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Foreword

There’s nothing more frustrating than trying to accomplish a goal while lacking the knowledge of where to start or what steps you’ll need to take along the way. That feeling of helplessness is one that tens of thousands of real estate investors experience each year after deciding that they want to start flipping houses.

With the increasing popularity of television shows that glorify the trade, there’s an influx of people coming into real estate investing who have far more ambition than they do experience. Unfortunately, there are few public role models these folks can look up to who can provide them an honest look at what it takes to be successful.

‘I only wish that I had access to a book like this one when I started investing in real estate’ -- That’s the feeling experienced house flippers will have when they read this book. You see, most investors have had to learn this business the hard way...by making mistake after mistake as they taught themselves the ins and outs of rehabbing houses.

In 2004 I started a website called BiggerPockets.com because I personally needed help with my own real estate investing. Like those people I mentioned above, I was frustrated by a lack of information from sources that I deemed to be credible. I believe this is a problem that our industry continues to suffer from, and I have made it my mission to change that. I’ve been working to help better the lives of real estate investors for over 8 years now, and in that time, I’ve met many people that I like, but very few that I trust implicitly. One of those select people happens to be J Scott, a house flipper that I met through BiggerPockets back in 2008.

J is one of the most intelligent people that I’ve ever met; he has transitioned from a bright future in the technology space to a very successful career rehabbing houses in his home state of Georgia, and remotely in other parts of the country. He is methodical, systematic, and down to earth, and through his website, 123Flip.com, he has catalogued his experiences for all to see and learn from.

When J came to me about a book he was writing, I was ecstatic. I’ve never come across a book that is more valuable to the house flipping community, and was honored that J wanted BiggerPockets to play a role in the distribution of his work.

I’m proud to be associated with J and The Book on Flipping Houses, and I know that you’ll walk away from this book feeling not only excited about flipping and rehabbing, but knowing that you’ve got the tools to be successful in your own flipping ventures.

Flip onward...

- Joshua Dorkin, Founder of BiggerPockets.com


Introduction

Why Did I Write This Book?

I’ve spent years watching real estate “gurus” rip-off eager new investors with high-priced seminars and training programs. I’ve seen the late night infomercials that lead starry-eyed newcomers to believe that making money in real estate is as easy as making a phone call, buying a system, and waiting for the money to start rolling in. I’ve spent several years in this business talking to up-and-coming investors who have paid thousands (or even tens of thousands) of dollars to these scam artists hocking their courses.

Unfortunately, what these gurus don’t tell wannabe investors is that becoming successful at real estate takes more than buying a system or listening to a motivational speaker. These “teachers” and “coaches” are more about motivation than they are about education. They get their students excited about making lots of money and becoming financially independent. But they don’t actually provide the knowledge and tools necessary to do it.

In other words, while they may get their students jumping up and down with excitement -- and at that same time get them to spend more money on more training -- most of these so-called mentors don’t do anything to actually help their students start investing. In fact, the vast majority of people who have ever really considered getting into real estate never close their first deal!

It’s not that real estate investing is tremendously difficult. And — despite what the gurus and infomercials would lead you to believe — it’s not that there are “secret” ways to make money in real estate that only the experts know. In fact, there are hundreds of different ways to make money in real estate. Even one small investing niche — like flipping houses — provides endless opportunity for the creative investor to be successful and earn large profits. And, while the endless opportunity might be great for established investors who are looking for new ways to earn a fortune, it can provide daunting challenges for up-and-coming real estate investors looking to break into the business.

Experienced investors often throw around the term “analysis paralysis” to refer to those new investors who really want to get the ball rolling with their first property, but who can’t seem to get past the “research” phase. These new investors never feel ready to jump into the game, either because they are scared of the unknown or because they don’t feel like they have enough information to be successful.

This book is for those up-and-coming investors who want to flip houses, but don’t want to entrust their education (and their money) to gurus or scam artists. This book is for those who already have the motivation to become a rehabber and an investor, but just don’t know where to start. It’s for those investors who need that little extra push to help get past their fear, and help get over that hump of completing their first deal.

If you’re ready to start flipping houses, this book is for you. My goal with this book is to help get you past your fear of the unknown and to provide all the information necessary to give you the confidence to take that first big step of completing your first -- or next -- deal.

20 Steps to Your First Rehab

Before I go any further in this book, let’s get a few things out of the way right upfront:

        ▪I’m not a real estate “guru.”

        ▪You won’t find any “secrets” in this book that haven’t been published elsewhere.

        ▪I can’t teach you how to get rich overnight flipping houses.

If any of those things surprise or disappoint you, you probably want to stop reading right now and ask me for your money back.

Still reading? Great! Then let’s get started...

If you’re anything like me, you probably hate picking up a book like this, reading it cover-to-cover and then trying to figure out what you should do next. Too many of these types of books are more motivational than educational, and by the time you’re done reading it, you’re tremendously excited, but you’re no closer to actually taking any action. I certainly don’t want you to finish this book and feel like you don’t know what the next steps are -- in fact, I want you to start taking action while you’re working your way through the book.

In other words, you should consider this book to be a roadmap, with each step clearly defined and explained. And just so you know that I’m serious about the idea of this book being a roadmap, in this first chapter, I’m going to lay out all the steps it should take to flip your first house. The goal of this chapter is to provide a 50,000-foot overview of the flipping process and to create a guide to the rest of the book; my hope is that you’ll occasionally return to this chapter to help remind yourself of the big picture.

If you’re already an experienced rehabber and are just looking for some tips and tricks to take your business to the next level, feel free to use this chapter as a guide to each of the steps you’re likely already familiar with, then jump to those chapters where you think your business could use some improvement or optimization.

With that said, here are the 20 steps to profiting on your first (or next) flip:



Step #1: Make Sure You Really Want to Do This

Before you get too far into the book, it’s important for you to decide if rehabbing houses is a challenge you really want to undertake. Chapter 1 will cover all the things you might be interested in learning before you start learning -- for example, what exactly is house flipping? How much money can you make doing it? What type of personality do you need to be successful?



Step #2: Get Your Financing In Order

For many investors, finding the money is the one thing standing between them and success. Now is the time -- early in the process -- to figure out where you’re going to get the money to do that first deal. Chapter 2 will talk about all the different avenues available to get your deals financed, and will even provide you an “ace in the hole” if you find that traditional financing methods aren’t an option for you.



Step #3: Find (Or Become) A Great Real Estate Agent

It’s time to find your first (and for the time being, your most important) team member. Finding a great real estate agent who can help you define your business strategy and help you research your market could make the difference between success and failure. In Chapter 3, I’ll discuss what a great agent can do for you, how to find a great agent and whether your best option may be to become your own agent.



Step #4: Determine WHERE You Will Buy Your Properties

While rehabbing will work in many places, it won’t work everywhere. And it will certainly work better in some places than others. You need to be confident that you’re purchasing houses in a location that supports rehabbing/flipping, and if it doesn’t it’s better to know upfront so you can start looking for another location. In Chapter 4, I’ll discuss how you can quantitatively assess different locations to determine which ones are likely candidates for making money flipping houses. The information in this chapter can literally make or break your investing career, so read it carefully.



Step #5: Determine WHAT Types of Property You Will Buy

Now that you know where you want to buy houses, it’s time to determine what types of houses you want to buy and from whom you plan to buy them. Are you going to buy run-down single-story ranch houses or large move-in-ready McMansions? How many bedrooms and bathrooms should you be buying? Will you buy in subdivisions or along back roads? Will you be buying houses with a pool or without? There are many different types of houses and you need to determine where you will focus your time and effort. Chapter 5 will help you decide what your target property looks like.



Step #6: Determine WHO You Will Buy Properties From

By now, you know where you’ll be buying and what types of properties you’ll be looking for -- it’s time to figure out from whom you’ll be buying them. Will you be buying from worn-out landlords looking to dump their properties at a discount? Will you be buying from homeowners underwater on their mortgage? Will you by buying from the banks, either at the courthouse steps or after foreclosure? There’s no right or wrong answers to this question, but before you decide who you’ll be buying from, it’s important to understand the different challenges you’ll be facing. Chapter 6 will discuss all the different opportunities for buying houses and the benefits and downsides for each.



Step #7: Determine HOW You Will Find Your Properties

We’re making progress -- you know where you’ll be buying, what types of properties you’ll be looking for and from whom you’ll be buying them. But, how exactly are you going to generate leads to find these properties? Will you be buying off the MLS? Direct mail marketing? Internet marketing? Bandit signs? There are many options, and Chapter 7 will discuss them and help you clarify which acquisition strategies are for you.



Step #8: Learn How to Analyse A Deal

Once you’ve figured out what types of properties you’ll be looking for, where you’ll be looking for them and who you’ll be looking to buy them from, it’s time to dig into some numbers. Without knowing what a good deal looks like, you can look at 1000 houses and still have no idea what you’re doing. That’s the purpose of Chapter 8 --to teach you everything you need to know in order to recognize a good deal when you see it.



Step #9: Market For / Search For Properties

It’s taken us some work to get here, but now it’s time to put all our planning into action and start looking for that first (or next) deal. You’ll be looking at lots of houses, and if your plan is to be marketing/advertising for deals, now’s the time to put your marketing hat on and start generating some leads. Chapter 9 will walk you through the process of getting leads flowing, looking at potential deals, talking to sellers and ultimately deciding when it’s right to move forward with an offer.



Step #10: Make Offers

By now, you’ve found a property (or maybe ten properties) you think would make a great deal -- it’s time to make some offers and try to buy one of them. Chapter 10 will go into the basics of real estate contracts, how to make offers, what to include in your offers, and how to give yourself the best chance of getting your offers accepted.



Step #11: Complete Your Due Diligence

Congratulations...you have an accepted offer! For the first time in your real estate career, there is now some time pressure. You need to decide if you really want to go through with this deal -- that means verifying that there is a profit to be made and putting together your plan for getting to that profit. Chapter 11 will help you get through your due diligence by providing checklists, goals and strategies for completing your inspections and other due diligence tasks that you must complete in the days following your accepted offer.



Step #12: Create Your Scope of Work (SOW)

As part of your due diligence, you’re going to need to come up with a precise estimate for how much the renovation will cost. But, there’s no way to know how much the rehab will cost if you don’t know exactly what work you’re planning to do! In Chapter 12, we’ll introduce our example property -- The Demo House -- and I’ll walk you through the step-by-step process of creating a detailed Scope of Work that you can use to create your budget and that you will be use as your roadmap for the renovation.



Step #13: Create Your Budget

Now that you have your detailed Scope of Work, it’s time to use that to generate a detailed budget estimate for the project. Ultimately, you’ll need this renovation estimate to complete your due diligence efforts, and decide whether it makes sense to move forward with the project. In Chapter 13, we’ll use our Scope of Work to create a detailed renovation estimate for The Demo House.



Step #14: Create Your Schedule

You’ve completed your due diligence, you’ve decided to move forward with the project and you now have your SOW and budget in place...it’s almost time to get working on the rehab. But wait, before you begin renovating, you’re going to want to create a schedule for both you and your contractors -- without one, you risk having the project drag out for way too long. Before you can create your schedule, you need to know what parts of the renovation rely on what other parts and the optimal order for completing the work. Chapter 14 will teach you these things and help you create your schedule. As an example, we’ll create a schedule for The Demo House.



Step #15: Build Your Rehab Team

You’re ready to get to work on your renovation, but before you can start, you need to assemble your crack team of contractors. If only it were that easy! With all the different types of contractors, finding a strong crew, preparing the paperwork, etc, this is going to be a major undertaking. Chapter 15 will help you navigate the world of contractors, put together a strong team and help you protect yourself with the proper paperwork.



Step #16: Get Your Rehab Done

Most people think that completing the rehab is the hardest part of the job. Well, if you’ve done all your preparation -- created a detailed SOW, a detailed budget, a realistic schedule and put together a great crew of contractors -- the actual renovation should be easy as cake. While I’m confident that you won’t have any problems, Chapter 16 will tell you what to watch out for, how to keep things moving along and what to do if you run into issues.



Step #17: Build Your Selling Team

While your crew is completing the renovations, it’s time to start thinking about the most important component of the project -- getting it sold! Of course, this involves building another team, but by now, you’ve gotten the hang of that. Chapter 17 will lay out the members of your selling team, what each of their roles will be and how you’ll find and select these team members.



Step #18: Get It Staged/Listed

The renovations are complete and your selling team is ready to get moving. Time to get the house looking its best, and listed for sale. Chapter 18 will tell you what you need to know about staging, working with your agent to get it listed and handling potential buyers.



Step #19: Get Through Buyer Inspections/Appraisals

You have an offer! Unfortunately, for many investors, this is where things start to get difficult. The buyer is likely going to be required to jump through lots of hoops by his agent and lender, and that means he’s going to make you jump through hoops as well. However, if you’re prepared, you can ensure that the whole process goes easily and smoothly. Chapter 19 will tell you how to prepare, how to deal with difficult situations, and most importantly, teach you how you can ensure that if problems do arise, you won’t get hurt.



Step #20: Get To The Closing Table

After all the hard work and effort you’ve put in, now is the best part -- getting to the closing table and getting your check! There are many little things that will need to take place before closing day, and while a good real estate agent will likely take care of the bulk of it, you’re going to want to make sure that you have plenty of control over the process so that it doesn’t stall or slip. Chapter 20 will help you navigate the closing process and get you your paycheck.


Chapter 1: First Concepts

What is House Flipping?

The idea behind house flipping is simple:

Flipping is the act of purchasing a property, then reselling it at a profit.

Of course, with such a generic definition, you might guess that there are many different strategies for flipping houses, each with its own benefits and drawbacks, and each providing savvy investors the opportunity to not only make some extra cash, but also to build a profitable long-term business, if that’s their goal.

In fact, there are two specific types of house flipping you’ll hear real estate investors discuss:



Wholesaling

Wholesaling involves purchasing a property and immediately (oftentimes the same day or even at the same closing table) reselling it to another investor for a profit. Wholesaling doesn’t require the house flipper to do any repair or maintenance work on the house, and sometimes doesn’t even require the house flipper to put up the money for the house.

Because a wholesaler is simply reselling the exact same product he bought – but at a higher price! – the successful wholesaler must be a strong negotiator. He must be able to convince property sellers to sell well-below market value, and then convince property buyers to buy for closer to market value. The better the wholesaler negotiates, the larger the “spread” between the price he buys the property for and the price he sells it for – meaning a larger profit into his pocket.

Additionally, great wholesalers are tenacious marketers. Wholesalers generally look for property that is very inexpensive relative to other properties in the area, either because it is “distressed” (i.e., in need of major repair) or because the owner of the property is desperate to sell (for example, going through a divorce, leaving town for a new job, having financial difficulties, etc). This often requires hours spent sending letters, making phone calls, knocking on doors, or putting up signs, looking for that “needle in a haystack” property that can be bought low and sold high.



Rehabbing

Rehabbing involves buying a property in a state of disrepair, fixing it up, and then reselling the property, either to homebuyer who plans to live in it or another investor who plans to keep it as an investment.

Some rehabbers will look for houses that only need minor cosmetic repairs (often referred to as “paint and carpet” rehabs), while others would prefer to tackle larger projects, such as properties with structural problems, properties with fire or water damage, or properties requiring building additions.

Great rehabbers generally have great teams behind them, including skilled contractors who can renovate properties quickly and cost-effectively, and knowledgeable real estate agents who can market and sell the newly renovated property to a prospective homeowner. Additionally, successful rehabbers have the business and management sense to keep projects on-schedule and on-budget, and the design sense to make the proper renovation decisions.

While there are certainly other methods to flipping houses besides wholesaling and rehabbing, these are by far the two most common. And, while wholesaling is a fantastic way to earn cash and bootstrap your real estate investing career, a great rehabber has a lot more options that will ultimately generate a lot more opportunity for profit. As such, the remainder of this book will focus on the rehabbing side of flipping.

Does Flipping Still Work in Today’s Market?

These days (in this down real estate market), when I tell non-investors that I flip houses for a living, I usually get a surprised or skeptical look in return. The first comment most of them make is, “I guess things are pretty tough for you these days.”

Luckily for me (and you!), this is about as far from the truth as possible. Here’s what non-investors don’t understand:

In real estate, there’s never a great time to be both buying and selling real estate. In a typical up-market, houses are easy to sell (there are plenty of motivated buyers), but it’s difficult to find a great deal when buying. In a typical down-market, houses are easy to buy (there are plenty of motivated sellers), but it’s difficult to turn around find lots of demand to resell your properties. In a sideways-market (where prices aren’t changing much), it can be somewhat difficult to both buy and sell houses.

If flipping required both a great market to buy and a great market to sell at the same time, there would never be a great time to flip houses. Luckily, that’s not the case.

For a great flipping market, you either need to be able to buy property at a massive discount or you need to be able sell property at a good premium – you don’t need both. Around much of the country, today’s market still meets the criteria for being able to buy at a large discount; and in some larger markets, we’re starting to see a recovery that is allowing investors to once again sell at a premium.

Certainly, selling is harder now than it used to be (perhaps harder than it’s been in 30 years), but it’s certainly not impossible. The key to finding the sellers that are out there is to buy the right properties at the right price, both of which are very easy to do in today’s market. In fact, I plan to spend much of this book focusing on exactly how to buy the right property at the right price, so stick with me, and pretty soon you’ll see why flipping in today’s market is not all that tough.

How Much Can I Earn Flipping Houses?

Not surprisingly, the biggest question on the minds of prospective investors is, “How much money can I make flipping houses?”

First, there is no one correct answer to that question. Obviously, part-time flippers are going to be hard-pressed to make as much money as full-time flippers. In addition, someone living in California may be able to make $100,000 on a typical flip compared to someone in rural Nebraska who may only be able to average $10,000 on each of their flips (not accounting for the differences in cost and risk, as well).

However, because this is an important question, let me give you an idea of what a typical flipping business might look like. In fact, let’s take my business as an example, as I live in a fairly typical real estate market, and focus on the types of houses many house flippers target.

Before I started hiring employees, I found that it wasn’t very difficult to manage an average of one to two flips per month on my own, with just the help of a real estate agent to find and resell the properties. On average, I earn about $20,000 in profit on each flip. Therefore, over the course of a year, I could average anywhere from $240,000 to $480,000 in profit, without any employees to manage!

I now have two full-time employees in my business – other than myself. One is my wife, who has her real estate license, and is responsible for all the marketing and real estate agent tasks. The other is a full-time project manager, who is responsible for finding, hiring, and managing the contractors, and ensuring that the projects stay on-schedule and on-budget.

Between the two of them, they handle about 90% of the day-to-day work required by the business, while I handle the other 10% and focus on our future strategy and growth. With the three of us, the business could potentially handle about 3-5 flips per month, creating a gross yearly profit of more than $1,000,000! (Though the three of us focus on several other business interests as well, so in reality we are still averaging about 1-2 flips per month).

Even a part-time house flipper who has a full-time job can easily flip between two and four houses a year. With an average profit of $20,000-25,000 per flip, there’s no excuse why an average person shouldn’t be able to make an extra $50,000 to $100,000 per year flipping houses in his or her spare time.

What About Taxes?

As long as I have you excited about all the money you can earn by flipping houses, now’s probably the right time to remind you of the bad news: you’re going to pay taxes on your profits. Your “profits” are whatever is left from the sale of the house, after you subtract out your rehab costs (labor and material), your fixed costs (commissions, fees, closing costs, loan costs, taxes, insurance, utilities, etc.), and any other costs directly related to buying, fixing up and/or selling the house.

You may have heard that investment income is taxed more favorably than other business income, but unfortunately, the money earned from flipping houses is not considered investment income. As a house flipper, you are buying and selling a commodity -- no different than if you were buying and selling shoes, furniture, cars or food. As such, you’ll likely be paying the same percentage in taxes as you would if that income where coming from any other type of business or even from a full-time job. In addition to income taxes, you’ll also likely have to pay another 13-15% in self-employment taxes, on at least part of the income.

I’m not going to lie -- taxes will significantly eat into your profits. But, in my opinion, it’s better to earn a lot and have to pay taxes on it than to not earn much in the first place. I highly recommend that once you make the decision that you’re serious about being in the house flipping business (either part-time or full-time), that you consult a qualified accountant or CPA who can help you structure your business in a way that will allow you to pay the least amount of taxes possible.

Are You a Contractor or an Investor?

When you first start out in flipping houses, one of the first questions you’ll likely ask yourself is, “What parts of the rehab work will I be doing myself, and what parts of the work will I be hiring out to contractors?”

For those who decide to use professional contractors to get the work done, invariably they will eventually think to themselves, “Why the hell am I planning to hire expensive contractors instead of just doing it myself (or hiring cheap day-labor), and saving thousands of dollars?!?!”

While there is no right or wrong answer to the question of “do-it-yourself vs. hire-it-out,” I would like to give you some perspective on what it takes to turn house flipping from a hobby into a serious business, which will ultimately allow you to make serious money!

For the house flipper whose goal is to make a substantial part of his living from flipping houses, the goal can’t be to focus lots of time and energy on rehabbing houses; the goal must be to focus lots of time and energy on building a business. While your business may involve flipping houses, that little fact is relatively unimportant. Many business owners believe that what the BUSINESS does should affect what they do; they confuse their business with their job. That’s not how the successful business owners think.

Successful business owners realize that their goal is to create systems and processes around doing something profitable. They then use those systems and processes to replicate and scale that profitable effort over and over and over again.

In this case, the business is all about rehabbing and selling houses. However, your job as business owner has nothing to do with rehabbing and selling houses. Your job has to do with creating systems and processes to allow your business to rehab and sell more houses.

For example, you could spend 3 months doing all the rehab work yourself on your first house, and probably save $10,000 in contractor costs. If you spent 40 hours a week for those 3 months working on this particular rehab, that extra $10,000 would equal about $20/hour in extra profit in your pocket. But, what if instead you took those three months, and focused your time on finding five more houses, each of which generated $20,000 in profit?

That’s an extra $100,000 in profit over that period of time, or more than $200/hour! That’s not bad, but…

What if you spent those three months streamlining your process around buying, rehabbing and selling houses, and got to the point where you could do it 20 times in three months? That’s an extra $400,000 in profit, or about $800/hour. In fact, if you only focused your energies on replicating and scaling, there is no limit to the potential growth of your flipping business.

Likewise, you could save a few hundred bucks here and there by hiring unskilled labor (those guys down at Home Depot who work their butts off, but need to be told what to do). If you do this, you run into the same trap. Those guys would require a lot more oversight, and babysitting contractors is just another $10/hour job. Wouldn’t you rather hire the guy who costs twice as much, because you know you can trust him to get the job done on-schedule, on-budget and with a high degree of quality; that frees you up to focus on replicating and scaling your business?

If in the time you save by not having to babysit contractors you’re able to pick up one more house, that expensive guy has paid for himself many times over. Moreover, if you spend that time figuring out how to continuously buy more houses, that expensive guy has now become invaluable.

By the way, while rehabbing 50 or 80 or even 100 houses a year might seem far-fetched, there are many people who are successfully doing it. But they don’t do it by spending time caulking showers, laying tile, or any other $10/hour task. They do it by focusing on the processes that allow them to replicate and scale. Everything from having vast network of supporting team members (Attorneys, CPAs, Agents, Brokers, Contractors, etc) to having well documented systems for getting the work done (things like creating a list of materials used in EVERY house and training contractors how to replicate the same finishing touches in every house).

Doing your own rehab work (i.e., being your own General Contractor) is no different than trying to be your own lawyer or be your own CPA. While you could give it a try, you’d probably rather let your lawyer do what he’s good at, let your CPA do what he’s good at, and let your contractors do what they’re good at.

Meanwhile, you can focus on figuring out ways to help all of them work faster, smarter, and more efficiently, which will ultimately lead to being able to rehab more houses and make more money for both you and for the great team of people you have helping you. Isn’t that the goal?

Controlling Your Deals

One of the hardest things to drill into a new investor’s head is the importance of controlling all aspects of every deal you do. In fact, I tell my team, “If something goes wrong, it’s always my fault.” And I mean it!

Some investors who can’t get their deals done will blame their buyers, “He wasn’t serious about buying and wasted my time!”

Some will blame their contractors, “My GC didn’t show up on time all week, and now we’re behind schedule!”

Some will blame the lender, “He said he could push the loan through but he couldn’t!”

Some will blame the agents, “She said the paperwork was completed, but it turns out she was so excited to go on vacation that she forgot to get all the signatures!”

In fact, I used to be guilty of this mindset myself. Here is an excerpt from a blog post I wrote a couple months after I started flipping houses:

“The Second Chance House has been under contract for nearly 6 weeks now, and we’re about 3 weeks past the original closing date. The main reason for the schedule slip is that the mortgage broker forgot to order the second appraisal on the house until nearly two weeks after the first appraisal (and after the original closing date). When we called him out on the mistake, he got very defensive, made up a horrible excuse for why it took two weeks to get the second appraisal, and basically said, “I don’t really care what you think, I’ll schedule the closing for whenever I feel like it.”



Well, it pissed us off, but given that we thought we’d close the following week, we didn’t want to do anything drastic, and let it be.

Once the second appraisal was completed, the broker sent the information to the Department of Transportation to have it processed so they could cut the buyers a check (the buyers are getting their down payment from the DOT because of some weird eminent domain situation). A week passes, and the buyer still hadn’t received a check from the Department of Transportation. We call the broker to find out what’s going on, and he basically again says, “I don’t know, I don’t care, leave me alone and I’ll schedule the closing whenever I feel like it.” It appears he’s still pissed that we called him out on his mistake and is now just trying to piss us off.

When we didn’t hear anything on Monday, we called the broker, only to have his answering service tell us that he’s out of town for the week. We leave a message for the guy in his office who is supposedly covering for him, but he doesn’t call us back. We drive to their office, but it’s just a storefront, and nobody is there. We call the closing attorney, and he tells us that he is ready to close, but is just waiting for the broker to send him the loan package (he apparently talked to the broker a few days ago, but hasn’t heard from him since). The broker is apparently not answering the buyer’s agent calls either.



Just as most sellers would do, I spent this entire blog post ranting about the incompetence of the buyer’s mortgage broker. I then lamented my experience to some investor friends, and continued to complain for several weeks throughout the entire ordeal, which ended with the buyers not getting a loan and us having to put the house back on the market.

In retrospect, the only thing I should have been complaining about was my own lack of foresight into the potential pitfalls of allowing my buyer to use an unknown lender!

These days, I control my deals. To avoid situations like the one above, I now require that potential buyers for my houses get a pre-approval letter from our mortgage broker. Not my buyer’s broker, but one that I work very closely with and who will provide me all the details about the buyer’s credit (including his exact credit score and exactly what bills he’s been delinquent on), not just a pre-approval letter that may or may not mean anything.

In addition, we “encourage” our buyers to use our broker to actually apply for the loan, so this way we always know the status of the loan and any issues that might come up. Moreover, of course, we don’t have to worry about our broker giving us an attitude or deciding not to return our phone calls!

Of course, some buyers insist on using their own lender (for whatever reason), and when that happens, we require a much larger nonrefundable earnest money deposit; this way, if the loan falls through or if the buyer’s mortgage broker flakes on us, we at least get some repayment for our time and effort.

In summary, there are always a million things to blame your lack of success on, but in reality, every one of these things is within your control to some degree, and you have the power to mitigate all these issues by being proactive and always knowing what your worst-case scenario is. It takes some extra work, and it certainly requires a proactive mindset, but for the diligent investor, there is no reason why any part of your deals should be out of your control.

Part-Time House Flipping

It’s safe to say that many of you who are reading this right now aren’t planning to venture into full-time house flipping, at least not at first. For you part-time house flippers, keep in mind the two discussions above, as they’re even more important when you only have limited time to devote to your investing.

In terms of treating flipping like a business and pulling yourself out of the day-to-day rehab work, this may be the only way you find the time and energy necessary to undertake your rehab projects. If you plan to hold down a full-time job while also do your own renovations, you’ll quickly find yourself tired and frustrated, and ready to give up. By hiring responsible contractors to handle the day-to-day process of renovation on your homes, you can focus your energies on your full-time job when necessary, and spend your extra time performing the important aspects of flipping houses – planning, managing and marketing.

And, in terms of controlling your deals, when you only have a small part of the day to devote to your flips, it’s even more important that you don’t have to spend a lot of time cleaning up other people’s messes. Remember, nobody cares about your deals as much as you do, and if you think you can trust your contractors, your agents, your lenders, etc, to always do what’s in your best interest, you will end up disappointed. This is why you must strive to maintain control of all aspects of your deal; otherwise, you’ll find your deals spinning out of control while you’re working your day-job.

We’ll have plenty more tips throughout this book for part-time flippers, but for now, remember – as a part-time investor, you must take extra care to manage your business like a business and to control your deals as if you’re the only one who can.


Chapter 2: Get Your Financing In Order

To break it down into the simplest terms, there are two common ways to buy a house:

1.You bring your own cash to the closing table;

2.You borrow someone else’s cash and bring that to the closing table.

In both of these scenarios, you (the buyer) come to the closing table with all the funds to purchase the property and the seller receives the full amount of the sale in cash (minus whatever is needed to pay off mortgages/loans against the property). While many people who have never bought or sold a house don’t realize it, when you get a bank loan to buy a house, the bank is actually bringing certified funds to the closing. Therefore, while you are paying the house off on a monthly basis (paying your mortgage) the seller is getting their full lump sum at the time of sale.

As an investor, you eventually want to get to the point where you can pay for your deals in cash. This could involve saving up the entire purchase price of the house you want to buy or this could involve pulling cash out of the equity you have in other assets (such as your personal residence). Most investors won’t have the option to do either of these things on their first couple of deals, though hopefully after completing a few successful flips, bringing your own cash to closing will be a viable option.

Assuming you won’t be bringing your own cash to the closing table on those first few deals, that means you will have to bring someone else’s cash to the closing table. This is called “financing” the deal, which is another way of saying that you’re borrowing the money.

There are many ways to borrow money for real estate deals, and in this chapter, we’ll discuss several of them.

First, The Bad News

You’ll hear the late-night gurus (and even many daytime gurus) talking about getting rich in real estate without any of your own cash and without even having good credit. While I’m not going to dismiss the possibility of bootstrapping your real estate business without cash or credit, I will say that if you don’t have cash or credit (or at least access to it), flipping is going to be a tough place to start your real estate business.

It used to be that if you could find a good enough investment deal, you could find private lenders who were would lend 100% of the purchase and rehab costs on the property -- essentially allowing you to do your flip with none of your own cash invested. However, with the tightening lending environment the past few years, this has become all but impossible to find anymore -- lenders want to know that you have “skin in the game.” These days, even with a great deal and the most reasonable of lenders, you’re going to need to bring at least 20-25% of the total costs for your project. So, if you’re planning to buy $50,000 houses that need $20,000 in renovations, be prepared to find about $15,000-18,000 in cash to contribute to the deal.

Once you get some experience and build up a reputation as someone who knows how to successfully buy and sell real estate for a profit, you’ll eventually get to the point where lenders may be willing to finance the full price of your deals. The irony is, at that point, you likely won’t need the extra financing, as you’ll have built up a nest egg from your previous rehab projects.

While I’d love to be able to tell motivated new investors that all it takes is hard work to be successful in real estate, the reality is, you’re going to need to have access to at least some cash to get started. This can be your own cash, or cash that you borrow from friends and family who aren’t requiring you to use the real estate you purchase as collateral.

Throughout my investing career, I’ve spent many dozens of hours talking to lenders and potential financiers of my deals. With all the different types of loans and equity financing available these days, it’s important to have a good understanding of the benefits and drawbacks of each, so you can choose the most appropriate financing option for your particular needs.

Of course, given today’s credit situation, options are not only more limited than they were a couple years ago, but the definition of a “good deal” from a lender has changed as well. When I first started looking at financing for single family houses, I passed on a couple potential options that in hindsight were pretty good given today’s tight credit market; so it’s important to not only understand the types of financing that’s out there, but also which types are most prevalent and most easy to come by.

Throughout the rest of this chapter, I’ll discuss some of the most common methods of getting your rehabs funded, and will go into more detail about where rehabbers should be looking for money and some tips on dealing with lenders. And, while it won’t be easy, there will be a couple methods in there that may allow you to bootstrap with no cash. Also keep in mind that there are, of course, more ways of financing real estate investments than I lay out below, though most are a derivative — or combination — of the five types I’m planning to discuss.

Types of Real Estate Financing



Conventional Financing

Conventional financing is generally done through a mortgage broker or bank, and the lender may be a large banking institution or a quasi-government institution (Freddie Mac, Fannie Mae, etc). The requirements to qualify for a loan are based strictly on the borrower’s current financial situation — credit score, income, assets, and debt. If you don’t have good credit, reasonable income, and a low debt-to-income ratio (i.e., you earn a lot compared to your monthly obligations), you likely won’t qualify for traditional financing.

Since traditional financing isn’t a great option for most investors, I won’t spend a lot of time discussing it here, but for completeness sake, I do want to mention some of the biggest benefits and drawbacks with traditional financing.

Benefits: The benefits of traditional financing are low-interest rates (generally), low loan costs (or points), and long loan durations (generally at least 30 years). If you can qualify for traditional financing, it’s a great choice. However, when buying investment property, it’s a long shot.

Drawbacks: There are a few drawbacks to traditional financing for investors, some major:

        ▪The biggest reason it may be difficult to get traditional financing for your investment project is that the large banks won’t lend against a property that isn’t in move-in-ready condition. For example, a house I closed on a couple years ago with traditional financing almost fell-through because the lender wouldn’t provide the funds until the hot water heater in the investment property was working. As an investor, it’s common that I’ll buy houses with broken hot water heaters (and often much, much worse defects), and I can’t generally expect the seller to fix these things for me just so I can get my loan -- especially when my seller’s are usually banks. In the example I mentioned above, in order to get my loan, I had to replace the hot water heater before I even owned the house, which is not something I want to do on a regular basis.

        ▪The next biggest drawback to traditional financing is that it’s difficult to qualify for these types of loans these days. Just a few years ago, you could have qualified under a “sub-prime” variation of traditional lending, where income and credit were less of an issue; given the sub-prime meltdown (many of these borrowers defaulting on their loans), these sub-prime options have gone away. Therefore, unless you have good credit, income, and small debt, you’re better off not even bothering with trying to get traditional financing these days.

        ▪Traditional lenders take their time when it comes to appraisals and pushing loans through their process. It’s best to allow for at least 21 days between contract acceptance and close. As an investor, you often want to incentivize the seller to accept your offer by offering to close quickly; with traditional lending, that can often be impossible.

        ▪If the lender will be financing through Freddie Mac or Fannie Mae (and most will), there will be a limit to the number of loans you can have at one time. Currently, that limit is either 4 or 10 loans (depending on whether it’s Freddie or Fannie), so if you plan to be an active investor going after more than 5 or 10 properties simultaneously, you’ll run into this problem with traditional lending at some point.

        ▪There are very few traditional loans that will cover the cost of rehab in the loan; those that will are difficult to get through underwriting, can take a long time to get approved, and are generally more trouble than they are worth. If you plan to buy a $100K property and spend $30K in rehab costs, expect that $30K will have to come out of your pocket; the lender won’t put that money into the loan. In fact, as you get more experience, you may find yourself buying properties where the rehab is more expensive than the property itself!



Portfolio/Investor Loans

Some smaller banks will lend their own money (as opposed to getting the money from Freddie, Fannie, or some other large institution). These banks are referred to as “portfolio lenders” and they generally have the ability to make their own lending criteria; in other words, they lend to anyone they want, regardless of financial situation. That said, most portfolio lenders will care about your financial situation to some degree (they won’t want to see a bankruptcy, foreclosure or large unpaid debts on your credit), but they’ll also take into consideration your real estate experience and the specific deal you’re looking to get financed.

Because some portfolio lenders often have the expertise to actually evaluate investment deals, if they are confident that the investment is solid, they will be a bit less concerned about the borrower defaulting on the loan, because they have already verified that the property value will cover the balance of the loan. That said, portfolio lenders aren’t in the business of investing in real estate, so they aren’t hoping for the borrower to default; given that, they do care that the borrower has at least decent credit, good income and/or cash reserves.

I have used portfolio lenders on several occasions and highly recommend this type of financing if you have the means to get it. Your biggest challenge may be finding the banks that actually provide this type of financing, as they have become scarce over the past few years. When looking for a portfolio lender, you want to focus on the small, local banks.

By “small” and “local,” I mean focusing on banks that have no more than three to five branches in total (you will be surprised by how many of these types of banks exist). And because most of these banks lend only to local investors, focus on banks that are within an hour drive of where you plan to invest. If you want to find a list of banks in your area that have these qualifications, check out the FDIC website: http://www2.fdic.gov/.

Benefits: As mentioned, the major benefit of portfolio lending is that (sometimes) the financial requirements on the borrower can be relaxed a bit, allowing borrowers with less than stellar credit or low income to qualify for loans. Here are some other benefits:

        ▪Some portfolio lenders will offer “rehab loans” that will roll the rehab costs into the loan, essentially allowing the investor to cover the entire cost of the rehab through the loan (with a down payment based on the full amount).

        ▪Portfolio loans often require less than 30% down payment, and finding an 80% LTV loan is not uncommon.

        ▪Portfolio lenders will verify that the investment the borrower wants to make is a sound one. This provides an extra layer of checks and balances to the investor about whether the deal they are pursuing is a good one. For new investors, this can be a very good thing!

        ▪Portfolio lenders are often used to dealing with investors, and can many times close loans in 7-10 days, especially with investors who they are familiar with and trust.

Drawbacks: Of course, there are drawbacks to portfolio loans as well:

        ▪Some portfolio loans are short-term — even as low as 6-12 months. If you get short-term financing, you need to either be confident that you can turn around and sell the property in that amount of time, or you need to be confident that you can refinance to get out of the loan prior to its expiration.

        ▪Portfolio loans generally have higher interest rates and “points” (loan costs) associated with them. It’s not uncommon for portfolio loans to run from 9-14% interest and 2-5% of the total loan in up-front fees (2-5 points).

        ▪Portfolio lenders may seriously scrutinize your deals, and if you are trying to make a deal where the value is obvious to you but not your lender, you may find yourself in a situation where they won’t give you the money.

        ▪Because portfolio lenders often care about the deal as much as the borrower does, they often want to see that the borrower has real estate experience. If you go to a lender with no experience, you might find yourself paying higher rates, more points, or having to provide additional personal guarantees. That said, once you prove yourself to the lender by selling a couple houses and repaying a couple loans, things will get a lot easier.



Private Investors

Private investors are typically well-off professionals who have money to invest (either cash or retirement funds) and are looking for returns somewhat better than what they can achieve from the stock market or other investing avenues. These days, it’s not uncommon for real estate investors to work with doctors, lawyers, or business professionals who are looking to lend out part or all of their retirement savings in return for a decent rate of return – typically somewhere in the 8-12% range.

Normally, private lenders are people in your network of family, friends or acquaintances who you can approach and personally discuss the option of having them invest in your project. If you can find these types of professionals and convince them that your deals are more lucrative than, and equally as secure as, their current investments, you could be well on your way to getting access to literally hundreds of thousands of dollars without too much paperwork or overhead.

I both borrow from private lenders and personally lend out part of my retirement savings in this very fashion, so I know first-hand how well these relationships can work. The key is to provide a level of confidence to the private lender that the money will be secure in your hands and will also provide a decent return to the lender.

Benefits: There are several benefits to using private investors to fund your deals. First, with interest rates so low, and the stock market so volatile these days, well-off professionals with cash are itching to find opportunities where they can get high-single-digit or double-digit returns. Second, if you can prove your ability to find and execute on real estate deals, these investors may very well not care at all about your creditworthiness, as their funds are secured by the underlying properties you buy. Additionally, these types of potential investors are everywhere – in fact, you can start by asking any professionals in your family, your doctor, your dentist, your attorney, etc, if they’d like to invest.

Drawbacks: The biggest drawback to working with private investors is convincing these people – who likely have little experience with real estate – to trust you with their money. Of course, this is where a good business plan can help, as well as a track record of having a good work ethic and being trustworthy in the eyes of these professionals. Another thing to keep in mind is that those investors who want to invest with their retirement funds will have to move retirement money to a special account – called a Self-Directed IRA (SDI) – which will allow them to make private loans. If you go this route, do some research on setting up and using SDIs.



Hard Money Lenders (HML)

Hard money is so-called because the loan is provided more against the hard asset (in this case the underlying property) than it is against the borrower. Hard money lenders often pool funds from wealthy business people (either investors themselves, or professionals such as doctors and lawyers who are looking for a good return on their saved cash) and then lend at high rates.

Hard money lenders often don’t care about the financial situation of the borrower, as long as they are confident that the loan is being used to finance a great deal. If the deal is great — and the borrower has the experience to execute — hard money lenders will often lend to those with poor credit, no income, and even high debt. That said, the worse the financial situation of the borrower, the better the deal needs to be.

In many cases, hard money loans are often considered a last resort, which is why new investors without much cash and with little experience will often go down this road. While it’s quite possible to put together successful deals using hard money loans, you must be extra careful to factor in the loan costs and the monthly mortgage payments into your deal analysis, as these high payments can quickly eat through any potential profit from the deal.

Benefits: The obvious benefit of hard money is that even if you have a very poor financial situation, you may be able to get a loan. Again, the loan is more against the deal than it is against the dealmaker. A second benefit of hard money is that hard money lenders can often make quick lending decisions, providing turn-around times of just a couple days on loans when necessary. Lastly, hard money lenders — because they are lending their own money — have the option to finance higher loan percentages if they think it makes sense; while not common these days, some HMLs have been known to lend up to 100% of the purchase and rehab costs for a deal.

Drawbacks: As you can imagine, hard money isn’t always the magic bullet for investors with bad finances. Because hard money is often a last resort for borrowers who can’t qualify for other types of loans, hard money lenders will often impose very high costs on their loans. Interest rates upwards of 15% are not uncommon, and the upfront fees can often total 5-7% of the entire loan amount (5-7 points). This makes hard money very expensive, and unless the deal is fantastic, hard money can easily eat much of your profit before the deal is even made.



Equity Investors

Equity Investor is just a fancy name for “partner with cash.” An equity investor will lend you money in return for some fixed percentage of the investment and profit. A common scenario is that an equity investor will front all the money for a deal, but do none of the work. The borrower (you, in this case) will do 100% of the work, and then at the end, the lender and the borrower will split the profit 50/50. Sometimes the equity investor will be involved in the actual deal, and oftentimes the split isn’t 50/50, but the gist of the equity investment is the same — a partner injects money to get a portion of the profits.

Benefits: The biggest benefit to an equity partner is that there are no “requirements” that the borrower needs to fulfill to get the loan. If the partner chooses to invest and take (generally) equal or greater risk than the borrower, they can do so. Oftentimes, the equity investor is a friend or family member, and the deal is more a partnership in the eyes of both parties, as opposed to a lender/borrower relationship.

Drawbacks: There are two drawbacks to equity partnership:

        ▪Equity partners are generally entitled to a piece of the profits, maybe even 50% or more. While the investor doesn’t generally need to pay anything upfront (or even any interest on the money), they will have to fork over a large percentage of the profits to the partner. This can mean even smaller profit than if the investor went with hard money or some other type of high-interest loan.

        ▪Equity partners may want to play an active role in the investment. While this can be a good thing if the partner is experienced and has the same vision as the investor, when that’s not the case, this can be a recipe for disaster.

Summary of Financing Options

In the sections above, we discussed the five major types of financing available to real estate investors. Here is a breakdown of those financing types in an easy-to-read format:

[image: ]

Your Financial Resume

So, now that we’ve discussed the generic types of financing you’ll find out there, let’s talk more about the specific financing vehicles that may be available to you.

If you were to apply for a high-paying job, you wouldn’t even think about going into an interview without your resume prepared, would you? Likewise, if you plan to start asking people for money to back your investments, you need to put together your financial resume.

While you don’t necessarily have to write it down on a piece of paper, there are several key components to your financial situation that you must be prepared to discuss with anyone who may be a financial backer of your investments.

It is these financial components (again, your financial resume) that will ultimately determine the types of financing available to you, so it’s important that you realistically take stock of your situation before you start asking for money from lenders, partners and/or family members.

Specifically, there are five key components of your financial resume that lenders will care about:

        ▪Credit History / Credit Score: Do you know your credit history and your credit score? You should! As an investor, strong credit is of critical importance to your getting funding for your deals. If you don’t know what your credit history looks like or what your credit score is, visit http://freecreditreport.com to receive a free copy of your credit report, and spend some time looking over it. Many lenders will start their underwriting process by looking at your credit score, and if it’s not very good (at least 680 is where you should strive to be), they will immediately dismiss any consideration for giving you financing. This isn’t to say you won’t have other options, but by focusing on building a strong history and credit score, you will present yourself with the most possible financing options available.

        ▪Income: The next most important component of your financial situation is income. Do you have a job that is generating recurring income? Do you have investments that are paying interest or dividends? Do you have rental property that is generating cash on a monthly basis? All of these things will combine to provide lenders with an idea of what position you will be in to repay any loans or lines of credit they provide you. The more income you have – and the longer your history of having it – the more comfortable lenders will be giving you money. From their perspective, if you have considerable income in addition to your investing, you’ll likely be able to repay any loans even if your investments are not successful. Like credit score, if you don’t have any income, there are still options available to you; they’re just not as plentiful.

        ▪Assets: The next component of your financial situation that lenders will consider is any assets you might have. Do you have cash in the bank? Do you have stocks, bonds, or large retirement accounts? Do you own your home or have substantial equity in investment properties? Are there any other assets you might have that will provide lenders confidence that – in the worst-case – you’ll be able to repay a loan should the investment fail? Oftentimes, lenders will consider lending you money if you have assets that you’re willing to “collateralize” against the loan. This means that you would promise the asset in return for the loan; if you can’t repay the loan, the lender gets the asset instead. For example, if you have substantial equity in your personal residence, a lender might ask that you put the house up as collateral in exchange for investment loans; if for some reason you can’t repay your loans, the lender gets your house.

        ▪Debt: The more debt you currently have, the more difficult it will be for you to get financing. Unfortunately, that’s a simple fact that real estate investors – even the successful ones – must face. While there are different types of debt – some better than others – any existing debt is going to inhibit your ability to repay additional loans and is going to hurt your chances of getting financing for your projects. Specifically, lenders are going to look at the ratio of debt you have to the income you make. If your debt payments – including things like rent, mortgage, monthly bills, etc. – are very small compared to your income (low debt-to-income ratio), this means you have a lot of money left over at the end of every month, and you’re a lower risk to default on your loan. If your debt payments are a substantial chunk of your income (high debt-to-income ratio), you’re probably having trouble paying your bills already, and additional loans are likely to not get repaid. Lenders will calculate your debt-to-income ratio as a percentage, and they want to see low numbers (lower than 30%, ideally).

        ▪Investing Experience: Lastly, and not so much relating to your financial situation, some lenders are going to be very concerned with your investing experience. An investor with a long history of successful investments is much less of a risk than an investor who has no experience whatsoever. We’ll discuss it in more detail in an upcoming section, but in many cases, a strong business plan will prove to a good substitute for investing experience. Lenders are often willing to overlook lack of experience for someone who has a well-thought-out plan and clear direction. As you gain experience, your financing options will open up tremendously; in the meantime, ensure that you at least have a strong business plan and clear idea of your goals and how you will achieve them.

These five components make up your financial resume, and will have a significant impact on your ability to find financing for your deals.

Of course, if you have strong credit, high income, lots of assets, low debt and lots of experience, you should have no problem finding financing. Unfortunately, very few of us have that type of financial resume, so it’s important to figure out what aspects of your financial situation are strongest, and focus on leveraging those.

With strong credit and income, traditional financing may be a great way to get capital for your first investments. As you build experience and achieve some investing success, you will quickly attract financing from private lenders or others who are interested in partnering with you. In fact, as you build your investing bankroll, you’ll find that raising money becomes easier and easier – money is always easier to raise when you don’t need it.

But, what if your entire financial resume is a mess? What if your credit score is shot, you don’t have a job, and have lots of debt? Is there any hope for finding financing for your deals?

Luckily, there is one other important piece of the financing puzzle that might help you…

No Cash? No Credit? Know This!

If you’re like many of the aspiring investors I speak with, there’s a reasonable chance you’re in a situation where you don’t have any cash, don’t have any usable credit, and don’t know where you can possibly come up with the money to do your first deal. If that describes your situation, I’ve written this section for you.

There is a saying in real estate:

If the deal is good enough, the money will find you!

In other words, if you can find a fantastic deal – one that is so great it would be difficult to not make easy money – you should be able to find the cash you need, regardless of your financial situation. Once you find that awesome deal, here are two suggestions on where you can find the money...



Find Another Investor to Partner With

For most rehabbers I know, the hardest part of the business is finding great deals. This is why most rehabbers are happy to pay wholesalers and bird-dogs to bring them house. When you find that great deal you can’t afford, I highly recommend approaching a seasoned investor with the deal -- but not as a wholesaler or bird-dog.

Instead, let the investor know that you want to partner on the deal, in exchange for two things:

1.His allowing you to shadow the project from beginning to end. He doesn’t have to mentor you (that’s a bigger commitment than most rehabbers want to take on), but he’ll allow you to watch the project, ask some questions and get an idea of how he runs his business. Consider it your first hands-on experience in rehabbing.

2.His giving you a small percentage of the profits -- between 10-20%. If the deal is truly great, a smart rehabber should be happy to give up 10-20% of the profit, as he knows there will still be plenty left for himself.

Lastly, you should ask the rehabber if he’d be willing to consider the same arrangement should you continue to bring him deals. Think about it -- if you can get 20% of the profits on five deals, that’s equivalent to do an entire deal yourself, and will probably give you enough working capital (and enough experience!) to find your own financing.



Find a Smart Hard Money or Private Lender

Now, let’s say you don’t know any other successful rehabbers or you just really don’t want to have to partner on the great deal you’ve found. While it’s true that most hard money and private lenders will require that you have some “skin” in the game (i.e., will require that you have some of your own cash invested), there is one other component they are even more concerned with – the deal itself.

In a situation where the deal is great, you should also be able to convince a smart hard money or private lender to loan you money or to partner with you on the deal. Remember, lenders are most concerned about not losing money; but, if -- for example -- you find a house worth $100,000 that you can buy for $30,000, there is almost no risk to the lender by financing this deal or partnering with you on it.

Think about it from the lender’s point of view:

The best case scenario is that you borrow the money, purchase the property, rehab and resell it for a nice profit, and repay the loan. The worst case scenario is that you default on the loan, the lender is out $30,000, but now has a property worth $100,000. While not an optimal situation for the lender (who presumably doesn’t want to have to deal with the property), he can probably turn around and sell it for more than $30,000 to another investor, and get his money back and then some!

Remember, even if your financial resume is a complete mess, there is still hope for financing your deals. You just need to ensure that your deals are spectacular, at which point other investors, hard-money lenders, and private-money lenders will be banging down your door to get a piece of the action.

Some Other Tips to Successful Borrowing

Most of your borrowing is going to come from either banks or professional lenders -- and even when you’re getting money from someone who doesn’t lend for a living, they’re going to want to see many of the same things that the big lenders look for.

Here are some tips for the next time you’re out asking for money:

        ▪What can I do for you? Be prepared for this question! Too often, new investors will walk into a meeting with a potential lender, and when the lender asks specifically what the investor needs, the investor doesn’t have a good answer. Know what you’re looking for – whether that is a commercial line of credit, a short-term interest only rehab loan, or any other specific type of financing. If you can’t answer the question, “What can I do for you?” you’re not ready to start talking to potential lenders.

        ▪Do your research. Before you walk into the bank, you should have a good idea of the types of loans the bank is accustomed to offering, the types of investors the bank is used to working with, and any other basic information that indicates to the loan officer that you’ve done a little bit of work before taking up his time. The Internet is a great place to start to gather this type of information.

        ▪Have your Business Plan in hand. While the loan officer or lender will want to hear your plan directly from you, always have a written business plan available so that he can look it over at his leisure after you leave.

        ▪Bring your resume. Your financial resume is the most important thing on your lenders mind; be prepared to address his questions with prepared financial statements. This may be something as simple as a copy of your credit report and your personal balance sheet, but make sure it gives a complete and accurate picture of your current financial situation.

What About Creative Financing?

In the beginning of this chapter, I mentioned the two most common ways of buying a house -- bringing your own cash to the closing table or bringing someone else’s cash to the closing table. There is actually a third way that many real estate investors buy houses called “creative financing.” This involves getting the seller of the property to allow you to buy or control the property in return for regular and/or future payments (often called “seller financing”) and is probably one of the best ways to buy property with little or no money, and also one of the best ways to generate large returns in real estate.

That said, you might wonder why I haven’t devoted more of this chapter to discussing creative financing. There are several reasons:

1.Historically, creative financing has been a fantastic opportunity for cash-strapped investors to jump into real estate. Unfortunately, after the real estate market took a huge hit between 2007 and 2011, most sellers are now no longer in a position where they have equity in their houses and therefore seller-financing is much rarer these days. Most properties you’ll be buying these days are from distressed homeowners, and creative financing just isn’t as available for these types of deals.

2.There is essentially no opportunity for creative financing with REOs and short sales, two of the best sources of rehab deals in the current real estate market. When purchasing properties from motivated homeowners, it’s possible to find opportunities for seller-financing, “no money down” deals, assumable mortgages, etc. However, with REO and short sale properties, these types of creative purchases aren’t possible at all -- the banks will require you to come to the closing table with cash or a loan.

3.Creative financing is an art all to itself. It takes a good bit of time and study to get versed in how best to negotiate, structure and leverage creatively financed deals. While I highly recommend spending some time learning about various creative finance techniques, those techniques are well beyond the scope of this book.


Chapter 3: Find Your Real Estate Agent

In this chapter, I want to have the first discussion (of many in this book) about finding members of your team. When thinking about your team members, I want you to keep this old saying in mind: “Always use the right tool for the job.”

Throughout the process of building your strategy and completing your first deal, you are going talk to many potential team members, and I promise you that every single one of them will over-represent their strengths and abilities. Your contractors will tell you they can do any renovation job, mortgage brokers will tell you they can handle any type of loan, agents will tell you they can handle any aspect of buying or selling, etc. Unfortunately, that is usually not the case.

Most contractors are good at one or two things (sometimes none); most mortgage brokers specialize in one type of loan or another; and most real estate agents are either good on the buying side or good on the selling side, not both. It’s up to you to determine where each team member’s strengths and weaknesses lay, and to ensure that you always have the right person for the job, even if that means having to manage a bigger team.

What Kind of Agent Do You Need?

At this point in the process, it’s time to find a real estate agent. However, as I said above, not all agents can do all things, and over the course of your first deal, you may work with several different agents in different capacities.

In general, there are two types of agents you’ll come across in the real estate world:

1.Buyer’s Agent: This is the agent who is specially suited to help you analyze the local market and who can help you find and buy properties. The best buyer’s agents are the ones who focus 100% of their time working with buyers and don’t spend any of their time listing properties (working with sellers). A great buyer’s agent is not only intimately knowledgeable about their local market, but they are ruthless about protecting buyers and getting them great deals.

2.Listing Agent: This is the agent who specializes in marketing and selling properties. The best listing agents are the ones who focus 100% of their time working with sellers and don’t spend any of their time representing buyers as a buyer’s agent. A great listing agent understands current market values, pricing and sales trends and is an expert at marketing.

Some agents will claim to be highly skilled as both a buyer’s agent and a listing agent. They are likely not overly skilled at either.

Right now, you are looking for a great buyer’s agent. Specifically, you are looking for an agent who can help you with the following:

        ▪Provide insight into local markets and help define a farm area

        ▪Provide current and historic property sales data

        ▪Provide access to properties on the MLS

        ▪Submit offers, help negotiate, and help navigate the due diligence and the closing process

While there are many great buyer’s agents out there who specialize in working with buyers, things are unfortunately a little bit more complicated -- most buyers’ agents aren’t accustomed to working with investors. Moreover, if the agent doesn’t understand the goals, the needs and the process of the investor, the agent will quickly get frustrated...as will the investor.



The Investor-Friendly Buyer’s Agent

Just as some agents will tell you they are great at being both a buyer’s agent and listing agent, there are plenty of agents who will tell you that they are great at representing both retail buyers (homeowners) and investors. Again, this likely means they’re probably not great at either.

A homeowner is looking for something that he can emotionally connect with, that meets his family’s needs and that will serve him well far into the future. An investor is looking for something that will generate a profit. These are very different goals, and it’s unlikely that one agent will specialize in handling the needs of these very different types of buyers.

I’ll be honest -- there aren’t too many agents out there who specialize in working with investors, and most of those that do aren’t very good at it. However, they’re out there and you need to find one; never settle for less.



Finding Your Investor-Friendly Buyer’s Agent

The best way to find these agents is through referral. Successful investors in your area have been successful in large part because they’ve built a strong team, and that usually includes a great buyer’s agent. You need to find the agents that other investors are using and do whatever it takes to get one (or more) of those agents to work with you as well.

One thing to keep in mind -- the agents that specialize in working with investors will want to evaluate you as well, and will need to be confident that you are worth working with. They will want to know that you are serious about actually buying properties (they aren’t paid unless/until you buy), have the ability to purchase (i.e., you have cash or financing in place) and will not be wasting more of their time than necessary.

Just as most real estate agents aren’t very good at their jobs, most new investors are just tire-kickers who will waste the agent’s time and effort. For the relationship to work, both sides must be competent and motivated.



Evaluating Your Investor-Friendly Buyer’s Agent

Let’s say you’ve found an agent who gets good references from other investors and you’re ready to speak with him. The first step is to invite him to lunch. Make it somewhere causal, inexpensive and quick -- good agents are busy, and they’ll be trying to determine from the very beginning if you’re going to be respectful of their time.

Start by saying something along the lines of the following, “I got your number from John Doe. I’m an aspiring real estate investor, I’m almost ready to start buying, I have my financing approved and now I’m just looking for a great buyer’s agent to work with. I know you’re probably very busy, but I was hoping I could buy you a quick lunch and see if we might be able to work together?”

When you meet, here are the questions you’ll want to ask (don’t make it seem like an interview and be prepared to answer plenty of the agent’s questions as well):

1.How long have you been an agent in this area? (Do they know the area well?)

2.How long have you been working with investors? (You only care about their experience with investors, not homeowners)

3.Do you own any investment property yourself? (The best agents are also investors)

4.How many investor buyers do you currently work with? (The more buyers they work with, the worse the situation for you, as you’ll be competing with a lot of other investors for any deals the agent brings)

5.Do you have time to take on another client? (You don’t want an agent who is too busy to actually help you out)

6.What types of deals do you specialize in? (You want to know if they have experience with short sales, REOs, etc)

7.Do you help with many REO purchases? (If you go the REO route, you’ll want an agent that understands this process, which can oftentimes be complicated)

8.Are you willing to list and negotiate short sales that I find on my own? (If you go the short sale route, you’ll want an agent that can do these for you)

9.Will you be able to help me analyze the local market to determine where I should be looking for properties, in addition to helping me find deals? (You want an agent that is willing to help you grow a successful business, not just sell you a property now and then)

10.I’m serious about buying; will you have time to show me a potential deal the day it hits the market? (This tells them that you’re serious and sets the expectation that you expect them to be as well)



What Your Buyer’s Agent Can’t Do

While it would be nice if your agent had the ability to bring you all the deals you could ever want, the reality is this: not only do agents oftentimes have difficulty finding great deals, there are many types of deals that real estate agents won’t get involved in and won’t be able to help you with.

Buyer’s agents are great any time you want to buy something off the MLS, meaning they can help you purchase REOs and Short Sales. However, with other types of transactions (For Sale by Owner and other properties that aren’t listed on the MLS) they likely won’t be able to help you. We’ll discuss all these deal types in Chapter 6, but for now, keep in mind that, depending on what types of deals you choose to focus on, your buyer’s agent may or may not be able to help you.

Becoming Your Own Agent

If you can’t find a great investor-friendly buyer’s agent (and even if you can), there is another alternative:

GET YOUR REAL ESTATE LICENSE!

Yes, I did mean for that to be capitalized and in bold -- I’m a big believer that getting your real estate license will provide opportunities and control that you couldn’t get otherwise. While you certainly don’t have to get your license to be successful at rehabbing houses -- in fact, there are many investors who would actually disagree with me and recommend against getting it -- I believe it greatly increases a new investor’s chances of being successful.

Below, I will lay out all the pros and cons of getting your license and let you make your own decision. However, before I do that, let me give you my two biggest reasons why I recommend that all serious new investors seriously considering going this route:

1.I’m not going to lie -- the process of getting your license is tedious and drawn-out (it takes about 100-150 hour’s worth of study and work). But, once you go through the process, the time and effort you will have invested will solidify your commitment to real estate. It will be much more difficult for you to get discouraged and give up on your dreams of being a successful investor after going through the process of getting your license.

2.Once you have your license, you now have the potential to generate a new income stream as a real estate agent. While I’m not recommending that you ever become a traditional real estate agent, as you start to build momentum with your investing, you’ll find that opportunities to represent buyers and sellers often appear out of nowhere, and by having your license, you’ll have the ability to seize on those opportunities for some extra cash flow and experience. Consider it a “back up” plan while you’re getting your investment strategy off the ground.

Getting licensed was one of the best things we ever did for our business. My wife got her license right after our third rehab -- we were getting frustrated with our real estate agents and we felt as if we had very little control over our deals; I got my license several years later and currently we’re both licensed. Given our experiences, I couldn’t imagine being a full-time real estate investor and not having someone in our business who had their license.

So, should you get your license? Here are some pros and cons so you can decide what’s right for you.



Benefits of Getting Your Real Estate License

There are lots of benefits to getting your real estate license. Among them:

        ▪Access to MLS. First and foremost, having your license means getting access to the local MLS. While there are certainly other ways to get access to the MLS, having your license will allow you access without having to rely on other agents, friends or colleagues to get access. This means you don’t have to worry about it going away, and you don’t have to worry about anyone getting in trouble if they’re giving you access to their account “illegally”.

When we first decided that my wife would get her license, this was the impetus. We wanted access to the MLS not just to be able to run search queries and find candidate properties, but because we wanted access to the wealth of historical data that the MLS provides. I have spent literally hundreds of hours on the MLS mining data to determine which locations to focus on (discussed in Chapter 4), which types of buyers to target (discussed in Chapter 4), which types of houses to buy (discussed in Chapter 5), and which types of deals to go after (discussed in Chapter 6).

I credit this research with much of our early success in this business. And I never would have had access to this data without access to the MLS.

        ▪Make More Money. Many investors realize that every time they sell a house through another agent, they are spending about 6% of the sale price in agent commissions. What they don’t realize is that when they buy property, their agent is also collecting up to 3% for facilitating the transaction.

This means that on a typical purchase and sale of a property, an investor has access to up to about 7-8% of the total sale price of the property in extra profit, if he didn’t have to give that money up to his agent. If you buy a property for $50K and sell it for $100K, that’s $7500 in additional profit (assuming your buyer didn’t have his own agent) you could have if you were your own agent on the purchase and sale of that deal! Doing just four deals per year, having your real estate license could earn you an extra $30K.

In the past year, we saved/earned nearly $50K in extra income by not having to use another agent. Even with the brokerage fees we paid ($300 per month and $40 per transaction), we still netted an extra $45K in our business by having a real estate license. It made the extra paperwork well-worth it.

        ▪Controlling Our Deals. Being our own agent for our purchases and sales allows us full control over our deals. We can submit offers to and negotiate directly with listing agents. We deal directly with the lenders, the appraisers, the inspectors, the closing attorneys, and all other parties involved in the closing of our transactions, both on the buy and sell side. We control our marketing, our sales, and the showing of our properties to prospective buyers.

While there is certainly overhead involved in being the agent for your own deals, that headache is far outweighed by the fact that you have full control over every aspect of the deal. Will your agent drive to your property before every showing, turn on the lights, open the windows, and put out fresh cookies? Will your agent follow-up with everyone who has viewed your property to get feedback and recommendations? Will your agent send marketing materials to renters in the neighborhood who might be looking for a house to buy? Will your agent make sure to be at the house with the appraisers to ensure that get a favorable viewing of the property?

Probably not. But, because all aspects of the transaction go through us, we can (and do) do all these things. It’s a good part of why our typical property only spends two weeks on the market before we get our first offer.

        ▪Enticing Listing Agents. Imagine you’re the listing agent for (the one selling) a bank owned foreclosure property. And imagine that one day you get a call from an agent whose client is interested in buying that property.

That agent says to you:

“I’m going to submit an offer on this property. All you need to do is get the bank to accept the offer. After that, I will take care of letting my client into the house for inspections, I will take care of getting the utilities turned on for the inspections, I will complete all the additional paperwork, I will work with the title company on the title search, and I will work with the closing attorney on scheduling the closing. Then, on the day of closing, you don’t need to even show up. I will get your lockbox and your sign from the property, I will get your commission check from the closing attorney, and I will drive all of it over to your office immediately after the closing is finished to drop off to you. Oh, and by the way, I’ll also give you MY half of the commission as a bonus, so you’ll earn twice as much money on this deal.”

So, do you think the listing agent would be interested in working with you? Of course, they would! This is what we do with most of our deals. And that’s why the listing agents let us know when they have properties getting ready to hit the market, they let us know when their properties are about to have price drops, they let us know how much the bank is willing to negotiate, etc.

They give us an advantage over all those investors who don’t have the ability to do this for the agent. And that’s why nearly 40% of the houses we make offers on, we get under contract.



The Drawbacks of a Real Estate License for Investors

All that said, as I mentioned above, depending on your specific business model, there are some drawbacks to having your license.

Among them:

        ▪Getting Your License. First, you need to actually get your license. This often requires a couple hundred dollar investment, and then about 100-150 hours in course-work, studying, and taking exams to qualify to get your license. In addition, once you have your license, you need to find a broker to work under, and that may involve some additional fees and responsibilities.

In our case, we pay our broker $60 per month to get access to the MLS and work under that broker. In addition to the $60 per month requirement, my wife and I have to take about 10 hours per year in continuing education classes. It’s not very experience or time consuming, but if you’re just a part-time investor, the time commitment required to get (and keep) your license may be prohibitive.

        ▪Paperwork. Okay, I’m not going to lie to you. If you do a bunch of deals, you’ll end up doing a bunch of paperwork. This is the most annoying part of having your license, but it comes with the territory. You’ll be responsible for writing your own offers, submitting forms to attorneys, agents, brokers, the MLS, etc.

In the past year, my wife has handled about 20 transactions for us (both purchases and sales), and has probably averaged about 5-10 hours per week doing paperwork required for those transactions. That said, there are people who can handle most of the paperwork for you (for a fee), so even that’s not required if you really don’t want to or can’t do it. Again, part-time investors may find the paperwork requirements a bit daunting in terms of time commitment.

        ▪Disclosures. When you have your real estate license, you are held to a higher standard. You must disclose to buyers/sellers that you are a licensed agent; you can’t “knowingly take advantage” of a buyer/seller; etc. Some investors feel that having to make these disclosures and being held to this higher standard negatively affects their business, and that is why they don’t want to get their license.

While I can’t speak for other investors, I haven’t had a circumstance — and can’t imagine one — where I would have any issue disclosing to a buyer/seller that my wife is licensed. In fact, in my experience, this has been a selling point for those buyers who are untrusting, and now feel more confident that they are dealing with someone who is licensed and knowledgeable.

Given all that, and weighing all the pros and cons, I would personally recommend that any serious investor — especially those who plan to buy/sell using the MLS — get his/her real estate license. Better yet, have your spouse get his/her license so that you get all the benefits of it, but can generally get around the disclosure requirements if you ever really need to.

Your License As a Secondary Income Stream

I touched on this earlier, but wanted to spend a little more time discussing a side-benefit to having your real estate license, should you decide to go that route. Having your real estate license can provide you a consistent secondary stream of income when used to represent other investors in their deals.

In the course of my investing, I meet a lot of successful investors who rely on real estate agents to both bring them deals and sell their deals. Most of these investors don’t particular like the agents they work with, but the lack of great investor-focused agents means they have to settle for what they can find. It turns out that as an investor and real estate agent myself, I’m better than 90% of the agents they’ll ever work with.

While I don’t advertise my services as a buyers’ agent or as a listing agent, I have a lot of investors who ask me if I can help them find and sell their properties. In any given year, it wouldn’t be very difficult for me to earn as much money representing other investors in their deals as I earn from my own deals. In other words, if I wanted or needed the extra cash, I could probably double my annual income just by putting my real estate license to work.

Again, I’m not suggesting that you become a typical real estate agent, and, in fact, I rarely do work for other investors unless they happen to be good friends or the work is exceptionally easy. But, for an up-and-coming investor who is looking to hone his skills, learn his farm area, expand his network, and start to build his cash reserves, representing other investors as their buying or listing agent is a tremendous opportunity.

When a new investor comes to me and asks how to break into this business with no experience and no cash, the first thing I will tell him is to get his license. In my opinion, it’s a great way to start building up both the experience and the cash needed to succeed in this business.


Chapter 4: Where Should You Buy?

Probably one of the biggest decisions most new investors struggle with is where to invest. An investor’s buying area is often referred to as their “farm area,” and farm areas can be as small as a neighborhood or two or as large as a metro area. Obviously, the smaller the farm area, the better you will get to know it and the houses in it, but conversely, the larger the farm area, the most opportunity you’ll find to buy great deals.

For most new investors, I would recommend a farm area that includes one or two reasonably sized zip codes -- probably the size of a small city. You probably don’t want an area too much bigger than 5 square miles, and probably no more than a population of about 10,000 (which would be about 2,000 households in most places). If this seems daunting, start with an even smaller area -- you can always expand later.

Determining Your Farm Area

I mentioned above that deciding where to invest is often a difficult decision for a new investor. Ironically, this should be one of the easiest decisions you’ll need to make. The secret to real estate investing is to invest where you know, and for most people, that’s right in their backyard.

When starting out, always consider that the best place to invest might be your own neighborhood, your own town or your own city. If you’ve lived in the same place for several years, you probably have a good handle on which neighborhoods are “good,” and which are “not so good.” You may know which areas have held their property values and which have had wild fluctuations. You probably know where the new building is taking place and where the neighborhoods are that are starting to get a bit run down.

There are other benefits to investing in your own backyard -- you won’t have to drive far to view properties when you’re looking to buy, you won’t have to drive far to monitor your property during renovations, and you won’t have to drive far to check on the property while it’s listed for sale. When I first started investing, I defined my farm area as “within 10 minutes driving distance of my personal residence.” That actually served me well for several years.

Now, it might not always be possible to build a rehabbing career where you live, but if you’re going to start evaluating areas for your business, you might as well start where you know. If you later determine that -- for some reason -- investing in your own area isn’t feasible, then you can start to branch out to other areas. Unfortunately, you may find that you don’t live anywhere near a profitable investing area, in which case you may need to make some hard decisions, such as whether you’re willing to move to focus on your real estate goals.

For example, I have several friends who live in tremendously expensive parts of California. For them to invest in real estate, they’d need $500,000+ just to get in the game. This is a show-stopper for them, and they recognize that if they want to invest in real estate, they either need to move somewhere with lower property values or they need to spend a lot of time and energy trying to invest far from home (we’ll discuss that later).

Analysing Potential Markets

Determining how well a market can support flipping houses is as much art as it is science. Unfortunately, I can’t give you a short checklist of things to look for that will decisively tell you whether a particular farm area will allow you to be successful as a rehabber. However, I can give you some general principles that you can evaluate to determine whether your area seems suited for profitable rehabbing.

Below, I will provide six guiding principles you can and should use to start evaluating and deciding on your farm area. The criteria will encompass a combination of quantitative data and some good old fashioned driving around and seeing for yourself what the area is like. Btw, for the quantitative aspects of this analysis, this is where having a reliable buyer’s agent, or having your own real estate license and access to the MLS, will come in very handy.



1. Price Ratios Between Distressed and Retail Sales

This ratio between what distressed properties in an area are selling for and what retail properties (meaning move-in-ready houses) are selling for is going to be a key factor in how well an area supports rehabbing. In an area where distressed houses are selling for much, much less than what retail houses are selling for, there is going to be more opportunity to make a profit than in areas where distressed properties are selling for nearly as much as retail properties.

As a general rule of thumb, what you want to see is distressed properties (REOs and Short Sales) selling for at least 50% of what similar retail properties are selling for. For example, if in your area, an average move-in-ready house that was built in the early 1990s and has 4 bedrooms and 2 bathrooms is selling for $200,000, and similar REO/Short Sale houses in the same area are selling for less than $100,000, you may have a great opportunity to make money rehabbing those types of houses.

It’s important to keep in mind that we’re talking about averages, and not about the highest and lowest sales in an area -- it’s not uncommon that the lowest price house will sell for less than 50% of what the most expensive similar house will sell for, but if the averages are at 50%, that’s a very good sign. Also, keep in mind that the similar houses must be within a small distance from one another and in relatively similar neighborhoods. The goal is to try to get an apples-to-apples comparison of the selling prices, where the only difference between the properties is the fact that they are being sold as “distressed” sales.



2. Are There Buyers In The Area?

A second key determination of whether your area will support a rehabbing business is whether houses in your area are selling in general. In many areas of the country between 2008-2011, there were practically no retail property sales. This is because, with so many houses out there to choose from at ridiculously low prices, the few qualified buyers were focusing on areas where people really wanted to live. In other, less desirable areas, buyers were few and far between, and even the high-end houses listed at bargain prices weren’t getting any interest from buyers.

Therefore, you need to determine if your area is one where buyers are currently looking to buy houses. The key metric I use here is whether at least 60% of all retail listings in the area eventually sell, as opposed to being pulled off the market prior to selling. If you find that the majority of retail houses in your area are eventually finding buyers, you know that there is a reasonable sized pool of buyers interested in the area, and therefore a reasonable sized pool of buyers who will be interested in your properties when you turn around to resell them.

If you’re finding that the majority of retail sales in your area are expiring without ever being sold, are being leased instead of sold, or are ultimately being foreclosed on because they can’t be sold, you may want to seriously consider looking at a different market to be rehabbing houses.



3. How Much Real Estate Supply Does The Area Have?

You’ll often hear real estate agents talking about how vibrant their market is in terms of how many months of supply there is. By this they mean, how long should it theoretically take to sell all of the houses currently listed for sale given the current rate of sales in the area. If the number of months of supply is large, this indicates that there are relatively few sales for the given number of sellers (often referred to as a buyer’s market because buyers will have many houses to choose from). If the number of months of supply is small, this indicates that houses are selling quickly and inventory will stay low (often referred to as a seller’s market because buyers will be competing for the small number of houses available).

While it’s possible to be successful rehabbing houses in either a buyer’s or a seller’s market, most new investors will find that working in a seller’s market provides a lot less uncertainty and stress. While it might be a little more difficult to find great deals, once you have something purchased and rehabbed, you will be much more likely to sell it at your anticipated asking price.

Determining the number of months of supply is easy:

1.Determine the current number of houses actively listed for retail sale in your area;

2.Determine how many retail houses were sold in that same area in the past 30 days;

3.Divide the number of actively listed houses by the number of sold houses to get your supply.

As an example, let’s say that there are 50 houses currently listed for retail sale in your farm area right now. In addition, let’s say that in that same area, six retail houses have sold in the past month. Dividing 50 by 6 gives you 8.3 -- this is the number of months of supply currently in that area. That means it should theoretically take about 8 months to sell all the houses currently listed for sale in your area.

You should be looking to rehab in areas that have less than about 12 months supply of inventory.



4. Are There Other Investors Active In The Area?

While this isn’t going to be the most reliable of benchmarks, knowing that there are other investors active -- and successful -- in the area should give you some additional confidence that the market will support your efforts.

I recently partnered with a successful investor from Phoenix and we started looking for new markets to break into together. After talking to several analysts and doing lots of research, we decided to give Milwaukee, Wisconsin a try. Before flying up there for the first time, I jumped online and checked out the Milwaukee Real Estate Investors Associations (Milwaukee REIA) website to see if there were many local investors. What I found surprised me -- not only was the membership small, but the website had essentially no activity over the past couple years.

Then, upon arriving in Milwaukee, we started talking to real estate agents, closing attorneys and other industry insiders -- our big question to each of them was, “Is there a lot of rehab investment activity in the area?” Almost unanimously, we were told that there were very few rehab investors in the Milwaukee area. Even after several months of working on our first project, interviewing contractors and networking with other real estate professionals in the area, we are hard-pressed to find more than a couple other serious investors in that relatively large city!

If this were our major benchmark for determining a farm area, we probably never would have jumped into this market, but luckily we placed more value on the metrics above and determined that parts of Milwaukee (the suburbs, mostly) were ripe for buying some great rehab deals. The funny thing is, now that we’ve been in the market for several months, and have made it public that we’re investing in that market, we’ve been getting inquiries from several other investors who are interested in trying out the Milwaukee market and competing with us.

So, even though we couldn’t reliably gauge the market based on other investors, once we jumped in, other investors started using us to reliably gauge the market. This is another great lesson -- even if you are lucky enough to find a great untapped market, it probably won’t stay that way for long, so take advantage of it while you can!



5. Market Indicators and Trends

Generally speaking, market indicators and trends will give you an idea of what the long-term prospects are for the real estate in a given area. While familiarizing yourself with these data and trends is going to be much more important when you’re planning to hold property for the long-term as opposed to when you plan to resell your property within a few months, there are still some very good reasons to be familiar with your area’s trends even as a rehabber.

For example, if you plan to be working in your farm area for several years into the future, it’s advantageous to recognize whether the area seems a likely candidate for long-term success. Also, if you ever find yourself having to decide whether you want to hold on to one of your properties for a long time, knowing the longer-term market trends can help you with that decision. Not to mention, familiarity with the long-term real estate outlook for your farm area may open up additional opportunities within and outside the world or rehabbing.

Here are the four indicators and trends that will tend to define your real estate market:

Population Trends

Population growth or contraction is perhaps the strongest influencer long-term real estate strength. When populations grow, the demand for housing can quickly out-pace the existing supply, creating a “seller’s market.” This increased demand for housing causes housing supply to drop (good for reselling properties!), as people are willing to buy and rent any available space. The competition by buyers causes prices to rise, and pushes market values higher.

On the other hand, when population rates are trending down, supply out-paces demand for housing, and consequently housing supply will increase and it will be harder and harder to resell real estate. As property resales decrease in this “buyer’s market,” the value of the properties themselves drop, and market values will fall.

To get an idea of where population trends are heading for your area, look at the website for The Census Bureau (http://www.census.gov) and The Bureau of Labor Statistics (http://www.bls.gov).

Employment Trends

Employment growth or contraction is important because it is a key indicator of what is likely going to happen with population growth. For example, when a big company moves into a city, it has a big impact on population. Not only does it bring employees with it and hires local talent, but it provides a stable population of consumers who need services such as restaurants, auto repair, hair-dressers, etc. Therefore, while a company may move into town with 1000 employees, the service industry to support those 1000 employees may bring another 1000 or 2000 people to the area. Employment growth can quickly drive population growth.

Of course, when companies leave town or lay off employees, it tends to have a negative effect on population trends, and also on the real estate market. Again, not only will the employees leave town, but there is now less demand for the accompanying service industry, and those service workers will likely leave town searching for greener pastures elsewhere.

As a real estate investor, you should always try to stay on top of what is happening with the major employers in your farm area, and whether new employers -- or new industry -- will be moving in.

Overbuilding

When populations are increasing, builders go crazy trying to keep up with the demand for housing. Generally, new housing builders are so focused on getting as much housing inventory on the market as quickly as possible that they don’t notice when supply starts to overtake demand. This leads to overbuilding, where there are too many new houses and rental units on the market than are being demanded. With too much inventory, resales start to drop, which leads to falling housing prices, and ultimately falling market values. Eventually, builders will stop building, but by then it’s often too late, as the market is more than saturated.

If there is still a strong underlying economy in the local area, population should continue to grow, and eventually the over-supply of housing units will be absorbed. If the underlying economy is not strong, it may take many years for the excess housing units to get absorbed, and the local real estate market may stagnate for long periods of time.

Socio-Economic Trends

Trends in number of households and household income play a key role in the vacancy and income rates experienced in the surrounding markets. For example, in locations where there is a high divorce rate, families will tend to be smaller, and the demand for housing will tend to be higher. Changes in household income also play an interesting role in investment real estate; for example, when household incomes drop, many people start to rent houses as opposed to buying, thereby hurting investors who prefer to resell their properties.



6. Getting a “Feel” For The Location

Last but not least is the purely qualitative information you’re going to get by spending hours driving around your potential farm area, getting an idea of the types of houses, types of neighborhoods and types of people in the area.

While there is nothing scientific or quantitative about this approach, here are some things you should be cognizant of while driving around:

        ▪Many times, the best areas to flip houses are those that have strong middle class neighborhoods. You want areas where there is pride of ownership (nice, well-kept lawns, few “eyesores,” and neighbors who know and interact with one-another) and where families who are considering settling down would feel welcome and comfortable.

        ▪Historically, older “established” neighborhoods that are 20-30 years old tended to make the best candidates, because those were the areas where homeowners had equity and prices were reasonable. These days though, with the current economic crisis, you shouldn’t be ruling out newer houses and/or newer neighborhoods, as foreclosures and short sales are bringing down the prices of newer houses as well.

        ▪You’re going to want areas where the majority of houses are lived in by the owners as opposed to being rented out. Owners tend to take better care of their houses than tenants do, and neighborhoods with lots of owner occupants tend to be closer knit.

        ▪Areas where many owners have lived for long periods of time are already good. These areas have solid roots, tend to have less crime and because the owners generally have a good bit of equity in their properties, there is less chance that the houses in the area all start falling into foreclosure.

        ▪Any areas that have convenient consumer amenities and shopping are good; any areas that mix commercial businesses (auto shops, warehouses, etc) with residential tend to be less desirable for rehabbing and reselling houses, as many families don’t want the noise associated with these types of businesses.

While I like to tell people, “It doesn’t necessarily have to be an area where you would choose to live,” it should be an area where you could happily live and raise your children. Ultimately, if the “gut feeling” you get from a particular area isn’t good, it shouldn’t matter what the quantitative data tells you -- you’re going to be much happier, and therefore more successful, in an area where both the data and the “feel” is right.

My Farm Area

Just to give you an idea of the size/scope of the farm area you might want to target, let me tell you about my farm area, what it was when I started in this business and what it is now. Remember, your path doesn’t need to follow mine, and there’s no reason your farm area can’t be much bigger or smaller, but this may give you some perspective on what has worked well for me.

I decided to invest close to home. In fact, this was my primary goal (other than making money). I live in Cobb County, a county just north west of Atlanta, GA:
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Cobb County  is   actually  pretty   large -- it   encompasses  about  345 square   miles   and   has a  population of   over 700,000.  When I  first  started, I decided to focus on one city within in  Cobb County --  Austell,  GA:
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Austell has two zip codes, an area of about 6 square miles and a population of about 8,000. After doing some MLS research on Austell property sales, I noticed that about half of Austell seemed ripe for investing (one zip code) while the other half seemed not-so-ripe (the other zip code). The “bad” half was seeing large amounts of inventory, few retail sales and the ratio between distressed and retail property sales was small.

So, I decided to focus on half of Austell, GA:
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Ultimately, this farm area (this zip code) encompassed about 3 square miles and a population of about 4000 people. Having such a small farm area meant it might take a long time to find a deal, but it also meant that I could learn the area inside and out in just a couple weeks. I spent the next two weeks driving every street and through every neighborhood in that part of Austell. I started to see patterns -- the same half-dozen builders had come in between 1995-2000, and put up a massive number of houses in this city. In fact, the neighborhoods were all very similar with houses selling at almost identical price points.

Within a couple weeks, my wife and I knew every street and every subdivision in that half of Austell. When our agent brought us a deal, all we needed to know was the address before we had a good idea of what the house looked like, what the neighborhood was like, etc. It’s probably safe to say that my wife and I have resold more properties in Austell in the past 4 years than any other local investor (or retail real estate agent!).

In fact, this has led to other investors calling us to sell their rehabbed houses, and it has led to us being able to build solid relationships with all the buyers’ agents in the area. When an agent has a buyer in Austell, it’s not uncommon for us to be the very first phone call the agent makes to see what properties we have available and what properties we have coming available. Likewise, it’s not uncommon for agents selling distressed properties in Austell to call us to see if we’re interested in buying.

Within a year of starting our business, we had essentially built an automated buying and selling pipeline in our farm area. These days, we focus on several cities within Cobb County, but our farm area is still relatively small. Our total farm area is probably about 35 square miles and encompassing a population of about 100,000. There is no house in our purchase area that we can’t drive to in 30 minutes or less, which is still our goal.

My point is, don’t be afraid to start small. While many investors feel the need to cast a wide net -- thinking it will get them more deals --becoming an expert in a small area provides many additional benefits that can be more advantageous to your business. If you realize that your small farm area doesn’t provide enough potential deal flow, you can always expand to a larger area; incremental expansion is always easier than starting big in the first place.


Chapter 5: What Should You Buy?

One of the hallmarks of a successful investor is good time management, and when it comes to investing, one key to time management is knowing what kinds of properties you should be focusing your energy on and what kinds of properties are just wastes of your time. While any property can be a potential deal if you’re persistent enough (and skillful enough), new investors should be focusing their time and energy on the types of properties that are most likely to result in successful acquisitions and great deals.

Distressed Properties

The key to being a successful real estate investor is being able to target and find “distressed properties.” You’ll hear the term distressed property a lot in this business, and you’ll hear it used in many different contexts. But, generally speaking, a distressed property is one where either the owners of the property or the property itself is in a position where it is likely that the property will sell below market value.



Conditions Leading to Property Distress

There are typically three situations that will cause a property to be distressed, and will in turn often lead to a property being sold below market value:

1.Financial Distress of Owners.

By far the most common situation that results in property distress is the adverse financial situation of the owners. These days, with the economy and the real estate market both suffering, we’re seeing two common financial situations that are leading to the bulk of the distressed properties in this country:

        ▪Homes are “underwater” on their mortgages. Many owners these days owe more on their mortgage than their house is worth. This means that the homeowner either needs to sell for less than what they owe or they need to find a creative solution where they can sell the property (or transfer control of the property) without having to pay off their loan at the time of the sale.

        ▪Homeowners are having trouble making their mortgage payments. Even in situations where a home isn’t underwater, if the homeowner is having trouble making their mortgage payments -- due to loss of their job, underemployment, etc -- they will find themselves at risk of foreclosure if they can’t sell their properties quickly. This often leads to discounts on the sale of the property, especially if the buyer can close quickly and without requiring much from the owner in terms of financial help.

Whether a homeowner faces one or both of the above financial situations, there is an opportunity for the smart investor to help solve the homeowner’s problems, and in-return, potentially get a great deal on a house.

2.Personal Distress of Owners.

Owner distress isn’t always caused by financial situations. In many cases, the distress of the homeowner can be caused purely by life circumstances out of their control. Sometimes common life situations will require a homeowner to want or need to sell their house quickly, and when owners are put in a position where they are forced to sell quickly, they will generally be willing to sell at a discount to make that happen.

The four most common situations you’ll run into where a homeowner wants or needs to sell their house quickly are as follows:

        ▪Divorce of the owners

        ▪Death of one or more owner

        ▪Job change requiring a quick relocation

        ▪Tired and overworked landlord

These circumstances often translate into a situation where the seller is extra motivated to get rid of the property quickly and therefore creates a great opportunity for a savvy investor.

3.Poor Property Condition.

In many cases, the distress is more on the condition of the property than on the circumstances of the owner. When a property is in poor condition, the potential set of buyers for the property is greatly reduced. Typical homeowners don’t want to buy a house where they will need to do a lot of work and spend a lot of money, even if it means the house can be purchased at a discount. They’d rather spend a more money for a house where they can just move in and not have to deal with property issues.

In fact, even if a typical homeowner were willing to buy a property in poor condition, their lender probably wouldn’t allow it. Most traditional mortgage lenders will not lend money to buyers for properties that aren’t in “move in ready” condition -- meaning all the major systems in the house work. Even little stuff like a non-functioning water heater or missing stove can be enough for a lender to refuse to provide a mortgage.

Properties in distressed condition may just need basic updating or they may need a huge overhaul, but what they have in common is less competition from retail buyers. In some cases, where the houses need a lot of work, there is even less competition from other investors who are scared of big renovations. These situations provide great opportunity for investors not scared to jump in and get their feet wet.

As an investor, you should think of yourself as a problem solver --one of your biggest keys to success will be finding problems and solving them. And the problems that you will need to solve are those above. If you find homeowners who are facing these situations and you can position yourself to help solve their problems in a way that is win/win for both sides, you’ll find that great deals are constantly falling into your lap.

Retail Properties

I want to quickly touch on the opposite of distressed properties --and those are “retail properties.” I know of many new investors who, even after being told time and again that they should focus on distressed properties, spend their days looking at and making offers on retail properties instead. And then get discouraged as offer after offer is ignored or rejected. As an investor, it’s important that you know the difference between a retail and a distressed property and also that you understand why you should be focusing your time and energy on the distressed properties and not the retail properties.

“Retail” simply means that the sellers and the property are not distressed and that the property is in good enough shape that it would likely sell to a retail buyer (which in real estate is generally a homeowner who will live in the house). Retail properties are the most common type of property that you’ll encounter as a real estate investor -- they are everywhere, which is probably why they are such an allure for so many new investors.

However, you don’t want to get caught up in the trap of thinking, “If there are so many retail properties out there, it shouldn’t be too hard for me to buy them here and there.” There are several reasons why retail properties are nearly impossible for investors to buy at a discount and why investors generally shouldn’t bother with retail properties:

        ▪Retail properties are by-definition in good condition, and there is going to be a lot more competition for these houses than for other houses in lesser condition. The reason for this is simple -- houses in good condition require less work from their buyers and houses in good condition are much easier to get mortgages for.

        ▪Retail properties have a large buyer pool and because the sellers aren’t desperate to sell, it often very difficult to buy these properties for less than market value, which means there’s almost never much financial room to buy a retail property, fix it up and resell it. For this reason, fewer investors will spend much time looking at or considering purchasing retail properties.

        ▪Retail properties are generally marketed very widely -- often they are listed on the MLS and other real estate websites for everyone to see -- which means that you will have no competitive advantage over other buyers looking for a property.

Hopefully, it now goes without saying that you probably don’t want to focus much time or energy on looking at retail properties. And that’s okay, because these days, distressed properties are everywhere, and you shouldn’t have too much difficulty finding them.

So, now that I’ve (hopefully) convinced you that distressed property is the key to successful investing, it should also be obvious that the more distressed the property -- and/or the more distressed the homeowner situation -- the better the opportunity for a great deal. With that in mind, I want to talk a bit about the foreclosure process, as many distressed properties are going to be affected by this process -- either the property will be facing an upcoming foreclosure or the property will have been recently foreclosed upon. And the further along in the foreclosure process a property is, the more distressed the homeowner is likely to be.

The Foreclosure Process

To understand the various aspects of distressed property investing, it’s important to understand the process that drives the bulk of the distressed properties you’ll come across -- and that is the foreclosure process.

First, let’s define – in very simple terms – what Foreclosure is:

Foreclosure is the legal process whereby the lender on a property can gain ownership of the property should the borrower default (stop paying) on the loan. When a homeowner cannot pay the monthly mortgage on his property, the lender (generally a bank) can gain control and ownership of the property. The lender will generally attempt to sell the property at auction in attempt to recoup the loan amount, and if that fails, will often sell the property on the open market.



Depending on which state you live in, you’ll likely experience one of two sets of processes around foreclosures:

        ▪Non-Judicial Foreclosure: This is a foreclosure process that doesn’t involve the courts or the judicial system and where the rules for foreclosure are defined by state statutes.

        ▪Judicial Foreclosure: This is a foreclosure process that is processed through the court system, much like any other type of lawsuit.

Many states support both types of foreclosure process, with one or the other being standard.



Non-Judicial Foreclosure Process

In most non-judicial foreclosure states, in order for a property to be foreclosed upon, the lender must go through a several month process to regain control of the property and then sell it. While every state has their own particular set of rules around the rules to be followed, the timeline below indicates the most common high-level process of non-judicial foreclosure:
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Notice of Default

The first step in the foreclosure process is the filing of a “Notice of Default” (NOD) with the county recording office (in the county where the property is located) after the borrower misses several months of payments. This puts the homeowner on notice that the foreclosure process has begun and that the house will be scheduled for auction/sale.

Notice of Trustee’s Sale

If the borrower doesn’t bring the loan current within a set period of time after the NOD is filed, the lender will post a notice of sale on the property. This notice will also be recorded with the county recording office and will generally be published in a local newspaper or publication over the next several weeks.

Trustee’s Sale

At the time and location specified on the Notice of Sale (generally the county courthouse steps), the property is auctioned off to the highest bidder, who must pay the high bid price in cash. The winner of the auction receives ownership of the property. But, most properties never sell at auction! The opening auction bid on the property is set by the foreclosing lender, and this opening bid is usually equal to whatever amount was owed on the property by the borrower (plus any accrued fees). But, most properties aren’t deemed by most investors to be worth the amount owed, so the majority of properties don’t receive a bid at or above the opening bid price. And, if there are no bids higher than the opening bid price, the property will be purchased by the lender.

Real Estate Owned (REO)

Properties that don’t sell at auction and are purchased by the lender are called “Real Estate Owned,” or REO, properties. These properties are sold by the lender (almost) exactly the same way as any other property that is sold on the open market -- at some point after the trustee’s sale, the lender will put the REO property up for sale by listing it with a real estate agent on the MLS. The amount of time that a lender will wait before listing the property for sale on the MLS varies based on the whim of the lender. A lender may put an REO property up for sale within a couple weeks, or may hold onto the property for months or years before listing it for sale. This is why so many houses that look foreclosed may sit vacant for months or years before you notice a real estate sign in the yard.

This entire process can be as short as just 3-5 weeks in some states and could be as long as 1-2 years in other states. Additionally, some jurisdictions will auction off property as little as once per month, while other jurisdictions may hold auctions every day of the week. You’ll want to get familiar with your state’s laws if you’re buying in a non-judicial foreclosure state.

Property Criteria

When people ask me, “What are your criteria for buying houses?” my answer is specific:

I look for traditional style, single family houses that were built after 1990, with at least 3 bedrooms, at least 2 bathrooms, a level and usable backyard and that will resell after renovations for between $100,000-150,000.



If you ask me why I focus on those types of houses, my answer is simple: Those are the types of houses that sell in my area! It doesn’t matter if I personally like or dislike these types of houses; all that matters is that buyers in my area tend to like them. If buyers in my area preferred 5-bedroom ranch houses built in the 1950s, then that would be my buying criteria.

The point is, when targeting properties, personal preference is important to a degree (if you like it, others probably will also), but much more important than what you prefer is what the buyers in your market tend to prefer. It’s also important to realize that just because a certain type of property may be selling very, very inexpensively, that doesn’t make it a good deal.

Here’s an example of that from personal experience...

In my market, you can find some amazingly cheap single family homes that have just 1.5 bathrooms. Banks and homeowners are practically giving these houses away. Some investors in my area get very excited by the low prices on these properties, but the fact is, it’s nearly impossible to resell these houses right now in my market.

Here’s some relevant data:

In 2010, in the city where I focus most of my investing, there were 318 retail sales. Of those 318 sales, exactly six of those had fewer than 2 full bathrooms. Only 2% of sales in my market were of properties with fewer than 2 bathrooms! I’d have been crazy to try to rehab and resell homes with fewer than 2 full bathrooms during that time, regardless of how cheaply I might have been able to buy them.

Any investor who didn’t do the research and assumed that buying cheap houses with 1.5 bathrooms was a brilliant move probably ended up with a lot of unsold houses that year. Luckily, I did the research, and I knew what types of houses I’d be able to resell --those are the houses I focused on buying.



What Characteristics Should You Consider?

Based on the above, it should be obvious that I can’t tell you what types of houses you should be investing in, and what property characteristics you should be looking for. However, I can give you a general overview of the property characteristics you should be thinking about and then doing some research to determine what specifically is selling (and not selling) in your market.

Here are the most important property characteristics you should be investigating when determining what your specific property criteria is:

        ▪Property Age: In most areas, there were housing booms at several points over the past 100 years. While your data will tell you for certain, in my experience, houses built during the most recent boom will be the most desirable to potential buyers (while the boom previous to that makes for the best rentals). For example, in Atlanta, there was a housing boom in the 1970s and the mid-1990s. As a rehabber, I focus on houses built in the 90s; many of the landlords I know focus on properties built in the 70s. Again, this is a general rule, and your data will tell you for certain.

        ▪Property Style: In most areas, there are going to be certain styles of houses that predominate the landscape. In general, these are the types of houses buyers prefer in that area. However, that’s not always the case. For example, historically, there have always been many single-story ranch style houses in my area, and you’ll still see MANY of these style houses around. However, buyers now prefer more traditional style houses to the ranches, which tend to be more popular as rentals. So again, make sure you have the data.

        ▪Construction Type: You’ll want to know if your buyers prefer framed houses, brick, stucco, etc. While most construction types will get the job done, there will generally be some preferred styles in your area, and these will be the houses that the buyers are naturally attracted to. Remember, don’t assume that others want the same thing you want -- - especially if you come from a different area. A great example here is that I dislike basements -- both as a homeowner and as an investor (they are money pits to an investor). However, most of the buyers in my area LOVE basements, so I’d be a fool to pass up a great house with a basement just because of my personal preferences.

        ▪Number of Bedrooms/Bathrooms: In all areas, there will be a minimum number of bedrooms/bathrooms that are needed to sell a property quickly. In my area, it used to be 3 bedrooms and 2 bathrooms was the minimum; over the past year, it’s transitioned to the point where buyers are demanding at least 4 bedrooms and 2 baths. So, this is our new criteria.

        ▪Lot Size: Depending on your area and your buyer demographic, you may see trends in the types and sizes of lots that tend to sell quickly. While in more rural and suburban areas, buyers are going to be accustomed to larger lots (flat lots generally preferable to hilly lots), in the cities, any private exterior space may tend to help the property sell quickly and at a premium. It’s important to know what types of lots are expected by the typical buyer and ensure that your property has it.

        ▪Subdivision or Stand-Alone: You will often hear that you shouldn’t buy investment property on busy roads, but I’ll take that one step further -- in many areas, buyers are going to expect not just non-busy roads, but also a well-defined subdivision. Subdivisions may have amenities that are attractive to buyers, may have aesthetic standards that are attractive to buyers or may just provide the privacy that your buyers expect. When considering a property, make sure to consider whether your potential buyers will expect it to fall within a subdivision or not, and how that will affect your future sale.

You may find several other property characteristics that tend to be common or uncommon in your particular market, and you’ll be wise to take note of how those characteristics will impact your ability to buy and sell properties in that area. This doesn’t mean that different is always bad, but consider that if most buyers are looking for a certain type of house, it will most likely be easier to sell that type of house than another type.

All that said, here are some general rules that I’ve come to learn over the years -- these are things that may be difficult to glean by just looking at historical sales data:

        ▪When buying in a subdivision, the nicer the subdivision, the further back from the main road you’d like the house to be; the more run-down the subdivision, the closer to the top of the neighborhood you’d like the house to be (in other words, the more unkempt houses potential buyers need to pass in order to get to yours, the less likely they are to be impressed with yours)

        ▪Houses where the neighbors have barking dogs or other animals in their yards can be very difficult to sell

        ▪Houses with no attached garage are harder to sell

        ▪Houses with fewer than 3 bedrooms and 2 baths are very difficult to sell

        ▪Houses without usable yard space are difficult to sell in areas where the bulk of the buyers are families

        ▪Houses on busy streets are difficult to sell in areas where the bulk of the buyers are families

        ▪Houses near schools are difficult to sell in areas where the bulk of the buyers have no kids

        ▪Houses with outdated floor plans are very difficult to sell Houses with pools can be tricky. Make sure you have a good understanding of who your target buyer is before buying a house with a pool. In my experience, a house with a pool may sell for a premium, but your target group of potential buyers will be MUCH smaller

Level of Renovation

Especially early-on in your rehabbing career, you’re going to want to be selective about the types of renovation projects you jump into. I’ve seen a lot of new investors get in way over their heads on their first or second project by trying to tackle a renovation that was either risky or required a great deal of construction knowledge, scheduling ability, custom design work, etc.

While you don’t necessarily have to stick to “paint and carpet” rehabs when you start out, you should have an idea of what your skill set is, what your level of risk tolerance is, and how much stress you’re willing to incur on the early projects. When I look at a house, I will often characterize the level of renovation by placing the project into one of four levels, as outlined below:

[image: ]



Level 1: Cosmetic

The most basic type of renovation is what is generally referred to as a “Cosmetic” renovation. It involves making changes/repairs to only the most basic finishes in the property. For example, painting, replacing carpet, putting in new appliances, replacing lighting and plumbing fixtures, etc. This is the type of renovation a lot of new rehabbers will look to start with and even the most inexperienced investor should be able to tackle a basic cosmetic renovation. In the industry, these types of renovations are often called “paint and carpet” renovations, as painting and replacing carpet constitute the bulk of the renovation effort.



Level 2: Advanced Cosmetic

The next level up from a Cosmetic rehab is what I call an “Advanced Cosmetic” renovation. These types of renovations will include everything from a basic cosmetic rehab, plus will add some more complicated cosmetic repairs, including replacement of cabinets/countertops, some doors/windows, some basic exterior work (roof, gutters, siding) and perhaps some upgraded trim work on the interior. This is the type of renovation I recommend that most new investors start with; it’s difficult enough that you’ll have less competition from other investors and easy enough that you shouldn’t be able to get yourself into any major trouble during the actual rehab.



Level 3: Mechanicals

The next level of rehab includes everything from the “Advanced Renovation” category, and also includes the “Mechanicals.” In general, mechanicals refer to the electrical, plumbing and HVAC systems of the house, and this level of rehab might entail things like rewiring the electrical system, re-piping the house with new plumbing or replacing pieces or even all of the HVAC system. While some mechanical work isn’t overly complicated, I call out this group of tasks separately as these are the first level of renovation tasks you’ll likely encounter that will require permits from your county or local jurisdiction.



Level 4: Advanced

The final renovation level is what I call “Advanced,” and this type of renovation presents risks over and above typical rehab projects. Advanced projects include renovation work such as foundation repairs, mold remediation, structural repairs and/or additions. These tasks all present certain risks, both during the renovation itself and once the renovation is complete, as future buyers will need to deal with an issues that weren’t properly addressed. These types of renovations shouldn’t be taken lightly, as they can present potential lawsuit risks should any of the work be done improperly. Once you have some rehabbing experience, these types of projects will present some unique opportunities, as most other investors won’t want to get involved, so you can potentially pick up these projects at prices that offer large potential profits.


Chapter 6: Who Should You Buy From?

In the previous chapter, we discussed the differences between retail properties and distressed properties (hopefully you’re convinced that you should be buying the distressed properties) and we discussed what specific characteristics you should be looking for in your investments.

In this chapter, I’ll discuss the most common acquisition strategies being used today by active investors, and hopefully get you thinking about which of these strategies will be best for you and your investing business.

In general, there are five types of sellers/situations you should be focused on as an investor:

1.Owners With Equity (Typically Distressed Homeowners)

2.Absentee Owners With Equity (Typically Landlords)

3.Owners Without Equity (Typically Short Sale Sellers)

4.Bank Owned Foreclosures (REOs)

5.Foreclosure Properties at Auction (Trustee Sales)

Purchasing From Owners With Equity

In the last chapter, we talked about the various personal circumstances that many homeowners encounter that motivate them to sell their property at a discount. If you recall, the big ones were divorce, death, and relocation. In some cases, these hardships result in financial distress as well, and in those situations, it may be difficult to buy from these sellers because they owe more on their mortgage than their property is worth.

But, in other cases, the homeowners are desperate to sell AND they owe little enough on their mortgage that they can sell at a substantial market discount and still get their mortgage paid off (they have “equity” in their property). When a distressed homeowner has equity in their property, there is often a great opportunity for an investor to swoop in, help the homeowner with their tough situation and create a great deal for the investor -- it’s a win/win all around.

Here’s an example:

A couple years ago, my closing attorney and good friend of mine called me on a Sunday morning to tell me about a yard sale in his neighborhood. Apparently, the woman who owned the house had recently died and her daughter was selling off the bulk of the stuff in the house. She indicated that she might be interested in selling the house at some point.

My wife and I were in the area, so we stopped by and my wife struck up a conversation with the daughter. The daughter was still pretty upset about her mom’s death, but indicated that once everything settled down, she would be looking to sell the house; she wasn’t looking forward to the sale, as the house was in pretty rough shape and she knew it wouldn’t sell quickly or easily in that condition. She also indicated to my wife that the house was nearly paid off, and only had a small mortgage remaining.

My wife gave the woman her business card (and collected the woman’s name and address) and told her to call us if and when she was ready to sell. A couple months went by, and my wife sent the woman a Christmas card and a nice note offering some kind words. She never mentioned the house. About two weeks later, my wife gets a call from the woman saying, “I’ve been meaning to call you -- we’d love to sell the house, but we just don’t have the energy to clean it out or fix it up for sale. We can’t even bear to visit the house anymore.”

We told the woman that, if she wanted to sell to us, we’d take the house as-is, we’d clean it out ourselves and we’d do all the necessary repairs -- she never needed to set foot in the house again if she didn’t want to. We negotiated a fair price and closed on the house a week later -- she made a great profit and we got a great deal.

After an extensive rehab, we made over $40,000 on the deal. Three years later and we still exchange Christmas cards with this woman.



Why did this situation work out as well as it did? Because we understood what the seller’s main problem was -- she just wanted to be rid of the house quickly and painlessly. Had we told her she’d have to clean the house out or if we had asked her about needed repairs or if we had dragged out the closing, we wouldn’t have been solving her core problem, and we likely wouldn’t have gotten the deal. However, by closing quickly and easily, she was happy to walk away with a little less money than she probably could have gotten had she cleaned the house and done some minor repairs.

The lesson here is that sometimes there are more important things to a seller than money. If you can figure out what those important things are and provide them to the seller, oftentimes they are willing to give up some money in return, allowing you a great deal and a win/win situation all around.

For distressed homeowners, some of those non-monetary things they may be looking for include:

        ▪Quick closing so they can get cash for an upcoming expense

        ▪Not having to deal with packing and/or moving

        ▪Not having to clean and/or repair the house

        ▪Not having to remove stuff from the house (i.e., perhaps bad memories)

Remember, just because money may be your biggest motivator when it comes to buying a house doesn’t mean that money is the seller’s biggest motivator!



Why Buy From Owners With Equity?

To summarize, here are two of the biggest reasons why you might want to be targeting distressed homeowners with equity in their properties:

        ▪Great Deals. Assuming the homeowner has enough equity, it’s possible to buy the property at a price where you can make a lot of money. Again, the key is being able to solve the homeowner’s non-monetary problems.

        ▪Quick Closings. Oftentimes the problem the homeowner is trying to solve is getting a quick sale, which means you could go from a first discussion with a homeowner this week to owning the property next week. Working with distressed homeowners with equity is by far the fastest way to a quick deal.

        ▪No Real Estate Agents Involved. This makes both our benefit and our drawback list. The benefit to not having any real estate agents involved is that you don’t need to worry about another party influencing the seller strictly based on the sales price. Real estate agents will often try to get their clients the most money possible, even if it means ignoring their other problems. Unfortunately, you are going to be looking for a discount in return for helping with those other problems, and an agent can often get in the way.



The Drawbacks to Buying From Owners With Equity?

Despite the possibility of getting a great deal very quickly, there are a few big downsides to working with distressed homeowners:

        ▪Difficult Situations. Because buying from distressed homeowners often means dealing with people who are going through difficult life situations, you need to be prepared to have difficult conversations with people who may be in a vulnerable state of mind. Those sellers who are not receptive to your “pitch” may get angry or even violent; and even those who are receptive may not be in the best position to cope with whatever situation brought you to them.

        ▪Potential Ownership/Title Complexities. These types of deals are often prone to ownership complexities. Especially when you are dealing with a divorce or a death, it may not be clear who has the authority to sell the property or you may find yourself in a situation where you require the approval of several people, some of whom may be less agreeable than the others.

        ▪May Require Cash & Quick Closing. The benefit of these types of deals is a quick closing, UNLESS you don’t want a quick closing. If you’re going to need time to get your finances in order and get the deal funded, this might be frustrating to the seller and you may find that you can’t really solve his problems. Be aware that many sellers are going to want a quick close in return for providing you a great deal.

        ▪No Real Estate Agents Involved. On the negative side of not having agents involved, you’re going to need to hold the seller’s hand throughout the entire process. They may know nothing about selling a house, and will be looking to you to control the deal and ensure that everything gets done quickly and smoothly. If you don’t have a lot of experience buying/selling houses, this can put you in a tough spot. Likewise, if you happen to be a licensed real estate agent yourself, you’ll probably want to insist that the sellers be represented by their own agent in order to avoid any appearance that you are using your professional status to take advantage of the seller. If you’re licensed, make sure you talk to your broker before engaging with distressed homeowners with you as the buyer.

Purchasing From Absentee Owners w/Equity

You often hear reference to buying properties from “absentee owners.” What this generally means is landlords -- in some cases, those will be investors who purposefully bought property as an investment and in some cases, those will be homeowners who have become “reluctant landlords,” meaning they moved out of their home, couldn’t sell it and put a renter in there for the meantime.

While both of these situations -- investors and reluctant landlords --can be profitable to you, you’ll want to approach the two very differently. Investors (at least the smart ones) will generally have equity in their properties, while the reluctant landlords generally won’t (if they did, they wouldn’t have had difficulty selling). Therefore, while you may be able to purchase an investor’s property outright, when dealing with a reluctant landlord, you’ll probably have to approach the situation as a potential short sale, which we’ll discuss in the next section.

With that said, I’m going to address the rest of this section towards targeting investor-landlords who have properties with equity.

You may be asking, “Why would someone who is an investor and who purposefully bought a property to hold as a rental be interested in selling to me at a below-market price?” The answer is that many landlords underestimate the amount of time and effort it takes to manage a rental property. This is especially true for landlords who own properties out-of-state -- they may have difficulty finding good property managers they can trust and may be tired of dealing with the headaches that come from having tenants.

In fact, the best situation (for you) is to find an out-of-state landlord who is between tenants -- he’s likely facing some rehab from the last tenant, the prospects of having to get the place rented again, and then dealing with all the tediousness of getting a new renter into the property. Moreover, he’s trying to do all of this from far away! You can bet that these are some of the most motivated sellers around, and if you catch them on the right day, they may practically give their property away.



Why Buy Absentee Owner Properties?

As alluded to above, there are plenty of great reasons to focus on properties owned by absentee landlords:

        ▪Tend to Have Equity. Many landlords purchase their properties for cash, and even those that get financing will generally be required to put 20-30% down (at least these days). Therefore, it’s common to find professional landlords who have properties with equity.

        ▪Can Often Be Motivated. Again, if you catch an absentee landlord at the right time, there can be a tremendous amount of motivation and you can sometimes walk away with a fantastic deal. One strategy that leverages this fact is to call “For Rent” signs and ask the owner if they’ve considered selling -- you may find that selling is exact what they are looking to do, as opposed to receiving all those annoying calls from prospective tenants. In fact, some of the best real estate deals I’ve ever heard about have come from landlords who are getting ready to retire and are interested in selling their entire portfolio of houses -- in some cases, they’re willing to provide substantial discounts to someone willing to buy them all at once.

        ▪Are Easy to Find. There are many services out there that can provide lists of absentee owners, where the list can filtered by location, amount of equity the owner has, amount of time the owner has held the property, etc. In other words, finding these leads can be easy if you’re willing to do the legwork to follow-up on them.



The Drawbacks of Absentee Owner Properties

While absentee owner deals can be some of the most profitable deals out there, there are also some downsides to focusing on this type of seller:

        ▪Owners Tend to be More Savvy. The big downside to dealing with absentee owners is that many of them are professional investors and tend to be more savvy than your typical homeowner when it comes to real estate. They often have access to the MLS -- and know how to use it! -- so they may be familiar with what their property is worth and may not be willing to part with it for less than market value. This is especially true if they haven’t gotten to the point where they are tired and frustrated with dealing with tenants.

        ▪You May Inherit a Tenant. Because absentee owners are generally renting out their properties, it’s very possible that there will be a tenant in the property when you purchase it. And it’s very possible that that tenant will have an enforceable rental agreement that you can’t legally break. You may have to be willing to hold onto the property for the duration of the rental agreement (until the lease expires) or you may have to figure out a way to incentivize the tenant to leave.

        ▪Properties May Not Make Good Flips. I’ve found that in some areas, the type of property that makes a good rental won’t generally make a good rehab/flip, and vice versa. If you’re buying a property from a landlord, it runs the risk of being one of those properties that is more suited to being a rental than to being someone’s primary residence. It may be due to the style, the floor plan, the lot, etc. -- there are many aspects of a property that can make it more suitable to rental than to primary residence, and these things can sometimes stand in the way of the deal being profitable to a rehabber.

Purchasing From Owners Without Equity

In many cases, you’ll be dealing with homeowners or investors who are “underwater” on their property and may consider doing a short sale. A short sale is a special kind of purchase directly from an owner who owes more on his loan than his property is worth, and who is having difficulty keeping up with his mortgage payments. In a short sale, the homeowner asks permission from his mortgage lender to sell his property for less than what he owes on his mortgage, generally because he is having trouble making the payments on the loan due to some financial hardship.

As an example, let’s say John Smith owes $200,000 on his house, but recently lost his job and can’t afford to make his monthly payments. John knows that his house is no longer worth $200,000 in this down economy, and asks his lender for permission to sell below that amount. The lender gives permission, and John lists his house with a real estate agent.

You -- the investor -- come along and offer to buy John’s house for a price that works for you -- let’s say $120,000. Assuming John is okay with selling you the property, he accepts the offer and sends it to the lender for approval. The lender will do a basic appraisal to find out what the property is worth, and may take into consideration the condition of the property as part of that appraisal. If the lender determines that your offer of $120,000 is reasonable (we’ll discuss what that means below), they may approve the sale and you can then purchase the property for that amount -- substantially less than what John owes.

Now, you may be asking yourself, “Why would the bank allow John to sell the property for $120,000 when he owes $200,000 -- isn’t the bank losing money?”

First, yes, the bank is losing money. However, the key is, the bank may lose less money by allowing John to short sale the property than they would if they had to foreclose on the property. Not only is a foreclosure expensive (attorneys, real estate agents, etc), but it’s quite possible that after all is said and done, the bank may end up selling the property for less than what the short sale generated. In the end, it’s a win/win for everyone involved.

Now, there are some potential downsides for the homeowner by selling their property as a short sale:

        ▪Deficiency Judgment. First and foremost, the bank has a right to ask the homeowner to promise to repay the difference between the sale price and what’s owed (in our example, $80,000) or to file a judgment (called a “deficiency judgment”) against the homeowner in attempt to recoup that difference later. While this was very common a few years ago, these days, most banks are willing to completely forgive the debt as part of the short sale.

        ▪Owe Taxes to the IRS. In addition to potentially owing money to the lender, the difference between what a short sale is sold for and what the owner owes on the loan is going to be subject to capital gains taxes by the IRS. In our example above, the $80,000 would be considered a gain by the homeowner and would be subject to taxes. The good news is that in 2007, a bill called “The Mortgage Forgiveness Debt Relief Act” went into effect that would allow homeowners who still lived in the property at the time of the short sale to effectively avoid these taxes. The bill is currently in effect through the end of 2013.

        ▪Credit Impact. Lastly, the homeowner will take a hit to his credit when completing a short sale. This credit hit will generally not be as bad as a foreclosure or bankruptcy, but can impact FICO scores by 150-250 points. The actual impact will be based on the specific borrower and will be impacted by whether the seller missed payments prior to the short sale or whether they were current on their mortgage the entire time.



Why Buy Short Sale Properties?

I’m a big fan of purchasing short sale properties, for several reasons:

        ▪Easy to Find. These days, short sales are everywhere. You can find them on the MLS, you can find them while searching through foreclosure listings, and just talking to people on a daily basis will often reveal situations where a distressed homeowner is in need to sell their property quickly.

        ▪Less Competition. There is generally less competition from both owner occupants and other investors when buying short sales. This is because the short sale process can sometimes take a long time, and most buyers don’t like waiting around. And when you’re competing with an owner occupant on the purchase, it’s not unusual for the seller to want an investor offer for this very reason, as investors tend to be more patient.

        ▪Substantial Discounts. While banks will generally do an appraisal on the property, they will often accept as little as 80% of that appraised value at the sale; and if you can prove that there are serious defects with the property (by providing pictures, contractors estimates, etc), you can often get even larger discounts.

        ▪Fewer Hidden Defects. Because the owners often still live in the property, you can be fairly certain that most of the major renovation items -- HVAC, plumbing, electrical -- are in at least basic working order. And because you can often talk directly with the seller (and sometimes even get a full disclosure document), you can often find out everything that’s wrong with the house before you buy.



The Drawbacks of Short Sale Properties

There are a few drawbacks to short sale purchases as well -- while these tend not to be of great concern to seasoned investors who buy and sell a lot of properties, to a new investor who only plans to buy one-at-a-time, these can be showstopper issues:

        ▪Long Timeframe. The biggest downside to buying short sales is that they can take a LONG time. I’ve had short sales that have taken 6 months or more to get a response from the bank, and there’s always the possibility that the response will be a rejection, or even that the lender will move forward with a foreclosure before you ever get a response to your offer.

        ▪Resale Restrictions. Many short sales these days have resale restrictions imposed by the lender. In most cases, the lender will make you sign an agreement that says you won’t resell the property for at least 90 (and sometimes as long as 120) days. While this won’t come with every short sale transaction, we’re seeing this about 60% of the time.

Purchasing Banks Owned Foreclosures (REO)

An REO property is a property that has gone through the foreclosure process, didn’t sell at auction, and is being sold by the lender (generally a bank) through a typical real estate sales process.

When I say a typical real estate sales process, I mean that the property is listed on the MLS through a licensed real estate agent, and all potential buyers can submit offers exactly as if it were any other property. Offers are reviewed by bank personnel called “asset managers” who are assigned to oversee the sale of the bank’s REO properties. Asset managers have the authority to initially accept or reject offers on the property, and if an asset manager accepts an offer, it goes to a more senior decision-maker at the bank for final approval.

Once a sale is approved, the contracts are signed – including a bank-specific addendum to the typical contract – and the property goes through a standard closing process generally taking between 3 and 6 weeks to complete.



Why Buy REO Properties?

REO properties have been the bread-and-butter for many real estate investors since 2008 (the bulk of the properties we’ve purchased in that time have been REOs); there are many good reasons why thousands of real estate professionals have focused on the purchase of REO properties as opposed to other types of real estate.

Among them:

        ▪Low Prices: This is the biggest reason why many investors focus on REO properties. While the opening bid at the Trustee’s Sale will likely be whatever is owed on the house, once the house gets listed on the MLS as an REO, the price is generally much less. You’re probably thinking, “Doesn’t that mean the bank is now losing money on the sale?” Yup, and that’s why REOs often provide great bargains – the sellers are selling at rock-bottom prices and are even willing to lose money on the sale.

        ▪Easy to Find: As I mentioned, REOs are often listed right on the MLS or publicly searchable websites, so anyone who has access to the MLS and/or the Internet has access to REO properties. And anyone who has access to a real estate agent has access to the MLS.

        ▪Excess Inventory: How often do you hear the word “foreclosure” these days? Frequently, right? With so many homeowners going through foreclosure, the number of REO properties listed for sale exceeds any other point in history, and it’s likely to increase even more over the next couple years. While it may be difficult to find motivated sellers with equity in their homes, finding motivated banks looking to liquidate their REO inventory is very easy.

        ▪Opportunity to Inspect: We discussed the foreclosure process above. Investors can actually purchase properties at any stage of the foreclosure process, including during pre-foreclosure (the 115 or so days after the NOD is filed but before the Trustee’s Sale) and at auction. During pre-foreclosure, you only have access to the property in so much as the homeowner will grant it and during the auction process, investors can’t even get into the houses to inspect them. However, once a property becomes an REO, potential buyers are free to enter and inspect the property (and have their contractors inspect the property) as much as they’d like before, during and after submitting an offer.

        ▪Less Negotiation: While many real estate investors enjoy the negotiation process, there are many who would prefer not to have to stand toe-to-toe with a homeowner and try to negotiate a ridiculously low offer for his house. With REO offers, you will never actually speak with the seller (the asset manager); you will simply submit an offer on a contract, and any further negotiations will come through either your real estate agent or the seller’s real estate agent.

        ▪Standard Process: With REO purchases, the process takes a little bit of time to fully understand, but once you understand it, it’s never going to change. While each bank might have its own set of quirks to deal with during the transaction, for the most part, every REO purchase will require the same set of steps to get from beginning to end. And the best part is, your real estate agent will take care of 95% of the work related to the transaction.



The Drawbacks of REO Properties

Despite all the good aspects of buying REOs, there are some downsides as well:

        ▪Higher EMD: First and foremost, there is going to be a higher upfront cost for purchasing REOs. When you put a property under contract, you will generally need to provide the seller with a deposit (called “Earnest Money”) that proves you are a serious buyer. This earnest money is refundable under certain conditions if you don’t buy the property, but under other conditions (for example, if you don’t make good on your contract), the earnest money can be kept by the seller. Once the house is purchased, the earnest money is credited towards the purchase (generally, it’s used as part of your down-payment). Now, when dealing with a homeowner, you can generally negotiate the earnest money amount to as low as $10 or $100. But, with REO purchases, the bank is often going to require that your earnest money deposit be a minimum of $500 or $1000. Of course, you will most likely need to come up with more than that for your down-payment (we’ll talk about financing in the next chapter), so hopefully coming up with $500 or $1000 isn’t a show stopper.

        ▪Buyer Unfriendly Contracts: Because REO purchases can often provide great deals to investors, some banks will make a point to ensure their contracts are as one-sided as possible. This generally means that the bank contracts will give themselves a lot of leeway that they won’t give to the buyer. For example, I’ve seen contracts that say that if the bank can’t close the transaction on schedule, the buyer needs to wait around for as long as it takes to get the deal closed. When you sign these contracts, you are agreeing to these terms, so make sure you understand everything you sign, and make sure you are okay with any unintended ramifications that might arise.

        ▪Little Opportunity for Negotiation: I mentioned in the section above that one of the benefits of buying REO properties is that there is less need for negotiation with the seller. On the other hand, for those of us who really enjoy (and are good at) negotiating, buying REOs takes away some of that advantage. When negotiating with homeowners, buyers have the opportunity to get creative and to use their negotiating tactics to cut deals that focus on things other than purchase price, closing date, etc. With REO properties, there is no room for creativity; banks tend to care only about the amount being offered, the amount of earnest money being submitted, the way the buyer is paying (cash or financing) and when the buyer can close. And negotiations beyond those terms will generally not be considered by the bank.

        ▪Missed Deadlines: If you’re in a hurry to buy a property, REOs are probably not for you. While banks are desperate to get rid of their inventory, they are currently being flooded with foreclosed homes; this means that they are operating inefficiently, and the chances of a quick transaction are slim. In general, expect the bank to need anywhere from 3-8 weeks from the time the contract is signed to the time you ultimately own the house. Of course, if you need time to get your financing lined up, this might actually be a good thing.

        ▪Deed Restrictions: One or two banks will require that buyers agree to a selling restriction when they purchase one of their REO properties. For example, if you purchase an REO from Fannie Mae (a quasi-government lender that ends up with many of the foreclosed properties purchased with FHA loans), expect that you will be required to sign an agreement that says you will not resell the property within 90 days of purchase for more than 20% above the purchase price. In other words, if you buy a Fannie Mae REO for $50K, expect that you will not be able to resell that property for more than $60K (20% above the purchase price) for at least three months. While this might not be a big deal if you expect the rehab and resale to take several months, for some house flippers, waiting three months to sell might as well be an eternity.

Purchasing Foreclosures at Auction (Trustee Sales)

As discussed in the previous chapter, the foreclosure process in most states will culminate in a public auction (trustee sale), where the property will be sold to the highest bidder -- if the bid is above the opening price set by the foreclosing lender -- or will be taken back by the lender.

While I would definitely not recommend purchasing properties from trustee sales to many new investors, I do want to include it here for completeness sake. Trustee sales can often provide opportunity for seasoned investors to find great deals, but there is a lot of due diligence that goes into the process, and if you make even a minor misstep, you can face great financial risk.

Unlike properties purchased through sale from a retail owner (including from an investor or absentee owner), through a short sale or as an REO, purchasing at trustee sale is one of the few situations where the seller won’t guarantee clear title to the property at purchase. In other words, when you purchase a property at trustee sale, you inherit any claims, liens, or other title clouds that were part of the property prior to purchase.

While you may think you’re getting a steal of a deal at auction, you’d hate to find out later that there were $50,000 worth of liens and other debts tied to the purchase that now makes the deal less than a steal. Of course, there are ways to avoid these types of issues and still get fantastic deals at auction, but if you plan to go that route, I highly recommend doing some additional research outside of this book.

In addition to not getting a guarantee of clear title when purchasing at trustee sales, there are several other downsides you should be aware of:

        ▪All Cash Purchase. You will be required to pay all cash for the property at the time of the sale. If you don’t have the cash -- or access to the cash -- you can’t buy at county auction.

        ▪Few Actual Deals. While there are some great deals at auction, they tend to be few and far between. Because many lenders will start the opening bids at what was owed on the property (plus any legal fees, etc), most auction properties aren’t worth the cost and won’t be sold -- they’ll go back to the lender to be disposed of in an alternate manner. You could spend months looking for a deal at county auctions and never find one.

        ▪Redemption Periods. In some states, the foreclosed homeowner has rights to try to cure the foreclosure by paying off the owed amount plus any fees or penalties. They may even have the right to stay in the house for some period of time after the foreclosure while attempting to repurchase the property. As an investor, you may be forced (or decide it’s in your best interest) to hold off on doing any work on the property until after the redemption period is up, which can be up to a year.

Which Type of Seller is Right for You?

When deciding which types of sellers and situations you should be focusing on, there are several things I would encourage you to consider:

        ▪Your personality. Do you enjoy dealing with people face-to-face? Do you have the empathy to tactfully involve yourself in a seller’s difficult personal situation? If so, working with homeowners may be right for you. If not, you may want to consider focusing REO and trustee sale properties, where the seller is a large faceless corporation. More than anything else, your personality should factor into the types of sellers you deal with -- I’m not suggesting that you always stay in your comfort zone, but it’s a great place to start.

        ▪Your timelines. Are you determined to get a project started right away? Or are you willing to spend a couple months hammering out a deal? If you need that quick fix, you may be able to go down to the courthouse steps and buy a foreclosure at auction tomorrow or next week. If you’re more patient, the several weeks that it may take to get an REO under contract might be for you. And if you’re in no hurry to get moving on a deal, spending several months working on buying a short sale property may result in a great opportunity. Your patience (or lack of patience) will certainly be a factor in deciding which types of sellers you should be targeting.

        ▪Your location. Are there are a lot owners in your area with equity? If so, targeting absentee landlords or distressed homeowners may results in a lot of great leads. If not, you could spend months searching for that elusive seller with enough equity and distress to make for a good deal. Is your MLS overflowing with REO and short sale deals? If so, there may be some great low-hanging fruit for you to take advantage of. If not, you could make dozens of offers on listed properties and never even get a response. Your location --and the current real estate market in your location -- will likely factor prominently in the types of sellers you’ll be targeting.

        ▪Your marketing skills. Regardless of who you plan to buy your deals from, you’re going to need to put in effort to find those deals. This is where you marketing, advertising and scoping out deals comes into play. That’s the focus of our next chapter...


Chapter 7: How Will You Find Deals?

There are lots of ways to find real estate deals, and everyone seems to have their favorite. In fact, many real estate investors will spend years getting great at one single aspect of attracting deals, and will use that method exclusively to build and grow their business. Unfortunately, this idea of putting all your marketing eggs into a single basket can have a massive impact on your business if/when that sole method of deal flow slows down or goes away.

For example, early in our investing career, we focused exclusively on finding REO deals right off the MLS. If a potential deal came to us through another means, we’d literally ignore it, as we felt the MLS was the most efficient route and the one we knew best. Then, in late 2011, we started to find that deals on the MLS were drying up, and competition for the small number of deals that did remain was fierce. With the market picking back up, lots of investors were jumping back into the fray, and they all seemed to be looking for deals in the same place I did!

That’s when we FINALLY decided to expand our marketing focus to include other methods of deal flow. It turned out to be the best decision we ever made in this business! With multiple streams of marketing effort, we started to find more deals in a market that was becoming tougher and tougher with every passing month. We quickly realized that if two sources of deals were better than one, three or four was even better; we made a concerted effort to try lots of different methods of acquiring deals, and we got pretty good at several of them.

Below I discuss several of the most common methods of acquiring deals, some involving heavy marketing and some not; some involving a heavy time commitment and some not; some involving large cash expenditure and some not. Just like everything else in business and marketing, there are a lot of ways to be successful; it’s up to each business owner to evaluate the various methods of potential success and focus on those. I would recommend that you think about which of these methods of deal flow best suits your personality, skill set, cash position and time availability and then focus on two or three that are the best match.

The Acquisition / Marketing Grid

The first thing to realize when you start marketing is that not every marketing avenue will work to attract every type of deal. In Chapter 6, we discussed the various sources of deal flow, and now it’s time to determine what marketing approach to take in order to attract the types of deals you’ll be pursuing.

The following chart provides a general overview of which acquisition and marketing strategies can successfully be used to attract which types of deals. This chart should help guide you to the type(s) of acquisition and marketing mechanisms that you should be considering and using to generate your deals.
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We’ll spend the rest of this chapter detailing each of the acquisition and marketing strategies, hopefully giving you a better idea of which you’ll want to try. We’ll talk about the pros and cons of each strategy, provide an introduction on how to get started with the strategy, and provide tips based on our real-life experiences with each.

Remember, to be a successful, well-rounded investor, you’ll want to get familiar -- and ultimately become an expert -- with at least a couple of these.

The MLS

MLS stands for “Multiple Listing Service,” and it’s the place where listing agents (real estate agents who represent sellers) generally market (“list”) the properties they have for sale, and where selling agents (real estate agents who represent buyers, sometimes called “buyer’s agents”) generally search for properties for their buyers.

Despite what many people believe, there is no national MLS; each major city will generally have an MLS, and some cities have multiple listing services. Pretty much any property for sale through a real estate agent will get put on the MLS, including retail sales, REOs, and most short sales.

As I mentioned above, for the first several years of our investing career, we focused exclusively on buying deals right off the MLS. And not just any deals -- we only bought bank owned REOs. In fact, of the first 30 deals we ever did, 29 of them were bank-owned properties that we purchased right off the MLS. I’m a big proponent of the MLS, but I believe that all investors need several channels by which they can acquire property.

Markets change quickly, and if you don’t have multiple streams for acquiring property, you could quickly find yourself without income and without much hope of finding more property. If you plan to rely on the MLS for some deals (and I believe you should), just make sure you don’t put all your eggs in that basket.



Benefits of Using the MLS for Deal Flow

There are lots of benefits of focusing on the MLS for your deals. First and foremost, using the MLS requires very little -- if any --marketing effort. A very large percentage of distressed property sales are listed right on the MLS, meaning the deals come to you as opposed to you having to market for them. This can potentially save you a lot of money on marketing costs and save a lot of time on other marketing efforts.

Second, if you rely on real estate agents to bring you MLS deals (or to provide you an automated feed of MLS deals), there is no cost to using the MLS. In fact, over the first 4 years of our investing, we never spent a dime on marketing costs, as all our deals came right off the MLS.

Third, if you’re going to be investing in distressed properties, there is no single resource for finding available properties better than the MLS. Nearly all the REOs sold by major banks are going to be listed by local real estate agents, and those agents will almost always publicly market their REOs through their local MLS; likewise, most short sales are marketed directly through the MLS.



Drawbacks of Using the MLS for Deal Flow

The biggest drawback of using the MLS for deals is that, because it’s so easy and generally free, pretty much everyone is using it. Competition for deals on the MLS is often fierce, with some properties attracting literally dozens of offers from investors and homeowners alike. And because you’re going to be more conservative (i.e., more successful) than a lot of your fellow investors, you’re probably not going to be offering as much as they are for the same properties. This means that you’re going to make a lot of offers, but end up with very few deals.

In fact, many deals that hit the MLS are already sold before they ever got listed! Listing agents will sometimes pass the best deals to their favorite investors, who lock the deal up before it ever officially gets listed for sale -- and then put it on the MLS just to make it look like the agent was doing the right thing. Likewise with short sales -- most lenders require that short sales be listed on the MLS before they will consider taking a reduced payoff, but oftentimes, listing agents are only listing the properties on the MLS to satisfy this condition; in many cases, the property was already under contract well before the agent actually put it on the MLS for sale.

Perhaps the biggest downside to relying on the MLS for deals is that getting access to the MLS can be difficult. In most states, in order to gain direct access to all the MLS data, you need to be a licensed real estate agent. If you’re not licensed, there are websites out there that will provide you with much of the same data as the MLS (http://www.realtor.com is a great example), but these sites won’t provide some of the most important information, such as the confidential agent remarks and lockbox codes to get your into the property. Likewise, when you find a real estate agent to work with, she will likely have the ability to automatically email you listings that match your buying criteria as they become available on the MLS, but again, you won’t be getting all the important data this way.

If you decide that you want to focus on the MLS for deal flow, I highly recommend that you consider getting your real estate license; it’s a large time commitment to get the license, and will require a reasonable investment (probably about $500-1000), but any serious investor who wants to buy off the MLS should have direct access. We’ll discuss this more later in the book.



Deciphering MLS Listings

If you’re going to be using the MLS as a source of deals, you will need to get good at deciphering which MLS listings are distressed properties and which are retail properties. Sometimes the listing agent will make it very easy to tell -- for example, they may put “BANK OWNED FORECLOSURE!” right in the comments.

But, other times, it’s a lot more difficult to determine a property’s status. And, even if you can tell which properties are distressed by looking through the listings, that still requires you to look through EVERY new listing to see which are potential deals and which are not.

Experienced investors have learned that there are a number of ways you can filter distressed listings on the MLS without having to look through every listing one-by-one (and if you choose to look through each listing, this will give you an idea of what to look for). To give some examples of how I filter, I use an advanced search across all listings, looking for the following words and phrases:

To indicate that the property is likely an REO:

        ▪“Sold as-is”

        ▪“Foreclosure”

        ▪“No disclosure from seller”

        ▪“Lender Owned”

        ▪“Call agent for lockbox code”

        ▪“Must Pre-Qual w/Preferred Lender”

        ▪“Pre-qual or proof of funds required with all offers”

        ▪“Corporate owner”

To indicate that the property is a short sale:

        ▪“Potential short sale”

        ▪“Lender approval required”

        ▪“Pending lender approval”

To indicate that the property is generally distressed (whether an REO, short sale or private sale):

        ▪“Handyman Special”

        ▪“Fixer Upper”

        ▪“Cash only”

        ▪“Will not qualify for FHA financing”

        ▪“Needs some TLC”

Online / Auctions

Over the past several years, marketing and/or selling online has become a huge outlet for distressed property sales. You can find house sales on websites run by everyone from the U.S. government to large auction houses to mom-and-pop wholesalers looking to move a property every now and again. While it would be impossible to cover all the different online property sale websites, I’m going to give an overview of some of the most popular and discuss the types of properties they sell and why you might (or might not) want to consider looking for houses online.



HUD Properties (HudHomeStore.com)

Perhaps the biggest operation for selling houses online is run by the U.S. government’s Department of Housing and Urban Development (HUD). To give some background, if a homeowner buys a house using an FHA loan and later gets foreclosed upon, the foreclosed home reverts to ownership by HUD. HUD then sells these foreclosed houses online to owner occupants, investors, non-profit organizations, etc. Because HUD has so many homes in their inventory these days, many investors will build their entire strategy around buying HUD foreclosures.

The HUD website is http://www.hudhomestore.com, and anyone can browse the site to see what properties are listed in a given area. To bid on a HUD house, you must work with a real estate agent who is registered with HUD to place bids, and most buyers’ agents have the ability to do this. When first listed for public bidding, HUD properties are targeted at owner occupants -- investors cannot bid on them. But, if a property doesn’t sell to an owner occupant within a specified period of time (either 5 or 30 days, depending on property condition), it is then opened up to investors for bidding.

Houses in good condition often sell to owner occupants without investors ever getting a chance to bid, but those houses in more distressed condition -- or in areas where HUD has more inventory than there are buyers -- will often become available to investors. The way the bidding works is that -- each day -- HUD will take all the offers submitted the prior day and review them. They will rank the offers based on how much money HUD will net on the sale, and if the offer that nets them the highest amount meets their minimum acceptable amount, that offer will be accepted.

Unlike other foreclosure/REO sales, the seller (in this case HUD) doesn’t care about any terms, conditions or stipulations other than the net amount of money they receive on the sale. Therefore, there is no preference for owner occupants versus investors or for cash buyers versus financed buyers -- it’s a level playing field, and the highest offer wins. If none of the offers provides a net amount to HUD that meets their minimum requirement, the house stays listed, and HUD will repeat the offer review process every day until they get an acceptable offer. As a buyer, you can submit a new offer as often as you like (either a different offer or the same one), and you may find that HUD will eventually accept your offer.

While it’s not publicized anywhere, most investors are under the impression that HUD is willing to accept a net amount that is about 15% below list price. Therefore, if a HUD property is listed for $100,000, your best chance to get HUD to accept your bid is to ensure that the net amount they will receive on the offer is at least $85,000. Below that amount, they will likely reject the bid and leave the property listed. That said, if a HUD property has been listed for a long time, HUD will often reduce the listing price and/or start considering bids lower (sometimes much lower) than 15% off the list price.

With HUD properties, investor buyers do not have an inspection period. Once you submit your signed contract and earnest money (after your offer is accepted), you’re committed to buying the property or losing your earnest money deposit...no exceptions. That said, you generally have two days from the time your offer is accepted until the contract and EMD is due. If the HUD office is local, your agent can drop the package off in person at office. However, if the office is not local, you’ll have to overnight it the day before it’s due.

With that said, here’s a little trick: While you technically don’t have an inspection period with HUD purchases, you can use the day or two between the time the offer is accepted and the completed package is due to do some quick inspections. If you decide not to go through with the purchase, you just don’t send in the contract or earnest money and HUD will just relist the property, with no penalty to you.



Home Path & Home Steps

Two of the most common REO properties are those being sold by Fannie Mae and Freddie Mac, two quasi-government agencies that underwrite and insure much of the conventional lending in the United Stated. When a conventional loan gets foreclosed upon, the property will often revert back to Fannie Mae or Freddie Mac to be sold off, often as an REO.

Both of these agencies sell their REO inventory through real estate agents (on the MLS), but they both also list their inventory on their websites, and typically they require agents to make offers through the websites (http://www.homepath.com and http://www.homesteps.com).

One downside to Fannie and Freddie REOs is that they give preferential treatment to owner occupants; most inventory isn’t made available to investors until 15 days after homeowners get the first opportunity to buy. However, if the 15 days goes by without an accepted offer to a homeowner, the property is opened up for investor bidding, and it’s often possible at this point to get some good deals. Because owner occupants will generally be buying the nice houses in the first 15 day period, the houses that open up to investors tend to be in more need of renovation, but again, these are often the houses that provide the most profit potential as well.



Auction.com & Other REO Auction Sites

The second major classification of online property website is the “auction” sites. Some of the most popular sites in this category are Auction.com (http://www.auction.com), Williams & Williams Auctions (http://www.williamsauction.com) and Hubzu (http://www.hubzu.com). These sites typically auction off REO properties that didn’t sell through the standard REO channels (meaning they didn’t sell when they were publicly listed on the MLS).

Generally, the auction takes place over several days, or even weeks. If the bid reaches a certain amount, it may be accepted immediately, or the seller may choose to let the auction run its entire duration before determining the high bid. While some of these sites are true auction sites, many of them are just “lead generation systems” for the sellers.

Let me explain...

With a true auction, the highest bidder will win. Sometimes the high bid may have to be above some minimum threshold (called the “reserve”), but assuming it’s above the reserve and the buyer has the ability to pay, the sale is final once the bidding is complete. Unfortunately, with many of the so-called online auction sites, this isn’t the case. Instead, the highest bidder hasn’t actually won anything --the auction house will just take the highest bid and submit it to the seller just like any other offer, and wait for the seller to decide if they want to take the offer, reject it or make a counter-offer. Sometimes, bidders need to wait weeks to find out if their high bid was accepted or not.

In addition, some of the sites will hold auctions both online and in-person; Auction.com is known for going city to city and auctioning off large inventories of REO properties, some of which were previously available for purchase online and some of which are only available in person. In some cases, properties that don’t sell the first time around (either in-person or online) or where the seller doesn’t accept the high bid, the properties are re-auctioned multiple times until sold.

While there is no rhyme or reason to whether a seller will accept the high bid or not, generally speaking, sellers are looking for at least 65% of the value of the property as it’s listed (the auction house always lists what they believe market value is). However, it often takes at least 80% to ensure the seller will seriously consider the offer.

While I’ve known many investors to find good deals using these auction sites, the process can certainly be frustrating; if you’re expecting a traditional auction experience, you’re likely to be disappointed.



Classified Websites

There are a few large nationally recognized websites where private sellers can list and sell stuff that they own -- eBay (http://www.ebay.com) and Craigslist (http://www.craigslist.org) are two of the largest. And many cities -- especially the larger ones -- will have their own sites specifically geared to local trade.

These sites are typically referred to as “classifieds” sites, as they are extensions of what used to happen in the classified sections of newspapers. While eBay isn’t a traditional classifieds site, it does have some similarities, which is why it’s lumped into this category.

On these sites, private sellers (both homeowners and investors) will often list real estate for sale. These are generally privately owned properties that are being sold as part of a traditional sale; in many cases, the owners may not be overly motivated and the properties may not be distressed, so not every listing will be a potential deal. But, there are enough distressed sellers and investors who sell on these sites that it’s worthwhile to spend some time there looking for bargains.

Personally, when I look to resell a property to another investor, my second course of action is to list the property on Craigslist (my first course of action is to email all the investors I know). While much of the response I get from the listings is spam and tire-kickers, I have found some serious investor buyers on Craigslist, meaning they are constantly keeping their eyes open for deals on the website; you should too.



Wholesaling Websites

The last major category of online property sites are websites that are geared towards allowing investors to sell to other investors. This is typically called wholesaling, where one investor will purchase or take control of a piece of property, and instead of improving the property himself and making a hefty profit, he would rather sell it to another investor to do the work, and take a smaller profit instead.

While the idea is great in theory, in reality, most wholesalers aren’t very good at finding deals, so by the time they find a property and mark up the price to account for their profit, the property isn’t much of a deal. On top of that, wholesalers are notoriously bad at estimating resale value and rehab costs, so any information they give you about a property should be considered highly suspect.

Personally, I don’t like the wholesaling websites, as I’ve never found a deal at any of them. Nevertheless, if you have a keen eye, there is no harm in looking, as most of these sites are free for buyers.

Direct Marketing

Direct marketing involves communicating directly with your potential customers (sellers, in this case) and can be done through many different means -- through the Internet, through the mail, over the phone, in-person, etc. For the purposes of this discussion, I’m going to define direct marketing as a one-on-one direct contact with your customer, as opposed to blanket marketing and having customers contact you via your advertising.

I’ll discuss the blanket advertising mechanism later in the chapter.

There are two major types of direct marketing used to attract real estate deals -- Direct Mail Marketing and Cold-Calling (which can be done over the phone or in person). I’ll discuss each in more detail below.



Direct Mail

Direct mail (DM) is still one of the most reliable forms of marketing for real estate deals. Because DM will allow you to target the widest range of potential sellers quickly and at a reasonable cost, many real estate investors spend the bulk of their marketing time and money focused on DM leads.

Direct mail essentially consists of creating postcards and/or letters that indicate your interest in buying property, sending them to a target audience of potential sellers and then waiting for those sellers to contact you, either by phone, email or through your website. Your target audience of sellers could consist of distressed or retail owners, and your method of purchasing from different sellers may vary.

Distressed Direct Mail Targets

When targeting distressed sellers through DM, you are more than likely going to be targeting homeowners who are underwater on their house; this means that the homeowner owes more than the house is worth, and the most common scenario for you to purchase that property would be through a short sale transaction.

When focusing a DM campaign on distressed owners, here are some of the most common groups of sellers to go after:

        ▪Owners who are 30, 60 or 90 days late on their mortgages

        ▪Owners who have been notified of a pending foreclosure

        ▪Owners who have listed their house for sale on the MLS but the listings have expired

Retail Direct Mail Targets

While less common these days -- because fewer owners have equity in their houses -- it’s still possible to find great retail deals through a well-created DM campaign. The nice thing about buying retail (meaning the homeowner is above-water on their property and can sell without doing a short-sale) is that you won’t need approval from the owner’s lender, making the deal much faster and with much less hassle.

While retail DM campaigns can be targeted at homeowners, they are oftentimes targeted at other investors as well, such as landlords. This is because other smart investors may have bought their properties long ago or for all-cash, and may have a lot of equity. Also, many landlords own property out-of-state, and managing those properties can get tiresome -- many landlords don’t want to be landlords anymore and are willing to sell their properties at deep discounts if the right buyer comes along.

Here are the most common groups of retail sellers the direct marketers tend to go after:

        ▪Absentee owners (generally landlords) who have owned their property for at least 7-10 years (meaning they likely have equity) or who purchased their property for cash

        ▪Homeowners who have owned their properties for at least 7-10 years

        ▪Blanket mailings to all houses within a subdivision, community or geographic location

Creating Your Direct Mail Campaign

Putting together a direct mail campaign isn’t rocket science, but it will take a good bit of time and effort. Here are the basic steps that go into creating a DM campaign:

1.Setting up your phone line and/or website for your DM leads:

You’re going to need at least one way for your potential leads to contact you -- the two most common and effective ways are via phone or website. Most contact will be done via phone, and while you most certainly won’t want to be giving out your personal cell phone number, there are plenty of options for getting a free or inexpensive phone number that you can use instead. Personally, I use Google Voice. I can set up a free phone number (or several), have the number forwarded to my cell phone and customize a voicemail message for when I don’t answer. If I miss a call and receive a voicemail, Google Voice will transcribe the message and text it to me, along with the calling number.

I also have a website set up to capture leads, as some people would much prefer to check out a website prior to placing a phone call, and some never want to initiate a phone call. My website has all the basic information about who we are, what we do and what the sales/purchase process is when dealing with us -- it then allows the potential lead to contact me directly via a web form that goes to my email.

2.Finding or generating your target mailing lists:

Once you have your method(s) of contact set up to receive communication from potential leads, you’re going to want to put together (or purchase) your list of contacts. There are many options for direct mail targets -- a few pages back, we discussed the most common distressed and retail targets. While you can certainly build your list by hand by sorting through public records and driving around town trying to find run-down properties, my recommendation is to work with a list provider who can give you names for a reasonable price.

There are many national companies who can provide lists of absentee owners or 30/60/90 day mortgage lates, and in most markets, there are local companies who can provide pre- and pending-foreclosure lists. For lists of expired MLS listings, you shouldn’t have too much difficulty finding a local real estate agent who will work with you, especially if you’re willing to pay a small fee or bring the agent in on the deal by allowing him/her to represent the seller in some way.

3.Creating your marketing letter or card:

Perhaps the most important step in the process is to create the mailer that you will be sending to prospects. Letters and postcards are the two most common types of mailers, and there is plenty of variety of mailings within those two groups. For example, some direct marketers prefer very short, very vague handwritten notes on yellow paper (“yellow letters”) and other marketers prefer page-long form-mail that go into great detail on what the investor is looking for and proposing. Ultimately, there is no one right answer, but below I will discuss some of the things you should consider when creating -- and tweaking --your direct mail campaigns.

To give you an idea of the wide range of direct mailers you should be considering and trying, here are a few letter and card samples (these are taken from http://www.YellowLetters.com and http://www.YellowLettersComplete.com, two popular turnkey direct mail services):
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4.Addressing, stuffing, stamping and mailing your direct mail pieces:

Once you have your mailing list in-hand and your mailer created, it’s time to put the package together. For non-postcard mailings, you’re going to need the following:

        ▪Copies of your mailer: If you’ll be handwriting, it’s time to get to work. Other options are to print your mailer or to handwrite one and make color copies of the handwritten letter.

        ▪Envelopes: Remember, one of the big keys to a successful direct mail campaign is to get as many prospects to open that envelope as possible. To achieve this, think about the types of envelopes you’re more likely to open:

                        ○Envelopes that are handwritten

                        ○Envelopes that aren’t standard 4” x 9”

                        ○Envelopes that are non-white (especially pastel colors)

                        ○Envelopes that appear to contain an invitation

        ▪Stamps: There are many options for stamping/sending your mailers. While bulk mail options are cheaper than first class, they will cause your mailer to be opened at a lower rate. I prefer first-class stamps, despite the high price tag ($.45 per envelope). You’ll need to determine what works best for you based on your budget and goals. One trick here is to go to the post office and ask for decorative stamps as opposed to the standard first-class flag stamps; while they won’t cost anything additional, it’s just another way to get your mailer to appear to be personal, increasing the chances it will be opened.

        ▪Return address labels: You’ll want return address labels, as a high percentage of your mailers may get returned -- especially if you’re targeting homeowners who are near foreclosure and have already moved out of their homes. By getting the returned mail, you can remove these names from your list and save money on your follow-up mailings. I would recommend not using your home address on the label, but also not using a P.O. Box address. Many UPS Stores will provide mailboxes at a low cost that can be received using a street/suite address. This is what we use.

The Keys to Great Direct Mail Marketing Campaigns

Creating successful direct marketing campaigns will take a lot of time and practice. Most likely, the first set of letters or postcards you send won’t receive the response you were anticipating; this is why good direct marketers will spend lots of time honing and testing every aspect of their campaigns in order to get the highest response rate.

If you want to be a great direct marketer and have effective direct mail campaigns, you will need to be willing to test many, many different approaches and be willing not to give up in the face of adversity or low response rates. Here are just a few things that good direct marketers do in the course of creating and optimizing a DM campaign:

        ▪Test different sized letters or postcards

        ▪Test different sized envelopes

        ▪Test handwritten vs. typed letters and envelopes

        ▪Test different color papers and inks

        ▪Test different kinds of stamps (first class vs. bulk)

        ▪Test different marketing messages

        ▪Test different calls to action (phone number vs. website, etc)

        ▪Test different target groups (distressed vs. retail, homeowner vs. investor, etc)

There are literally thousands of different permutations for how you can put together your marketing campaign, and there is no one right way to be successful with direct mail -- you need to figure out what works for your target sellers in your area and in your market. Remember, what works for one group of potential sellers at one particular time and in one particular market may not work for another group of potential sellers at another time and/or in another market.

As an example from personal experience, we used a handwritten yellow letter in our first absentee owner mail campaign that said:

Dear [First Name],

Hi,

My name is J

I would like to $BUY$ your house at

[Address]

Please call me at

[Phone]

Thanks, J

This campaign got a 13% response! Unfortunately, it didn’t generate any quality leads and we quickly determined that we’d rather focus on distressed sellers instead. We tried the same letter for our first pre-foreclosure and 30/60/90 day late mailings and literally got 0% response. That’s right -- 13% response from one group and 0 responses from another group using the exact same letter and marketing techniques.

All that said, there are four main keys to being a successful direct marketer:

1.Getting your audience to open your letter. If you’re sending letters, this means getting the receiver of that letter to open the envelope and read what’s inside. We’ve found that the best way to do this is to personalize the envelope in a way that makes it look more like an invitation than a formal business letter. Use a greeting card sized envelope, handwrite the address, don’t include your name (and definitely not a business name) on the return address label, use pastel colored envelopes, etc.

2.Getting your audience to read your message. Getting your message read and creating an emotional attachment with the prospect will lead him to pick up the phone and call you (or hop on your website for more information). To accomplish this, your message should be personalized and either handwritten or appears handwritten. Using a handwritten font and using mail merge to personalize the message with the prospect’s name and/or address, you not only have a great likelihood of getting your message read, but you have a greater likelihood of generating an emotional response that leads the prospect to take action. More importantly, you’ve created something that looks and feels personalized, but is still completely automated.

3.Getting your audience to act on your call to action. This means getting the receiver to pick up the phone, visit your website, send you an email, or whatever it is you want them to do. The best way to do this is to craft your message in a way that tells the receiver that you can and will solve their problem; people will respond when they believe that responding will help solve their problems.

4.Converting that potential lead into a sale. This means taking that phone call, email, website hit, etc and actually convincing the person on the other side to sell their property to you. This probably won’t be done in the course of a single communication -- it may takes days or weeks -- but it’s your job to convince the seller that you have the ability to solve their problems and give them the confidence that you will. This is by-far the hardest of the steps to being a successful marketer; if you don’t have the ability to communicate with your potential leads or don’t want to communicate with your potential leads, you’ll need to find someone who can do that for you. It doesn’t matter if you can get 100% of your target audience to contact you if you don’t have the ability to convert the lead into a profitable event.

The Secret to Direct Mail Marketing Success

There is one HUGE secret that successful direct marketers do that other, less successful, direct marketers don’t do. And that’s REPETITION.

Too many new marketers assume that if they don’t get a response from a prospect on the first mailing, they’re never going to get a response. Nothing could be further from the truth. In fact, you’re more likely to get a response (even if it’s just a “TAKE ME OFF YOUR LIST!!!”) on the second, third, fourth or fifth mailing, than you are on the first. Even if the prospect is only calling to ask to be removed from the list, that’s still an opportunity to try to convert a lead.

If you want to be successful with direct mail marketing, be consistent in your communication. Send a second mailing 2-3 weeks after the first, a third mailing 4-6 weeks after that, and then follow up with additional mailings every 6-8 weeks for the next several months.



Cold-Calling / Door-Knocking

The other side of direct marketing for real estate deals involves a much more personalized approach. Cold-calling involves directly contacting prospects either via phone or in-person by knocking on their door and hopefully getting an answer.

While I don’t advocate phone calls to try to generate leads/deals --they don’t have a very high success rate in this industry -- I know several investors who have been very successful at door-knocking to generate leads and ultimately close deals. For the most part, door-knocking works best in this market when targeting distressed sellers. Many investors will use pre-foreclosure and mortgage late lists to generate their leads, and then spend their days knocking on doors trying to get motivated prospects to speak with them and potentially put together a deal.

Here are the biggest benefits and drawbacks to using this technique.

Benefits of Door-Knocking for Deal Flow

While I’m not a fan of door-knocking (I don’t have the personality for it and don’t like rejection), there are many investors who believe this is by-far the best form of marketing and generating leads and deals. Door-knocking has some great benefits:

        ▪Low Cost. Other than gas money, it doesn’t cost anything to knock on doors of potentially distressed sellers and talk to them about their problems and how you might be able to help solve those problems.

        ▪Personalized. Unlike direct mail and other marketing techniques, knocking on doors and talking to homeowners face-to-face is about as personal as it gets. If you’re good at building rapport and are comfortable talking to people 1:1 about their situations, the likelihood of finding deals may be higher with door-knocking than with any other marketing avenue.

        ▪Guaranteed to Get Message Across. With other types of direct marketing, there is no guarantee the prospect will get, open and/or read your message. However, with door-knocking, you know whether your message was delivered, and you have immediate feedback to help improve or change your message to future prospects.

Drawbacks of Door-Knocking for Deal Flow

While door-knocking for deals can generate some amazing deals, it’s not for everyone. Here are just some of the drawbacks associated with using door-knocking as your preferred method of generating deals:

        ▪Not Easily Scalable. While you may be able to target thousands of people per day with direct mail, you may only be able to knock on a couple dozen doors per day, so your success rate will need to be much higher in order to generate the same results from door-knocking as you get from other direct mail strategies.

        ▪Safety Risk. There is an inherent risk to knocking on doors of people who are likely in a difficult place, both financially and emotionally. The risk of verbal abuse is very real, and there is even the risk of violence is some situations. If you’re not comfortable with this risk, door-knocking is not for you.

        ▪Requires Skill and a Specific Personality. Not everyone has the personality to be able to build rapport quickly and easily enough to put together a deal at the owner’s doorstep. Additionally, those who are more introverted and can’t deal with rejection will likely find door-knocking to be frustrating and demoralizing.

        ▪Solicitation Rules (Could Be Illegal). Lastly, there are legal risks with door-knocking in areas (or subdivisions) where solicitation is not allowed.

Some Tips When Knocking on Doors

There are lots of different tactics and strategies that door-knockers will use to build rapport and gain the trust of potential sellers. Here are just a few tips that will help you be successful if you decide to go this route:

        ▪Don’t start the discussion focused on the homeowner. A good opening line might be: “Hi, I was looking at the foreclosure right next door and was hoping you could give me some information about it?” After that discussion ends, continue with, “Great, thanks. I really want to buy something in this neighborhood. Do you know of anyone else around here who might be looking to sell?”

        ▪If you want to reach people when they’re home, focus on knocking in the late afternoon (4-6pm) and later evenings during the summer. This is when prospects are more likely to be home.

        ▪Dress business casual and don’t wear perfume, sunglasses or a hat. You want to put the homeowner at ease, and looking as “average” as possible will help.

        ▪Don’t pull up in a fancy car; again, average is to your benefit.

        ▪If you’re going to knock in pairs, I would recommend either a man/woman or two women together, never two guys. Two guys can come off as threatening, even to a male homeowner.

        ▪Be discreet -- you never know when the homeowner may not want others (even those he lives with) to know the situation with the house.

A Twist on Traditional Door-Knocking

If you’re concerned about the safety of knocking on the doors of potentially distressed and emotional sellers, there is another alternative that some investors use to drum up leads -- leaving either a personalized note or even an actual offer on the property (with an inspection contingency) attached to the door. This will guarantee that you get your message in front of the owner (assuming they still live there) and while it’s not as personal as a face-to-face conversation, it has some benefits over direct mail marketing and cold-calling over the phone.

While door-knocking certainly isn’t for everyone, it can be very successful for those who are good with people, don’t mind rejection and are willing to get doors slammed in their face every once in a while.

Advertising

I use the term “advertising” in this chapter to mean marketing strategies that are targeted towards large groups of people, as opposed to one-on-one or targeted marketing (like direct mail and door-knocking). The most common forms of advertising for real estate leads are Internet Marketing and Bandit Signs -- both attempt to get your message in front of large volumes of potential targets in the hopes that some of them will contact you and you’ll have an opportunity to close a deal.

Internet Marketing

The concept of Internet Marketing is simple -- you create a website that is used to capture leads and then you create online marketing campaigns to drive those potential sellers to your site. However, while the concept of Internet Marketing is simple, the real life implementation can be anything but. There are many different ways to drive traffic to your lead-capture site, some “organic” (meaning visitors get to your site via search engines or other cost-free mechanisms) and some paid (meaning you pay to get leads sent to you).



Organic Internet Traffic

The best way to drive organic traffic to your lead-capture site is to create a content-rich website that ranks high in the search engines for the types of Internet searches your potential sellers are doing. For example, let’s say you want to buy distressed houses in Baltimore, MD. People who are interested in selling their distressed house in Baltimore may type the following into Google or another search engine:

“How can I sell my underwater home in Baltimore?”

When they type that -- or a similar -- phrase in a search engine, you’ll want your website to show up at or near the top of the list. If the potential seller clicks on the link to your website, you have an opportunity to potentially capture their information and generate a lead. Again, while it’s easy in principle, if you live in a larger or more popular geographic area, there are likely already many other investors with websites competing for these leads; you’ll need to work hard to get your site ranked higher than theirs for the potential search traffic you’re trying to get.

To get an idea of the competition you’ll have for leads from organic search traffic, try this:

1.Point your Internet browser at one of the popular search engines (http://www.google.com, for example)

2.Do a search that is similar to what your potential targets might search for when looking to off-load their properties (for example, “sell my house quickly in Baltimore”)

3.Look at how many results were returned for that search (in the example above, 35 million results were returned)

In order to be successful using this marketing route, you’ll want your website to show up on (or very near) the first page, meaning the top 10 results. With 35 million competing pages, that will take time and some serious dedicated effort.



Paid Internet Traffic

The alternative to trying to get free traffic to your website is to pay for it. This is generally done by placing ads in various places on the Internet where your potential seller leads might see them. The most common form of paid advertising on the web these days is Google Adwords.

Google will allow you to pay to place ads around the Internet to drive traffic to your website. The cost of getting your ad to appear varies, based on other advertisers looking to advertise in the same spot at the same time. For example, if you want your advertisement to appear on a webpage that talks about how to do short sales in Baltimore (remember above where you were trying to get distressed seller leads in Baltimore?), you will be competing with others who are interested in advertising space on the same page. These are either other investors like you who are trying to attract seller leads or real estate agents who are looking for clients. If you are willing to pay more than they are for the advertising space, Google will give it to you; if your competitors are willing to pay more, they will likely get it.

In addition to Google Adwords, smart Internet Marketers will try to convince owners of worthwhile websites to dedicate advertising space for a fee. Using the example above, you might approach the owner of the Baltimore short sale webpage with an offer to pay a monthly fee to provide your advertisement a permanent spot on their site. In general, using this type of paid advertising, you’ll pay the site owner every time a page is displayed with your ad on it, regardless of whether your ad is clicked or not.

There are lots of intricacies of Internet Marketing that I won’t go into here (I’m far from an expert), but if you have an aptitude for working online and you have the time and energy to become an expert Internet Marketer, this is another great way to potentially find investment leads from your target sellers.

Bandit Signs

Another popular mass marketing technique used to generate real estate leads is using yard signs (commonly known as “bandit signs”) to advertise your services as a real estate buyer. You will create and place these signs in public areas where your target sellers are likely to drive by and see them. For example, if you’re looking to buy in a particular neighborhood, you may place signs at the entrance to the neighborhood, across the street, or at large intersections near the neighborhood.

Signs can be pre-printed -- there are plenty of companies on the Internet who will print standard 12” x 18” or 18” x 24” color signs for between $1 and $2 each -- or blank signs can be purchased at the big box stores and handwritten.

A typical bandit sign might read something like the following:

STOP FORECLOSURE!

WE WILL BUY YOUR HOUSE

WE PAY CASH, CLOSE QUICKLY

CALL 999-123-4567 NOW!

Once you have your signs, you can purchase wire stakes to plant the signs in the ground or you can use a sign stapler to staple signs to trees or telephone poles.



Dealing With The City & Code Enforcement

Many cities have laws prohibiting marketing using bandit signs and you should check with your city before installing signs. The nicer the city, the more likely city code enforcement will restrict bandit sign use and will physically remove your bandit signs. Even in cities where bandit signs are legal, many code enforcement agencies and agents are intolerant of the signs and will take them down.

Many investors will put signs up on Friday evening after 5:00pm (after city enforcement agents are done for the week) and then remove signs on Sunday evening or Monday morning before code enforcement is back to work. This can help keep the signs from being removed and destroyed by the city, saving money in having to replace them. The worst case scenario is that the city may call you and threaten you with a fine if they find any more of your signs placed in public locations -- if this happens, it’s probably best to find another locale for the signs or try another marketing technique instead.

One way to determine how lenient code enforcement might be is to track the signs of other marketers. Do they routinely get pulled down shortly after being put up? Or do they linger in public areas for weeks at a time?

Hopefully it goes without saying, but never put bandit signs on private property, unless you have the permission of the property owner.



Some Tips When Using Bandit Signs

If you plan to try marketing with bandit signs, here are some tips and tricks that will help get you started:

        ▪Many investors who use bandit signs prefer stapling to poles versus the wire stakes. The stakes are almost as expensive as the signs and greatly increase shipping costs, making the entire marketing campaign about twice as expensive.

        ▪When placing signs, be cognizant of where they will most likely be seen. When putting signs on poles, put them at the height of the typical driver. When putting your signs at major intersections, place them on the right hand side of the road where traffic stops so drivers can see your sign while they are waiting for the light to change. And you probably don’t want to place signs in the median between traffic lights, as speeding drivers are unlikely to notice them or have time to write down your phone number.

        ▪If you’ll be targeting drivers, you probably don’t want to put a website on the sign. Advertising is impulse-based, and you want people to have the option to act on the marketing immediately. While they can do that by calling you on their cell phone, they probably won’t have the option to contact visit your visit while on the road.

        ▪If you want to harness your time, you can pay someone to put signs out for you. This way, you can spend your time doing the high-value activities like talking to potential sellers who call you. In general, expect to pay about $1 per sign to hire someone to install for you.

Wholesalers

I talked a bit about wholesaling above in the section about wholesaling websites. While I’m not a huge fan of finding houses on these sites, working directly with local wholesalers (people who find deals specifically for the purpose of reselling them to investors) may provide a good opportunity to acquire some deals.

My first word of warning is that most wholesalers are very bad at what they do. Many wannabe investors become wholesalers because they have no money and no knowledge of investing, but believe that wholesaling will allow them to make some quick cash without much work. Unfortunately, there is nothing further from the truth. Wholesaling is very difficult and requires nearly all the skills that rehabbing requires, plus the ability to get deals at such a great discount that there is room for two people to make money on the deal!

Nevertheless, most wholesalers don’t have this skill. They don’t know what a deal looks like, they can’t determine resale values accurately, they don’t know how to estimate rehab costs, etc. That means that many wholesalers will do little more than waste your time bringing you deals that aren’t really deals.

That said, there are a few professional wholesalers out there who happen to be good at their jobs and have the ability to consistently find good deals, can help you evaluate those deals and then leave enough room in their markup to allow both of your to make a decent profit. If you can find these types of wholesalers, it may be worth your time and effort to build a solid relationship, as some of these guys can bring you deal after deal after deal. While your rehab profits won’t be quite as large -- they will mark up the prices a bit so they can get paid -- the fact that you won’t have to spend a lot of time and money marketing for deals is a huge benefit.

Personally, I don’t rely on wholesalers for my business. There are a couple who will occasionally bring me a deal, and I’ll have no problem considering any deals that come from a wholesaler, but I don’t solicit for wholesalers and I don’t expect most of them to deliver anything good.

As long as you set your expectations appropriately, wholesalers can certainly benefit your business.

On-Site (Trustee Sales)

The last acquisition strategy I want to touch on is attending trustee (foreclosure) sales at your local courthouse. I mentioned in the last chapter all the downsides and risks associated with buying properties at trustee sales; for these reasons, I don’t recommend relying on trustee sales as a means to acquiring properties when you’re first starting out.

I would recommend attending the sales, networking with other investors who are present, and starting to get familiar with the process and the intricacies of buying at the courthouse steps. However, until you feel like you have a handle on all other aspects of the rehabbing process, relying on these auctions for your deals is likely going to be too much work to take on.

Other Marketing Techniques

While I’ve covered many of the techniques popular among investors to generate leads and deals, this certainly isn’t meant to be an exhaustive list. There are literally hundreds -- if not thousands -- of ways to market for potential deals; these are just some of them.

To name just a few of the other potential ways to find deals:

        ▪Newspaper/magazine classified ads

        ▪Display ads in restaurants/bars

        ▪Radio spots

        ▪Television spots

      ▪Billboards

        ▪Social networking

        ▪Partnering with professionals who deal with distressed sellers (agents, attorneys, etc)

The most successful investors are constantly figuring out new ideas and techniques for marketing and advertising their business. Get creative, and you’ll find that you have more leads than you know what to do with -- though I’m sure you’ll figure it out. :-)


Chapter 8: The Flip Formula

This chapter may be the most important in this book. While the formulas and the math behind the formulas is not very complex, understanding the formulas and applying them correctly will likely make the difference between your first couple investments being profitable or unprofitable.

If you have any questions while you’re reading this chapter, go back and reread. If you still have questions, send me an email, and I’ll do everything I can to help clarify.

I’ve had countless newbie investors ask me how I decide whether or not to take on a flip project. For the most part, what they’re asking is, “How do you know if (financially) the numbers work out in your favor?”

Most investors have some quantitative analysis technique for determining whether to pursue a project or not. Some use analysis techniques that require spreadsheets and/or complex formulas; other don’t use any formulas, but just go off a gut feeling they may have for the property or the location. While I’m certainly not a fan of the “gut feeling” method, I’m also not a huge fan of the complex analysis method either. While this may surprise some people (especially those that know my tendency to sit in front of large spreadsheets for hours on end), one of the main goals of my financial analysis is to be able to do it in my head in less than 10 seconds while standing in the property I’m considering.

Certainly, the whole analysis can’t be done in 10 seconds, but most of it can be. The goal of my analysis is to determine what is the highest price I can pay for a property and still make my desired profit. If I can purchase the property for that amount (or less!), I’ll take the deal. If not, I’ll pass.

The Flip Formula

So, what’s my formula for the maximum purchase price (MPP) of a flip property? Here it is:

MPP = Sales Price - Fixed Costs - Profit - Rehab Costs

where

Sales Price equals the conservative estimate of what I can sell the property for (not the list price!).

Fixed Costs equal all the costs, fees, and commissions that I can expect to pay during the project.

Profit is the minimum amount of money I want to make off the project when it’s complete.

Rehab Costs are the material and labor costs required to rehab the property into resale condition.

As an example (and this is the actual analysis from one of my most recent purchases), let’s say that I have a property that I’m considering purchasing. I believe I can easily resell the property in rehabbed condition for $95,000. Additionally, I know my fixed costs throughout the project to be $17,000 (we’ll discuss how to calculate this later in the chapter), I’ve decided that my desired minimum profit is $15,000, and I’ve estimated the rehab costs to be $13,000 (we discuss estimating rehab costs later in the book and in our companion book “BiggerPockets Presents: The Book on Estimating Rehab Costs”).

In this case, my maximum purchase price can be calculated as follows:

MPP = Sales Price - Fixed Costs - Profit - Rehab Costs

MPP = $95,000 - $17,000 - $15,000 - $13,000

MPP = $50,000

If I can purchase this property for $50,000 or less, I’ll jump on the deal. In the case of my actual deal, I purchased the property for $45,000, making it a deal I was more than happy to pursue.

Using our Flip Formula, we can accurately determine how much we’re willing to pay for a given piece of real estate (our MPP). But, to arrive at our MPP, we need to understand how to determine our Sales Price, our Fixed Costs, our Desired Profit, and our Rehab Costs. Let’s discuss each of those now…

Determining Sales Price

Determining how much a property will resell for after renovations is as much an art as it is a science. Appraisers can spend years honing their skills at property valuation, and even many seasoned real estate agents can have a difficult time assessing the resale value of a property before it is rehabbed. As a successful real estate investor, you will need to be able to determine what your properties will sell for, and you’ll need to be able to do it reliably and consistently.



Doing a Comparable Market Analysis (CMA)

While the least time consuming way to do it is to hire an appraiser or to allow your real estate agent to do it for you, I firmly believe that understanding how value is determined and being able to determine it yourself will go a long way towards making you a more successful -- and more independent -- investor.

So, while you might end up consulting someone else to determine resale value -- and you should certainly validate your assumptions with others who are knowledgeable in this area, I want to spend some time discussing the process for doing it yourself.

Ultimately, it boils down to three steps:

Step #1: Pulling “Comps”

This first step is one that you’re likely going to need some help with. You will need information about other properties that have sold in your area, and that information isn’t always readily available. While websites like Zillow.com and Trulia.com are useful, the best and most up-to-date information is generally found on the MLS, which you’ll need a licensed real estate agent to access for you. If you already have an agent you’re working with to help you find properties, she should be happy to help you get this data; if you don’t currently have an agent, this is your incentive to start building those relationships now.

Once you have an agent -- or someone else with access to the MLS --who is willing to pull some data for you, you want to ask them to provide you a list of comparable properties (generally known as “comps”). Comps are other properties that are very similar to what your property will be after the rehab; the real estate market is relatively efficient, so if you can get a good idea of what similar properties have sold for, you should get a good idea of what your property will sell for. It’s a simple concept, even if it’s not always simple to do.

Before I go any further, let me explain what I mean by “similar” property. This is actually the biggest point of confusion for many new investors learning this process -- they assume that because both properties have a roof, a front door and a kitchen that they are “similar.” For the purpose of determining resale value, nothing could be further from the truth. When looking for comparable properties, here are the top five things you want to see:

        ▪Time of Sale: Most importantly, you are looking for properties that have sold within the previous 6 months (3 months is even better). Notice I say “SOLD” properties, and not properties that are currently listed for sale. Many investors assume that if there are 10 other properties listed for sale at about $150,000 in the same neighborhood that this must be an accurate representation of what the properties are worth. Wrong! If the properties were actually worth $150,000, they wouldn’t all be for sale, would they? Most likely, the properties will sell for less than the asking price, and maybe for a LOT less. In fact, in a down market, many of these properties will not sell at all. Perhaps all the neighbors bought at the height of the market, they all owe $150,000 or more on their properties, and they can’t afford to sell for any less; does that mean they’ll get $150,000? Of course not. Some of these houses may soon be foreclosed on, and instead of being your comps, they could end up being your competition. So, when looking for comps, remember to ONLY use sold properties and stick to the previous 6 months.

        ▪Location/Proximity: You want to find properties that are close to your yours. How close? It depends. If you’re in a large city where real estate values can literally double from one street to the next, you’re going to want to find other properties on the same street. If you’re in a sprawling suburban area with large homogenous neighborhoods (planned developments or communities), then you’re going to want to find properties in or around the same subdivision. And if you’re in a rural area where there are many acres -- or even miles -- between houses, you’ll probably be looking within several miles. In general, for most properties in typical suburban areas or small cities, you’ll be looking for properties that are within a half-mile of the subject property.

        ▪Age and Style: You want to find properties that are similar in age and style. A 1967 brick ranch is unlikely to sell for the same price as a brand new two-story McMansion with a finished basement (in my area, the ranch would likely sell for more!). The best case scenario when looking for comps is that your property is in a planned community, where most or all of the houses were built by the same builder within a year or two of each other. However, even if you’re not this lucky, you should still be able to find other properties that were built in the same time period and of similar style.

        ▪Size: When it comes to comps, size very much matters. If your property is more appropriately sized for a single couple than for a family of six, that’s going to affect how much it’s worth. And when I say size, I’m not just talking about square footage. I’m also talking about the number of bedrooms and bathrooms, as well as finished basement areas. Best case, you should be looking for comps that have within 10% of the same finished square footage, the same number of bedrooms and the same number of bathrooms. Of course, the more bedrooms and bathrooms your property has, the more room you have for variance. In other words, while the difference between a 2 bedroom/1 bath house and a 3 bedroom/2 bath house is huge, the difference between a 6 bedroom/5 bath house and a 7 bedroom/4 bath house is relatively minor. However, even these small differences will ultimately play into your sales estimate.

        ▪Condition: The last very important criterion for assessing a comp is the condition. A fully renovated property in move-in-ready condition will most certainly sell for more than a run-down, ready-to-be-foreclosed on house that hasn’t been updated since the 1970s. While you may be hard-pressed to find comparable properties that have been fully remodeled (unless you’re looking in an area that has lots of other investors), you at least want to find properties that are in good shape, move-in-ready and have the same level of finishes that yours does. Along with the condition of the property, you also want to ensure that the comparable was not a distressed sale; in other words, if a house sold as a short-sale or a foreclosure -- even if it was in good condition -- it’s not a comparable for your property. This last point is very important...don’t forget it.

Now, your job is to find at least three other properties that meet all the requirements above. In many areas -- and especially in a down housing market where there aren’t many houses selling -- it may be difficult to find three other properties that are good comps for your property.

If you absolutely can’t find three properties that meet the criteria, it’s okay to expand your search a bit -- we’ll account for that in the next step. Start by going back 9 months instead of six; if necessary, go out a mile from the subject property instead of a half-mile. Perhaps find a house that’s a few years older, has a few hundred more square feet or isn’t in quite as good of condition.

Step #2: Adjusting Your Comps

At this point, you should have at least three good comps to use for your analysis. For this next step, there is a little bit of math involved, but it’s pretty straightforward, and if you can add, subtract, multiply and divide, you should have all the tools you need.

The purpose of this step is to adjust the value of the comps to ensure that they resemble the subject property as closely as possible. Remember, the goal of a valuation or appraisal is to have an apples-to-apples comparison of your subject property with the comp properties -- if the properties are different, you’ll need to adjust their values to make them apples-to-apples.

For example, let’s say your subject property and one of the comp properties are nearly identical, except that the subject property has 3 bedrooms and the comp property has 4 bedrooms. Clearly, if this is the only difference, then the comp property is going to be considered MORE VALUABLE than the subject property, as it has an extra bedroom. Therefore, if the comp property had recently sold for $150,000, then it’s likely that your subject property is worth a little bit less than $150,000. In other words, the 3-bedroom property is worth less than the 4-bedroom property.

In order to do your adjustments, you must compare each of the comp properties -- one at a time -- to the subject property, and perform an adjustment on each of the comps to determine an apples-to-apples value. Note that I said to “adjust the comps” -- what this means is that we need to determine what the comp property likely would have sold for had it been equivalent to the subject property. In the example above, where the comp sold for $150,000, but had an additional bedroom than the subject property, we’d have to adjust the $150,000 sale price DOWNWARDS to achieve an apples-to-apples comparison.

In my area, an extra bedroom may be worth about 3% more in sales price, so for this adjustment, we’d subtract about 3% from the comp sale price to get an apples-to-apples comparison. Subtracting 3% from the $150,000 sales price would put the comp value at about $145,500. There are no hard-and-fast rules about how much various property features are worth -- this is going to be highly dependent on the level of house, the area, what is typical for local properties, etc.

It’s sometimes confusing to figure out which direction to adjust the comp values, but remember, the goal is always to try to figure out what the comp WOULD HAVE sold for had it been equivalent in features to the subject property. Here is a list of features you should consider when doing your adjustments, and also how the differences should be adjusted for:

        ▪Date of Sale: If the comparable sale was more than 6 months old, the value may need to be adjusted depending on how the market has changed since the sale. If the market has improved, the comp value may be adjusted upwards; if the market has declined, the comp value should be adjusted downwards.

        ▪Age: If the comp is older than the subject property, the comp value may be adjusted upwards; if the comp property is newer than the subject property, the comp value may be adjusted downwards.

        ▪Condition: If the comp is in worse condition than the subject property, the comp value should be adjusted upwards; if the comp is in better condition than the subject property, the comp value should be adjusted downwards.

        ▪Living Area Square Footage: If the comp has less square footage of living area than the subject property, the comp value should be adjusted upwards; if the comp has less square footage than the subject property, the comp value should be adjusted downwards. Also, note that living area above grade (above ground level) is generally worth more than living area below grade. Therefore, an extra room on the second floor of the house would generally be worth more than a similar sized extra room in the basement. Lastly, note that unfinished area may be worth a little extra, but not nearly as much as finished living area.

        ▪Bedrooms/Bathrooms: If the comp has fewer bedrooms/bathrooms than the subject property, the comp value should be adjusted upwards; if the comp more bedrooms/bathrooms than the subject property, the comp value should be adjusted downwards. Note that extra bedrooms and bathrooms are not worth as much as extra square footage, but certainly add value. Also note that the fewer bedrooms and bathrooms the subject property has, the more the comp adjustment should be (in other words, going from 2 to 3 bathrooms is going to be much more valuable than going from 5 to 6 bathrooms).

        ▪Garage/Carport/Driveway: If the comp has less garage space, carport space or general parking area than the subject property, the comp value should be adjusted upwards; if the comp has less garage space, carport space or general parking area than the subject property, the comp value should be adjusted downwards. Again, the value difference is going to depend on the relative differences, not just the absolute difference; for example, going from a carport to a 2-car garage is going to be more valuable than going from a 3-car garage to a 5-car garage.

        ▪Porches/Patios/Decks: If the comp has less desirable outdoor spaces than the subject property, the comp value should be adjusted upwards; if the comp has more desirable outdoor spaces than the subject property, the comp value should be adjusted downwards.

        ▪Fireplaces: If the comp has fewer fireplaces than the subject property, the comp value should be adjusted upwards; if the comp has more fireplaces than the subject property, the comp value should be adjusted downwards.

Let’s look at an example of an actual property that I recently did a valuation on...

We are trying to determine the value of our subject property that has the following features:







	Age
	12 Years


	Condition
	Excellent


	Square Footage
	1940 SF


	Beds
	3


	Baths
	2.5


	Parking
	2 Car Attached Garage


	Porches/Decks
	Front Porch/Back Patio


	Fireplaces
	1






We have found three properties within 1 mile of the subject property that we believe are good comparables and should give us a decent idea of what our property should resell for. The three comparables have the following features:
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Now it’s time to do our adjustments of the comps to give an apples-to-apples comparison of each of them to the subject property (remember, this was the actual analysis I recently did for one of my properties, and the values below are the values I assigned based on my experience):
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What this chart is telling us is that our Comp #1 is very close to our subject property in terms of features, and if we added $1000 to the price it sold for, that should give us a good idea of the value of our subject property. Likewise, with Comp #2, if we added $2000 to its sales price, we’d get a good idea of the value of our subject property. Lastly, with Comp #3, if we subtracted $8000 from its sales price, we should get a good idea of the subject property value.

Step #3: Determining The Value of the Subject Property

Now that we have our comps, and we’ve adjusted them against our subject property, it’s time to use this information to determine a reasonable valuation for our subject property. Remember, we determined above that if we take the actual sales prices of the comparables and adjusted them using our adjustment values, we should get a good idea of the valuation of our subject property.

Here are the actual sales prices of the comparables, along with the adjustments and the final adjusted value:
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Therefore, based on this analysis, it’s likely that our subject property is worth somewhere between $106,000 and $112,000. From here, depending on how conservative you want to be, I would suggest that you either assume your subject property is worth the lower of the three values ($106,000 in this case) or the average of the values (about $108,500 in this case).

Like I said, this was an exercise I did recently on an actual property with these characteristics and the actual comps I used for my analysis. In the end, the property sold for $110,000, and when the buyer’s appraiser did his appraisal, he used the same three comps I did as his main comps.

Below is a copy of the adjustments page from the actual appraisal (with personal information blacked out). As you can see, the appraiser uses several additional property features to do his adjustments (and is a lot more scientific about how he determines the adjustment values), but in the end, the appraiser came up with values that weren’t too different than the quick and dirty analysis I provided above.
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Using Tax Assessments for Comps

Before I move on, I wanted to address a mistake that I see a lot of new investors make, and have even seen some very seasoned real estate professionals make as well. A lot of newer investors will see the tax assessment for a property and will assume that the assessed value of the property is in some way indicative of the value of the property. This is flat-out not the case.

While the assessed value of a property could end up being close to the actual value of the property, it is more likely to be coincidence than anything else.

There are a few reasons for this:

        ▪Local assessments are done infrequently. It’s possible that the last time an assessment was done, the housing market was very different, and values were far from where they are now (in either direction).

        ▪The city/county often doesn’t have the best data on the property characteristics. For example, a property may have originally been intended to be a 3 bedroom / 2 bath property, but due to changes in the planning or work done by previous owners, it could now be a 4 bedroom / 3 bath property. If the proper permits weren’t pulled (or even if they were, but not recorded correctly), the local government wouldn’t know about the change, and no new assessment would be triggered.

        ▪Local assessors don’t enter the property, so they have no idea what the inside looks like. From the outside, two condos may look identical, but inside, one might have granite, hardwood, upgraded fixtures, a Jacuzzi tub, and $15,000 worth of upgraded appliances, while the other might use all builder-grade materials.

In my experience, local assessments can be off by 30% or more (in either direction). So be careful, and don’t ever rely on the tax assessment to help you determine a property’s value.

Calculating Fixed Costs

In my Flip Formula above, I refer to “Fixed Costs” and I mentioned that my Fixed Costs for a recent project were about $17,000. In this section, I’ll discuss how I arrived at my Fixed Cost number and how you can determine what your Fixed Costs will be for your projects.

Fixed Costs are compromised of the various fees, commissions, and costs associated with all parts the investment project (outside of the actual rehab costs). While each investor (and each project) likely has his own specific fixed costs, for me they can generally be broken down into the following three categories:

1.Purchase Costs

2.Holding Costs

3.Selling Costs

Each of these categories can be broken down in more detailed expense line-items…



Purchase Costs

Purchase Costs refer to those fixed expenses that contribute to the purchase of a property. For my projects, Purchase Costs can specifically be broken down as follows:

        ▪Inspection Costs: When I first started, I would have an inspection for each of my properties prior to purchase. I used the same inspector for every inspection, and for the most part, he charged about $400 for a full inspection of a typical property.

        ▪Closing Costs: Each purchase comes with a fixed set of closing costs paid by the buyer. In Georgia, and for REO purchases, this generally includes a title search, attorney fees, courier fees, recording fees, state taxes, document review fees, etc. Basically, all those ridiculously inflated costs are charged by the closing attorney to ensure clear title and recording of the new deed. Across all my purchases, these costs generally come in around $1000.

        ▪Lender Fees: For the most part, I use the same lender to finance each property purchase. The lender charges a set of up-front fees to fund the loan, including a Loan Origination Fee, appraisal, underwriting fee, flood certification, document preparation fee, processing fee, credit report fee, etc. (again, all those ridiculous and inflated fees that contribute to the lender’s bottom line). While every investor and every lender will have a specific sets of fees — and while these fees are somewhat tied to the purchase price of the property — for a typical acquisition I do, these Lender Fees total around $2000 per property.



Holding Costs

Holding Costs refer to those expenses that add up between the time I acquire the property and the time I sell the property. For my projects, Holding Costs can specifically be broken down as follows:

        ▪Mortgage Payments: On a typical project, my monthly mortgage payment will be about $500. In addition, a typical project — from purchase to sale — will generally run between 4-6 months. Therefore, during that time, I’ll generally make about $2500 worth of mortgage payments to my lender to keep the property.

        ▪Property Taxes: On the properties I purchase, the typical yearly property taxes are on the order of $1400. Again, if I hold the property for 4-6 months, this will average out to about $600 in property taxes per project.

        ▪Utilities: While performing rehabs, I like to ensure that all utilities (electricity, water and gas) are turned on. This is both for the convenience of my contractors as well as to help diagnose any issues with the property. Because the seasons in Georgia tend towards extreme temperatures, I’ve found that my utilities in my properties generally run about $200 per month for the duration of the project. Again, over 4-6 months, this averages about $1000 per project in utility costs.

        ▪Insurance: Typical insurance costs for my properties are about $350-400 per year. On average, I pay about $200 in insurance costs for each project.



Selling Costs

Selling Costs refer to those fees and commissions that must be paid for me to sell a property. Again, different investors will use different marketing mechanism to sell their houses, so selling costs for each investor may be quite different. For my projects, Selling Costs can be broken down as follows:

        ▪Commissions: Because my wife is our real estate agent, we save about half of the commissions we would otherwise incur when selling a property. That said, if our buyer has their own agent — they generally do — we must pay about 3% of the purchase price to that agent at the sale. A typical property of ours sells at about $120K, so that 3% comes out to about $3600 paid to the buyer’s agent at the sale of our property. Add to that the fees my wife pays to her broker, and the total commissions average about $3900 per property sale.

        ▪Closing Costs: In this market, most buyers ask the seller to pay some or all of their closing costs. On our sales, we’ve been asked to pay anywhere from $2000 to $6000 in closing costs for the buyer. On average, we’re asked to pay about $4000 in buyer closing costs, and because it is a buyer’s market, we generally agree to it.

        ▪Home Warranty: Most first-time home buyers (the type we cater to) request that the seller purchase a home warranty as a condition of the sale. We always expect to do this (and almost always have), and this adds about $500 to the cost of the sale for us.

        ▪Termite Letter: In addition to the home warranty, many buyers (and/or their lenders) require us to provide a proof of termite inspection at the sale. This generally runs somewhere just below $100.

        ▪MLS Fees: Because my wife is our agent, she is required to pay a fee to the local MLS for listing the property. This generally runs about $100.

As you can see above, buying, holding and selling a property can cost a lot of money in fixed fees. Let’s see how these add up on a typical project of mine (see Figure 1).

Therefore, it costs me about $16,500 in commissions and fees to just buy, hold and sell a property (I like to round up to be conservative, which is why I use $17,000). Many investors ignore these costs when calculating their potential profit on a deal; but, consider that if you plan to earn about $15K on a typical project, these costs can actually mean the difference between earning your desired profit and losing money!

So, before you start using the Flip Formula to analyze your deals, sit down with a pen and paper and write down all the costs you can think of that you will incur throughout your project. Start with the ones I’ve listed; you may find that you have greater or fewer costs, and you may find that your specific costs will vary, but it’s important that you calculate your fixed costs sooner rather than later.
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Your Profit

At some point, you are going to have to determine what the minimum amount of profit is that you are willing to work for on a particular rehab. This is often determined by a number of factors:

        ▪Price Point: Most investors understand that rehabbing and reselling a $100K house is unlikely to generate as much profit as rehabbing and reselling a $500K house. Because the amount of cash required to do these types of deals and the risks involved with these deals are greater, the profits tend to be greater as well. While many investors might be happy with a $15K profit on a $100K resale, these same investors might require a $50K profit on a $500K resale.

        ▪Experience: New investors are likely to settle for smaller profits than more experienced investors. For investors doing their first deal, a $5K profit might sound like a huge accomplishment. But, once these investors realize the amount of time and energy involved in flipping a house, they likely won’t want to settle for such small gains.

        ▪Amount of Risk: Obviously, projects that incur greater risk should also have opportunity for greater reward. While an investor may be happy with a small profit on a condo that only required new paint and carpet, that same investor is going to want to see the possibility for much greater profits if there is risky foundation or waterproofing work that needs to be done. Because these major repairs run the risk of budget and schedule overruns, extra profit should be built in to compensate for those risks.

        ▪Amount of Time: Most investors will demand higher returns for projects that take several months than they will for projects that only take a couple weeks. Not only does the extra time decrease the overall rate of return, but the investor likely will have to invest a much larger number of hours, so the higher profits will be needed to maintain an hourly wage.

All that said, how much profit should you expect to earn on your first few deals? As a general rule of thumb, I like to assume that profits will be at least 10% of the sale price, with a minimum return of at least $15,000.

So, if you plan to sell your first rehab for $250K, you should likely be looking for a minimum profit of $25,000. If you plan to sell your first rehab for $90K, your profit target should be closer to $15,000.

By ensuring that your minimum profit target is $15,000, this also builds in an extra $15,000 cushion. In other words, even if you go over budget by $15K (or sell for $15K less than expected), you will still break even in the worst case.

Estimating Rehab Costs

The most common question I get from new investors is, “How do I accurately estimate rehab costs for a flip project?” Unfortunately, the answer to this question isn’t simple, and for more investors, is the single biggest roadblock standing in the way of them feeling like they are ready to invest. While there is no magic bullet to estimating rehab costs, there are several options at your disposal, and the one thing I can promise you is that the more rehabs you do, the easier it will get.

One thing to keep in mind is that before you can determine renovation costs, you’re going to need to do an inspection and put together a “scope of work,” which is a list of renovation items you plan to complete during the rehab. This scope of work (or “SOW” as it’s commonly called) is your detailed renovation plan and will serve as your roadmap to the renovation project. We discuss SOWs in great detail in Chapter 12.

The other important point to keep in mind is that at this point in the process -- where you don’t yet have the property under contract and aren’t committed to buying it -- the goal isn’t necessarily to get a precise estimate, but instead to get a ballpark figure. If you can get within 10-20% of your actual renovation estimate, that should be good enough for this stage of the process. When you get a property under contract, you will have some time to complete your due diligence checklist, and one of the major checklist items will be to get an accurate renovation estimate for the project. We discuss how to create that level of detailed budget in Chapter 13.



Rehab Cost Estimation Options

In the meantime, here are some options for generating a ballpark rehab estimate that will allow you to complete your initial analysis:

Do It Yourself

While I probably wouldn’t recommend relying on your own inspection and rehab estimate right out of the gate, it’s important to have at least a cursory understanding of the process so that you can determine whether the inspections and rehab bids you’re getting from others are reasonable or not. I would highly recommend picking up a good book that details the ins and outs of doing a property inspection (“Inspecting A House: A Guide for Buyers, Owners and Renovators,” by Carson Dunlop & Associates, LTD. is one good one).

Once you feel comfortable with basic inspection techniques, Chapter 12 of this book provides a detailed introduction into the topics of creating an SOW and then using that SOW to generate a renovation budget (Chapter 13).

Again, if this is your first serious undertaking of a major renovation project, I would recommend that you supplement your own inspection and rehab estimate with one of the methods below; but hopefully, after a couple projects, you’ll start to gain the knowledge and confidence to do these things yourself.

General Contractor Inspection & Bid

This is the estimation process I would recommend a new rehabber use to get a rehab estimate prior to actually getting a property under contract. While this method won’t generate highly precise and accurate estimates, it also won’t cost you a whole lot. The idea is to find a good General Contractor (GC) -- who is accustomed to doing investment renovations and is accustomed to working with investors -- to visit your property with you to do a walk-through and basic inspection, discuss options for renovation work and then provide a ballpark estimate for that renovation. (By the way, we discuss finding a great GC later in this chapter.)

In my experience, a good GC would likely charge about $30-50 per hour for this service, and a typical walk-through and inspection could probably be completed in about an hour to an hour and a half. So, you’d probably wind up spending between $40-80 to generate an estimate this way. That said, a good GC may agree to do this service for a fixed fee (perhaps $50), especially if he knows that you are serious about entering the business and may eventually use him for your renovations.

Here are a bunch of other thoughts regarding this method for estimating your rehab that you’ll want to keep in mind:

        ▪Not all GCs are alike (see Chapter 15 for more on this), and some are more accustomed to doing high-end renovations while others are used to working with investors. On my first project, I got bids ranging from $30K to $80K (for work that I could probably get done now for $20K) because I was talking to the wrong kind of contractors (they mostly did high-end remodels for homeowners). Try asking other investors for GC recommendations in your area, or at very least ask the GC if he is accustomed to working on investment rehabs. Once you get your bid, take it to an experienced investor you know and see if he believes it looks reasonable.

        ▪The estimate the GC will give you will include the overhead associated with having him manage the entire project for you. This overhead cost could range anywhere from 5-25%, depending on the GC. If you plan to manage the project yourself (i.e., hire your own subcontractors), the total rehab cost could be considerably less than what the GC estimates. Don’t be afraid to ask the GC specifically how much his overhead is for the project.

        ▪While the GC will walk the property with you, point out concerns/issues, test some of the major mechanical systems and provide you a list of items that may need to be repaired, he won’t be nearly as thorough as someone doing a full property inspection. In addition, he probably won’t inspect obvious things like doors opening/closing correctly, windows opening/closing correctly, appliances working or not working, etc. A GC shouldn’t replace a full property inspection at the appropriate time (see Chapter 11). That said, a good GC will very likely be able to catch some issues that a typical property inspector wouldn’t, as most GCs are more familiar with building codes, building practices and engineering issues than a typical property inspector is. So, even if you plan to eventually have a full property inspection done (and you should), having a GC walk the property with you is still a great idea.

        ▪While the GC can tell you what works and what doesn’t, the GC may not be able to tell you exactly what you should and shouldn’t do for your rehab. For example, he might be able to tell you that the countertops can’t be salvaged and need to be replaced, but that doesn’t mean you should trust his judgment about whether to replace the countertops with laminate, granite or tile (though we’ll discuss those topics in Chapter 12). Likewise, the GC can tell you how much it will cost to reconfigure a floor plan, move walls, etc, but he’s not necessarily going to have the experience to recommend if and when you should be considering these types of changes.

Remember, the goal at this point in the process is to determine a ballpark renovation estimate in order to complete your analysis of the deal without spending too much money. Once you have the property under contract you can start to consider more expensive options that will allow you to create very detailed rehab plans and budgets.

Direct Sub-Contractor Inspections & Bids

Now, let’s say you have a little bit of experience with construction, you know how to create an SOW and that you’ve worked with subcontractors (subs) in the past. You have a good idea which contractor to call to do each portion of the project and you may even have a rolodex of these subs (or another investor who can recommend subs to you). If that’s the case, you may be able to bypass paying a GC to give you a pre-purchase estimate, and bring in the subs directly to give you bids. This, of course, may or may not be done in conjunction with a prior home inspection.

For this method of estimation, you will need to break down the rehab into parts that will be sub-contracted out to individual contractors (this will often be part of your SOW). Then, you bring in those individual contractors for estimates on those parts of the project, add the estimates together, and you have your total renovation budget.

For example, you’ll get a plumber to give you an estimate on things like replacing toilets, faucets and hot water heaters. You’ll get a flooring guy to give you estimates on replacing carpet, wood, or vinyl flooring. Because you will likely be hiring these contractors to do the work if you get the project, you shouldn’t expect to have to pay for these estimates.

If you don’t have much construction experience, the next question you’re probably asking yourself is, “What contractors will I need to find to give me an overall estimate on my project?”

Depending on the scope of the project, you’ll likely want to find some or all of the following contractors to give you bids and help you complete your project:

        ▪Plumber

        ▪Electrician

        ▪HVAC (Heating & Air Conditioning)

        ▪Painter/Sheetrock/Siding

        ▪Carpenter

        ▪Flooring Supplier/Installer

        ▪Roofer

        ▪Landscaper

        ▪Cabinet Supplier/Installer

        ▪Handyman

Bringing in sub-contractors for bids also makes the most sense when you plan to manage the rehab yourself, and going this route provides two big benefits over the other estimation techniques I mentioned above:

        ▪You will get a more accurate estimate of what the costs will be. Because you will need a relatively detailed SOW when bringing in subs directly, the subs will be able to provide very detailed cost estimates for each line item on the SOW.

        ▪It will generally be free, as subs are generally more willing to look at a project and provide free bids on a detailed list of tasks than a GC would be. Of course, the subs may or may not be willing to help you with inspections (or may want to get paid for that effort), so again, this method may only be free if you are able to complete the inspections yourself or were to get a property inspection prior to bringing in the subs.

When you’re first starting out, if you don’t have any construction experience, it may be highly confusing on how to find all these contractors and determine who is responsible for which portions of the work; if you’re not sure where to start with all these subs, stick with finding a GC for your estimates. But, once you’ve gone through the renovation process a time or two, you’ll get a lot more comfortable talking to and working with subs directly and will be better prepared to start getting estimates directly from them on future projects.

I started using this method on my fourth project, and never looked back. I haven’t paid for a property inspection or for a bid on the repairs in many years.

Square Footage Estimations

While I don’t recommend this -- especially for new investors -- there is another way to generate ballpark estimates on cosmetic rehabs. By using rules of thumb for costs in your area, it’s sometimes possible to estimate the cost of a cosmetic rehab based on the high level Scope of Work and the square footage of the property.

For example, after doing many dozens of renovations on properties in my area, I know that I can do a semi-complete interior cosmetic overhaul (replacing all the paint, flooring, cabinets, light fixtures, plumbing fixtures, door knobs and electrical outlets/switches, including demo and haul-away of the trash) for about $10 per square foot. I know that I can do a full cosmetic overhaul (everything from above, plus new HVAC system, water heater, roof/gutters, doors, windows, etc) for about $22 per square foot. And I know that I can do a gut rehab (everything from above, plus all new siding, sheetrock, decks, new plumbing, new wiring, etc) for about $35 per square foot.

These estimates are based not only on where I live and the types of houses I renovate, but also on the SPECIFIC contractors I use and their prices. This is why I don’t recommend this method of estimation to new investors, and would only ever use this method myself to generate a quick-and-dirty ballpark estimate on a property that I’ll later do a more detailed estimate on.



Finding A GC for Pre-Purchase Inspections & Bids

I mentioned above that using a GC to inspect properties and estimate rehab costs was my preferred method of doing pre-purchase estimates. But, not all GCs are created equally, and it’s important that you find a GC who has experience working with investors and will understand that -- as an investor -- your needs are much different than a typical homeowner.

With that said, here are a few thoughts on where you might find a good GC:

        ▪Ask other investors in your area for recommendations. For the same reasons I mentioned when looking for a buyer’s agent, this should be the first place you go whenever you’re looking for a new team member;

        ▪Secondly, if you’ve found or know any other great subs, ask them which GCs they’ve worked with in the past they would recommend; good subs like to work with good GCs, so they often have strong opinions on who’s good and who’s not.

        ▪Hang out at your local Home Depot or Lowe’s, especially early in the morning. Good contractors are buying materials at 6am so they can be on the job by 7am. Start handing out cards and making friends at your local hardware store;

        ▪If necessary, look for (or post) ads on Craigslist or other websites where you can find local talent. While this is the most hit-or-miss method (you’ll certainly get a lot of response, but not all of it will be quality), it’s a way to start if you have no other good options.

Once you find a bunch of potential GCs, it’s important to do some screening.

Here is the list of questions I recommend you ask the GC before trusting him to help you:

1.Are you Licensed? (While not absolutely necessary for the buying part of the process, a licensed GC is likely more professional and experienced than an unlicensed contractor. When looking for a GC to actually do your rehab work -- that’s another team! -- this will be an absolute requirement.)

2.Where are you located? (If I need someone on short notice, I don’t want someone who has to drive 60 minutes.)

3.How much notice would you generally need to schedule a walk-through of a property I’m considering purchasing to give a rehab estimate? (Shorter is better.)

4.Have you have experience doing rehabs for investors? (Do you understand my business needs and what investor pricing looks like?)

5.How much would you charge to provide a pre-purchase inspection and estimate on rehab costs? (I’m happy to pay, but I want to see what they think they’re worth.)

6.What types of projects would you be qualified to evaluate and which are outside your areas of expertise? Purely cosmetic? Basic Remodeling? Major Rehab? Structural? (You want the right person for the right job and when analyzing properties, you want a GC who is comfortable with at least basic remodeling and hopefully a lot more.)

7.What contracting areas would you be able to estimate material and labor costs for houses I’m considering purchasing? Plumbing, Electrical, Roofing, Carpentry, Exterior, Landscaping, etc? (I don’t want to have to bring more than one guy out to get an estimate.)

8.Would you be able to provide references upon request? (I will check them before giving them a job.)

There may be several GCs who fit your criteria, but at this stage of the game, you’ll want to pick one who you feel you’d be comfortable working with, who you trust and who appears to have a good grasp of all aspects of home renovation. More importantly, he should be comfortable and excited about working with you.



Your First GC Consult

Once you find a GC that you think you’ll be comfortable working with, I highly recommend setting up a walk-through of a house. It doesn’t have to be any particular house, just a house that is representative of the type of house you’re likely to buy as your first project. Perhaps it’s old and dirty, the cosmetic stuff (floors, paint, appliances, light fixtures, etc.) all look worn out and the place needs a good overhaul, but you don’t notice any major issues -- no mold, nothing that would indicate foundation issues, etc. This is the type of house you might consider for your first deal -- it’s a job, but nothing you can’t handle.

This is going to be the house where you get a basic education on how to estimate rehab costs. I want you to call your GC (the one you found using the criteria above), offer him $50-100 to come to the property, spend a couple hours walking through, helping you learn how to do some very basic inspection techniques, and then provide you a very rough estimate of how much it will cost to rehab the major components.

The purpose of this exercise isn’t to determine precisely what needs to be fixed or how much the renovation will cost -- this will be determined after you have an accepted offer on a property -- but for the next step of this process, you will want to have a rough idea in order to know whether you should even be putting in an offer. Is it in the $5,000 range? The $15,000 range? The $25,000 range? Or the $35,000 range?



The Myth of No-Rehab Rehabs

There’s one last thing I want to discuss before I close out this chapter, as I see many rehabbers fall into the same trap. In the course of a typical week, I see and hear about a lot of properties for sale. Inevitably among them are properties advertised by sellers or wholesalers as “No rehab needed” or “Move-in ready condition!”

Now, every time I read an email from a wholesaler that says a property needs no rehab (or even “very little” rehab) and has a bunch of built-in equity, I laugh a little bit. While I imagine there are houses out there that could be purchased and resold for a profit without putting in any time, effort or money, I believe these are the major exception to the rule.

There are two reasons for this:

First, if a property needs absolutely no rehab (or even pretty much no rehab) and can be bought and resold for a profit, then why isn’t the seller just selling it to a retail buyer at a higher price? For example, if a wholesaler tells me that he has a property for sale at $50K that is worth $70K with no rehab, then why isn’t that wholesaler selling the property to a retail buyer for $70K and leaving me out of the deal?

Of course, if you ask them about this, most wholesalers will tell you that “I don’t have the cash to buy the property myself,” or “I’m not in the flipping business.” Sorry, those reasons don’t make a whole lot of sense to me. If a wholesaler has the opportunity to either make $5K by wholesaling to me or to make $25K by flipping himself (without having to do any rehab), he’ll figure out a way to borrow the money and become a flipper for this one deal.

The very fact that a wholesaler is trying to sell to me for a lower price instead of immediately reselling the deal to a retail buyer for what he says it’s worth is all the information I need to know that the deal isn’t as lucrative as he’d like others to believe.

Secondly, I’ll occasionally have a wholesaler or seller tell me that a house only needs $1-3K in repairs. They’ll often call these “paint and carpet” rehabs, as that’s all the rehab that’s needed — new paint and new carpet.

Again, as far as I’m concerned, $1-3K rehabs are just a myth.

In all the houses I’ve bought and rehabbed, the minimum amount of work I would ever consider doing before reselling to an owner occupant is as follows:

        ▪Exterior Paint: Unless it’s vinyl or brick siding, new exterior paint is almost always needed to create some basic curb appeal.

        ▪Interior Paint: I would never consider trying to sell a retail rehab without fresh interior paint.

        ▪New Flooring: As a very minimum, carpet in the shared living areas and bedrooms, vinyl flooring in the kitchen and bathrooms.

        ▪New Appliances: Without appliances, a house probably won’t be able to sell with an FHA loan (at minimum, a range/oven). Adding a fridge, dishwasher, microwave and washer/dryer isn’t that much more expensive and will make your house stand out.

        ▪New Electrical Fixtures: New light fixtures and fans make an old house look updated.

        ▪New Plumbing Fixtures: Likewise, new plumbing fixtures bring an air of renovation to an older house.

        ▪Roof Maintenance: An inspector will catch roof issues that can be costly, so I’ll always do roof maintenance.

        ▪HVAC Maintenance: Likewise, a dirty furnace will be a red flag to inspectors, so get them cleaned and maintained.

        ▪Cleaning: Most important, I’ll never try to sell a house without getting a house cleaner to scrub it from floor to ceiling.

        ▪New Light Switches, Outlets, Covers, Registers, Smoke Alarms, etc: Want to make a house look brand new? Replace the little things like outlets, switches, and HVAC registers.

This is very minimum that I’d do in any house. Perhaps I’ll occasionally come across a house that doesn’t need one or more of these things, but that’s very rare, and I’d probably do it anyway.

Now, even a bare bones rehab with only these things would cost $10-11K with decent and insured contractors. Even using uninsured day-laborers and builder-grade materials would cost at least $5-7K to do this type of rehab. Even just literally doing interior paint and new carpet is likely to cost more than $3K for a typical 3 bedroom house.

So, if a wholesaler tells me that a house “only needs 1-3K worth of rehab,” a big red flag is going to go up in my head.


Chapter 9: Looking at Properties

Are you ready to start looking at properties? It’s time!

In this step, you’re going to be doing several things simultaneously:

        ▪You will start looking at (lots of) houses to get familiar with the relationship between the condition of properties and their value;

        ▪You will start your house search and/or you marketing campaign;

        ▪You will start evaluating potential candidates to be your first -- or next -- project.

The 100 House Rule

This is the point where we start putting all your hard work into action. I normally recommend that new investors look at 100 houses before they start making offers (“The 100 House Rule”). But, if you’ve done all your homework above, are comfortable that you know what you’re looking for and are confident that you have a grasp of The Flip Formula for analyzing potential deals, you may be able to cut some corners on the 100 house rule.

That said, I would still recommend looking at at-least 25-50 houses over the first few weeks. The houses can/should be in all different conditions, neighborhoods and price points. The goal here isn’t to necessarily find a deal, but to get familiar with what actual houses in your area look like.

This is where having a strong relationship with your real estate agent is very important. You’re going to be asking your agent to do a decent amount of legwork over the first several weeks (getting you lists of properties, getting you into houses, etc.), and they likely won’t be getting compensated for the efforts just yet. Make sure you recognize the time and effort your agent is putting in, and make it clear how appreciative you are. While I don’t want to belabor the point, this is also where having your own license would come in very handy; how nice would it be if you could view any property you wanted at any time without needing another agent to hold your hand?

Regardless, let’s assume that you’re ready to start looking at houses...where do you begin? Here is the process I recommend when you first start to look at properties:

1.First, look at some houses that are very distressed (you might be surprised at how bad a house can look!), and then look at some houses that have been rehabbed and are listed for sale. This will give you an idea of what your before-and-after are going to be like.

2.Then take a look at some retail houses for sale (sales by owner occupants). These will tend to be in better condition than the distressed properties, but not nearly in as good condition as the rehabbed houses. These will make up the bulk of your competition, and will define the very minimum standard for your rehabs. What finishes do these houses have? Your house will have at-minimum the same finishes, and perhaps some upgrades. Are you taking notes?

3.Next, you’ll want to take a look at properties that are under contract, but not yet closed. It might be tricky to get into these houses (the agents won’t really understand your motivation), but be creative. Looking at properties under contract will give you an idea of what a house needs to look like to sell in your area. How much nicer are these houses than the houses for sale that haven’t been put under contract? How do the prices compare between the houses that are currently for sale and currently under contract?

At this point, you should be getting an idea of what it takes to sell a property in your area and at what prices they will tend to sell. This is tremendously important -- while doing a comp analysis to determine resale value can all be done on paper, having a gut feel for what a house will be worth after rehab will make finding houses much easier. It might take a while, but eventually you’ll find that you can literally drive past a neighborhood, peek at the exterior of a few houses and instinctively know how much they would sell for once renovated.

Start Looking For Deals

Now is also the time to start your marketing and/or acquisition strategy. Whether you’ll be actively marketing/advertising for properties or whether you’ll be buying right off the MLS and just need to start reviewing properties, now’s the time to get moving and start looking for houses.



Generating Seller Leads

If you’re not going to be buying off the MLS, or if you have a dual strategy that involves marketing/advertising for properties, it’s time to put those marketing and advertising plans into action.

Will you be using direct mail? If so, it’s time to get your list, put together your marketing pieces and mail envelopes. Will you be using the Internet for your marketing? If so, it’s time to create your website and start building your keywords. Will you be putting out bandit signs? If so, it’s time to get those ordered and start deciding where you will put them. (See Chapter 7 for more information about marketing/advertising for leads.)

Regardless of the type of marketing/advertising you’re doing, the goal at this point is to get your phone ringing. Investing is a numbers game -- most of the leads you get (whether off the MLS or through your marketing) will not turn into deals. Unfortunately, that’s just the reality of the business. You may look at 50 properties or talk to 100 sellers before you find a serious lead. And you may have to go through many serious leads before you land your first deal.

If you’ll be marketing/advertising for leads, expect the process to take several weeks (or even a month or two) before you find that the calls are rolling in. Maybe you’ll be lucky and that first motivated seller will call you on day one; but if that doesn’t happen, don’t get discouraged. Remember, every day that you take action, you’re one step closer to closing that first deal.

Okay, you’ve been patient, you’ve ramped up your marketing, and now the calls are starting to come in. What do you say when the person on the other end of the phone says, “I saw your marketing and I’m considering selling my house”?



Talking to Sellers

When you get a phone call from a potential seller, it’s important to know which of your marketing channels it came from. This is important for two reasons:

1.Knowing where your leads are coming from will allow you to optimize future campaigns. If you know one channel is working well, you can double-down your efforts on that channel; if you know another channel isn’t working well, you can focus on revamping that part of your marketing strategy.

2.It’s important to understand as much as you can about the situation of the person on the other side of the phone before you answer. This will allow you to tailor and personalize your discussion to the situation of the caller from the very moment you pick up the phone. For example, are you about to be speaking with an investor or homeowner? Does the person have equity in their property or are they underwater? Is the person simply late on their mortgage or is foreclosure right around the corner? The best way to identify the type of caller prior to answering the phone is to use different phone numbers for different groups of targets or different marketing campaigns.

While every phone call will need to be personalized to the specific caller and every situation will be unique, in general you’ll have one of two types of discussions: either you will be speaking to a seller with equity in their house or you’ll be speaking to a seller who is underwater and will need to get agreement from their lender to sell below the current mortgage amount (a short sale). There are other options when speaking to a seller who is underwater, but those types of creative deal structures are beyond the scope of this book.



Owners with Equity

When speaking with a seller who has equity in their house, you ultimately want to get to the two most important questions:

1.Why are you selling?

2.What’s the best price you could give me if I were to pay all-cash and close this week?

That information will give you an idea of how to approach the purchase -- remember, understanding the seller’s motivation will give you an idea of how to negotiate -- and will give you an idea of their motivation level. The more motivated they are, the less their initial offer to sell will be.

Here is a script I like to use when speaking with sellers who have equity:
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Potential Short Sale Leads

When dealing with sellers who are underwater on their property and would consider a short sale, it is important to gather the information necessary for your real estate agent to begin the short sale process.

Here is a script I like to use when speaking with sellers who might consider pursuing a short sale:
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Buying Off The MLS

If you will be buying short sales or REOs right off the MLS, now is the time to start having your agent automate a daily feed to be sent to you with any properties that meet your criteria. You’ll want to review the newly available properties (or those with a price reduction) each morning, and determine if any might meet your criteria.

This is where looking at 25, 50 or 100 houses comes in -- as you start to notice location, price and condition trends while looking at these houses, you use this information to help determine if there are any “diamonds in the rough” in the list of properties you’ve received.

Hopefully your agent is also reviewing properties that might meet your criteria and is sending you deals as well. Not only should your agent be looking at new properties to determine if they’ll meet your criteria, but she should also be looking at properties that have been sitting on the market for more than 60 or 90 days to determine if there are any potential opportunities to pick up a house for well below list price. Oftentimes, sellers will be willing to discount prices significantly if a property has been on the market for a long time without any offers.

If you find any properties that intrigue you and strike you as a potentially good deal, take a drive by the property. Look at the exterior, take note of the houses on either side and the rest of the houses in the neighborhood. You can often get an idea of what the interior of a property looks like just by looking at the exterior. If the exterior was neglected and in rough shape, there is a chance the interior is as well; if the exterior was kept up for the most part, the interior likely was as well.

For reference, the picture below is what a typical MLS listing looks like in my area (this will vary for each MLS and each location, so don’t necessarily expect your MLS listings to look the same):
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If the MLS listing indicates the house is empty (likely if the house is an REO and less likely if the house is a short sale), then feel free to discreetly peek in the windows and see if you can get an idea of what the inside of the house looks like. The goal is to get as much information as you can prior to calling your real estate agent to look at the house. The agent will be spending time, effort and money (gas isn’t cheap!) every time you want to look at a property, so you should be fairly confident that the house might be a deal before getting your agent involved.

But, once you determine that a property is worth looking at more closely, immediately call your agent and arrange a time to meet at the house. Your agent will likely call the listing agent (the agent representing the seller), to get some important information -- not only will the listing agent be able to give showing instructions, but the listing agent can also tell your agent whether there are any other offers, how flexible the seller may be in price and other information that may be able to give you some insight into the status of the property.

When you meet your agent at the property, your goal is to get a general idea of the condition and a rough estimate of the repair costs. This is when that first GC consult (from the last chapter) comes into play -- based on what you learned during that session, you should have a very rough idea (to the nearest $10,000 or so) what this rehab might cost. If you’re not sure, take your best guess and add 50%, or even double it.

If you can’t even guess how much it might cost to renovate the property (it’s not uncommon to be overwhelmed at this point), get your GC on the phone, have him come over to the property and start working on a more precise rehab estimate for this particular property. At the same time, have your agent put together a detailed comp analysis to determine more precisely what the property would resell for after rehab. You’ll be using both this rehab estimate and this resale estimate in the next section, when deciding whether to submit an offer.

Deciding Whether to Make An Offer?

You’ve now looked at lots of houses and you think you might have one or two that could potentially make a good project -- how do you determine if you should submit an offer?

It’s time to go back to The Flip Formula that we learned about in Chapter 8:

MPP = Sales Price - Fixed Costs - Profit - Rehab Costs

where

Sales Price equals the conservative estimate of what I can sell the property for (not the list price!).

Fixed Costs equal all the costs, fees, and commissions that I can expect to pay during the project.

Profit is the minimum amount of money I want to make off the project when it’s complete.

Rehab Costs are the material and labor costs required to rehab the property into resale condition.

At this point, you should start running every property you see through this formula. Plug in the estimated sales price (based on information from your real estate agent and based on sales pending houses you’ve seen), plug in your estimated fixed costs (go back to Chapter 8 to see how to estimate those), plug in your desired profit (use 15% of the estimated sales price if you don’t have a price in mind) and plug in the rough rehab cost estimate you’ve determined (based on your discussions with your GC).

Where is the resulting Maximum Purchase Price (MPP) in relation to the list price of the property? If the MPP is anywhere close to the list price (within 20%), you should consider submitting an offer. For example, if the list price of a particular property is $80,000, and the MPP you’ve computed for that property is $70K, it’s a candidate to make an offer.

At this point, a lot of new investors are thinking to themselves, “How can I make an offer with only a very rough estimate of all the costs? What if I miscalculated or missed something?” Don’t worry about this. You will figure out all the actual numbers and costs if/when your offer is accepted (during your “due diligence period”) and your offer provide a way for you to back out of the deal should you later determine that your estimates were way off.

Now, if after all the extra work, you determine that your maximum purchase price is well below the list price, you’re still free to make an offer, but you shouldn’t get your hopes up about getting the property under contract. But, don’t be discouraged! I looked at many, many properties before I made my first offer, and made lots of offers before I got my first one under contract. The time I spent looking at properties and the money I spent on my GC during that time wasn’t wasted one bit -- every time I looked at a property and ran the numbers, I learned more about assessing properties, estimating costs and analyzing deals, making the next properties that much easier to evaluate.

Remember, it’s a learning process, and as long as you’re gaining knowledge and confidence every step of the way, you’re making progress.

Using Price Per Square Foot to Pre-Evaluate

Before I end this chapter, I wanted to provide one other rudimentary tool that may assist you in pre-evaluating potential deals. While I’m not a huge fan of using shortcuts to determine rehab costs, at this stage of the process, you’re only going to need a rough idea of how much you’ll need to spend to renovate a particular property --just enough of an idea for you to determine if you’ll place an offer.

With that in mind, I wanted to throw out one more trick you can use to give you a very fast idea of whether further investigation is warranted on a particular property. I would not suggest relying on this method as a formal analysis technique, but it can certainly be handy to help narrow down prospective deals.

This method involves comparing the per square foot prices of the candidate house against the per square foot price of the resale value. In many cases, significant differences between the per-square-foot resale values and the per-square-foot distressed values can indicate a possible deal.

As an example, in my area, most entry-level houses are selling for about $65 per square foot after rehab in my farm area. Given that the typical property is about 1500 square feet, my goal is to make about $10 per square foot in profit (about $15,000). Based on my estimates – this is something your GC should be able to tell you as well – the typical rehab of houses I go after is somewhere in the $15-30 range (let’s say $25 is the average). Lastly, given that my fixed costs are about $15,000, that’s another $10 per square foot in costs.

Substituting all the square foot costs into the The Flip Formula, we can determine an estimate of maximum purchase price per square foot for houses in my area:

MPP/sf =

Sales Price/sf - Fixed Costs/sf - Profit/sf - Rehab Costs/sf

or

MPP/sf = $65 - $10 - $10 - $25 = $20

In other words, if I find a house listed at $20/sf or less in my area, there’s a reasonable chance that it’s a deal, assuming the resale value is around $65/sf or more and the rehab costs are around $25/sf or less. While I certainly wouldn’t suggest using this method to make purchase decisions, it’s another estimation tool for your arsenal, and can be a great way to quickly screen properties to know if they are worth looking at more closely. This is also a great way to get a ballpark idea of what price range of distressed properties you should be looking for in your area.

One last thing to keep in mind when using this method: in some cases, you may overlook great deals (or be convinced a deal is great when it isn’t) simply because this technique relies on making assumptions and dealing with averages. For houses out there that aren’t “average,” this technique can lead you down the wrong path – it can make good deals look bad or bad deals look good. So again, use this technique with caution and never rely on it as a formal analysis tool.


Chapter 10: Making Offers

You’ve found a property that you think might be “the one,” and you’re ready to make an offer. Whether the property is right off the MLS or whether the offer is being made to a seller who you’ve been talking to for days, once you’ve determined that you’re ready to make an offer on a property, you’re going to want to do so in writing (at least until you gain some experience).

There are several reasons for this:

        ▪If the property is listed on the MLS, the seller will likely require that the offer be in writing and will not even consider a verbal offer;

        ▪Even if a written offer isn’t required (for example, if you’re verbally negotiating with a private seller), the formality of putting the offer in writing will discourage the seller from backing out of the deal if they agree to an offer and later change their mind (before the offer can be written up);

        ▪Negotiating in person can be very difficult for someone who doesn’t have experience. Sellers may react emotionally to your offer and if you’re not prepared to respond to the emotional reaction, you may find yourself in a difficult situation that you don’t know how to handle.

If you’ll be submitting an offer on an MLS listed property, your real estate agent will most likely be handling the writing of the contract. If you’ll be submitting an offer to a private seller without an agent involved, you should obtain a copy of your standard state contract and fill it in yourself.

In either case, you’re going to want to be familiar with the basic components of a real estate contract, and there are some important decisions you need to make before submitting your offer.

State Contract vs. Custom Contract

The first question you’re going to need to answer is what contract you’ll be using. The two choices generally boil down to using a standard state contract or using a custom contract that suits your particular needs.

If you’ll be making offers through an agent on properties listed on the MLS, you won’t have a choice -- your agent will require you to use the standard state contract. The state contract is just a fill-in-the-blank document that all licensed agents/brokers in your state use. By using the same contract, agents can essentially “speak the same language” and there’s less concern about an agent putting something in the contract that doesn’t hold up to legal review.

While the agent cannot legally make any major changes to the contract, they can add small components (called “stipulations”) that add to or change the contract in small ways. For example, the agent could add a stipulation that says you get to keep the dining room table when you purchase the house; if both sides agree and sign the contract, it’s now legally binding.

If you’ll be making offers without an agent, it still may be possible to use the state contract. While technically this may not be allowed, it’s generally not too difficult to get your hands on a blank copy that you can fill in yourself. The advantage to this is that you can be assured that your contract is fully legal for your state, has most of the legal components you’ll need, and is most likely skewed towards protecting the buyer over the seller, which most state contracts are.

If you don’t have access to the state contract or if for some reason you don’t want to use the state contract, you can go with a custom contract. Some people will download contracts off the Internet, some will pay attorneys to create one and some will share contracts with other investors they know. The big reason why some investors choose to use their own contract is that the state contracts are often long and seemingly complicated; by using a custom contract, an investor can create something that is much shorter (sometimes a single page) and more easily readable than the state version.

There are many downsides and risks to using a custom contract, especially if not written or reviewed by a qualified attorney. First, much of contract law is state specific -- it’s possible that a custom contract has will have components that may not be legal in your state. In the worst case scenario, a custom contract may not even contain the minimum components that make up a real estate contract, meaning that either party could just back out at any time.

The other big risk is that your “simple” contract won’t contain all the important provisions that will come into play if something about the deal goes awry. Remember, when everything goes smoothly, contracts are barely necessary. It’s when things go wrong that a contract is important, and if your contract doesn’t cover the situations where things go wrong, it may not be worth the paper it’s written on.

I’ll leave it at this: If you plan on using a non-state-approved contract, make sure that you spend the couple hundred dollars it will take to have it reviewed by a qualified real estate or contract attorney. While we all hope that our deals will go smoothly and there will never by any contentious legal battles, it’s always better to be prepared for a worst case situation.

The 5 Big Contract Components

Regardless of whether you plan to use the state contract or your own custom contract, there are several key components to your offer that will need to be decided and added to the contract. If you’re working through an agent, you’ll want to provide this information to her; if you’re writing up the contract yourself, you’ll want to consider these issues and ensure they are addressed properly within your contract.

Specifically, here are five big decisions you’ll need to make in order to prepare your offer:

1.Cash or Financing

2.Purchase Price

3.Earnest Money

4.Closing Costs

5.Contingencies

Let’s discuss each of these in more detail...



1. Cash or Financing

The first thing you’ll need to figure out is whether you’ll be offering to purchase the property “ALL CASH” or “FINANCED.” This decision will impact several other parts of your offer, and if your offer is accepted, will dictate how the seller views the deal throughout the closing process. Generally speaking, an all cash offer is one where you intend to purchase the property using cash you currently have available in your name (you will likely be asked to prove it) and a financed offer is one where the funds are intended to be borrowed or otherwise obtained before the closing.

Sellers tend to be very biased towards all cash offers, and being able to offer all cash will greatly increase your odds of getting your offer accepted...or at least seriously considered. But, many sellers (especially banks, if you’ll be offering on REOs) are very strict with their definitions, and if you can’t provide a statement from a bank or brokerage account with your name on it and showing the full amount of the funds being available, the seller may not consider you an all cash buyer. Even if you fully intend to have access to the cash by the closing date (perhaps you’re borrowing the money from a family member or are in the process of selling another property), if you can’t prove that the cash is in YOUR account at the time of the offer, you run the risk of not being considered a cash buyer and your dishonesty in the eyes of the seller may cost you the deal.

So, while this may not be what you want to hear, if you can’t include a bank statement in your name with the offer, you’re going to make a “financed” offer. On the bright side, when sellers (especially banks) accept a financed offer, they realize that the risks of the deal not closing are going to be significantly higher, and they tend to be more lenient when it comes to other aspects of the deal and reopening negotiations should there be inspection items that the lender takes issue with.

TIP: I’ve seen investors try to pass off financed offers as all cash offers on many occasions, and it normally backfires on them. Investors will try to treat a hard-money loan as all cash or will try to treat a private loan from a friend or family member as all cash, but banks don’t see it this way. If you claim to be doing an all-cash purchase when you don’t have proof that the funds are in YOUR account at the time of the offer, you stand a good chance of coming off as an amateur and reducing your odds of getting your offer considered.

For what it’s worth, it’s always bothered me that banks are so concerned when it comes to whether an offer is all cash or financed. In a logical sense -- and I’ve made this argument to sellers on several occasions -- EVERY offer is an all cash offer, simply because the seller will always receive a cash payment at the closing, regardless of how the buyer obtained the funds. Of course, from the seller’s perspective, an all cash offer is preferred over a financed offer, simply because they don’t have to worry the buyer not being able to get the loan; but, in my opinion, sellers get way too caught up in the terminology as opposed to taking into account all aspects of the offer.



2. Purchase Price

The next big decision you’ll need to make is your starting offer price. In Chapter 8, we discussed The Flip Formula, which should have helped you determine what your Maximum Purchase Price (MPP) will be on the property. But, you won’t always make your first offer your highest price. In some situations, you’ll want to start with a low offer that you expect will get negotiated higher and in other situations you’ll want to offer at your MPP right off the bat.

Depending on the situation, one strategy will likely be more successful than the other.

Starting With a Lowball Offer

For properties that have been sitting on the market for long periods of time (over 90 days) and that haven’t seen a recent price drop, the seller has most likely not had any reasonable offers in a long period of time. This means that the seller is going to be more willing to negotiate in order to dump the property; and offers you an opportunity to pick up the property well below the list price, and hopefully well below your MPP. With REOs, even properties that have been sitting on the market for a long time likely won’t sell for less than 75% of list price, but that doesn’t mean you can’t open negotiations at 65% or 70% of list price and work up from there. And with private sellers, you can open up negotiations at any price, as long as you’re comfortable making a low offer.

When making your first offer on a property that has been on the market for a long period of time, your goal should be to get a counter offer. This indicates that the seller is willing to negotiate and will at least entertain a low offer. Once you get that first counter offer, you can be reasonably sure that the seller is motivated and will come off the list price by at least 5-10% if you continue to negotiate.

TIP: Specifically regarding REO offers, in my experience, the seller’s first counter offer will be near or at full-price, while the second counter offer will generally represent his biggest price reduction. For example, let’s say a property is listed at $100,000 and you offer $75,000. Often, the seller will make their first counter offer near full price; in this situation, the seller may counter at $97,000 or $98,000. You will then make your first counter offer; I would suggest giving in just a bit more than the seller did, perhaps with a counter-offer of $79,000. The seller’s next counter offer will likely represent his biggest price drop, perhaps down to $88,000. At this point, you can expect that future counter offers will be small and that the seller will want to stay relatively close to that $88,000 price. Of course, this is just an example -- actual price negotiations will vary wildly based on the property, the seller and the situation.

Starting With Your Maximum Offer

There are other situations where you’re more likely to get a property under contract by making your first offer your highest offer (MPP). This situation most commonly arises when buying a publicly marketed property (i.e., it’s on the MLS) that has just been put on the market and it’s priced very reasonably -- especially if there doesn’t seem to be a lot of competition.

As an example, I remember looking at the MLS last year just a few days before Christmas. I came across a two-day-old REO listing in a neighborhood where I had already flipped several houses and the list price of the property was about $5,000 below what I knew I could pay for it (it was a great deal). I called the agent expecting that she would already have gotten several offers or at least several phone calls about the property, but she told me that she didn’t have any other offers and that the seller was motivated.

The fact that she told me that the seller was motivated indicated that I likely could have submitted an offer below list price, and still have a reasonable shot at negotiating the deal. So, what did I do?

I immediately put in an offer OVER list price!

Why would I put in an offer over list price when I knew there was no competition and the seller was motivated? Because I realized that had I opened up negotiations by putting in an offer lower than list price, the whole negotiation process would likely drag out for several days. In that time, other investors who had not seen the listing (it was Christmas and people were busy doing other things) would see it and start bidding the price up. Had that happened, the property would likely have gone for even higher above list price, and I may not have gotten it.

I knew that putting in an offer slightly above list price would encourage the seller to quickly accept the offer, and even at that price, I was getting a great deal.

In fact, I will often put in an offer at or near my MPP when the property is newly listed, priced competitively and when I know there will be lots of competition to buy it. And when my MPP is higher than the list price? I have no problem putting in a first offer higher than list price when I know there will be competition and when that higher-than-list-price offer is still a great deal.

“Highest and Best”

When dealing with REOs, expect to hear the term “Highest and Best” very frequently. This is the term listing agents (the agent representing the seller) generally use when asking for your best offer on the property. This is often done when the seller has multiple bidders on the property and essentially wants to negotiate all the offers at once. Each bidder will be asked for their best offer and the seller will choose to accept one of them or may even choose to continue to negotiate with one of the bidders after the highest and best offers are submitted.

I’ve seen plenty of cases where the listing agent will say that there are multiple bidders and ask for my highest and best offer, but I know -- or at least strongly suspect -- that I’m the only one who made an offer. Many investors find the whole “highest and best” game to be highly unethical on the part of the seller, especially when it’s not true that there are multiple bidders. But, you have to remember, the seller is looking to get as much money as possible from his sale, and highest and best is a just one negotiation tactic that will allow him to do that. So, while it may seem unethical (and will certainly be annoying), as an investor, it’s just something we need to deal with when offering on REOs.

Here are a couple key things to keep in mind when you get asked for your highest and best offer:

        ▪Just because you’re being asked for your best offer doesn’t mean that you need to raise your offer. If your previous offer is the highest you want to go -- or if you suspect that your offer is the only offer and you’re willing to take a chance -- you can feel free to tell the listing agent that your current offer is your highest and best.

        ▪Never go above your MPP just because an agent is asking for highest and best. Even if you know there are other investors willing to bid above your MPP, don’t get sucked into feeling like you need to go higher. There are always other properties, and it’s certainly better to lose a property than to get a property but have it be a bad deal.



3. Earnest Money

The next question you’ll need to answer when putting in an offer is how much earnest money you plan to put down on the property. Earnest money is a customary deposit that you provide along with the offer to show good-faith in your promise to purchase. Earnest money is also the security that the seller gets to ensure that you follow-through on your contractual commitment; if you back out of the deal after your contingency period(s) are up (in other words, if you violate the contract), the seller may be legally entitled to keep your earnest money deposit.

When dealing with a private seller, the earnest money deposit could be as small as $10 or $100 (in some cases, it could even be $0!). There is no significant downside to giving a small earnest money deposit as a buyer, so when buying from private sellers, always shoot for as little as possible. The big advantage to a larger deposit is psychological -- large amounts of money upfront look very enticing, and may allow you to negotiate better terms on the rest of the deal, such as a lower purchase price.

When dealing with a bank-owned property, you are going to be required to put down at least $500 in earnest money, and possibly more. In fact, these days, many banks require at least $1000 in earnest money, and if your offer is an all cash offer, you will generally be required to put down 10% of the purchase price as earnest money.

TIP: When making an offer on REOs, you will likely be required to provide a personal check for the earnest money at the time the offer is made. Your agent will likely photocopy the check and attach a copy to the offer. But, this check WILL NEVER BE CASHED. If the bank decides to accept your offer, you will be asked to provide earnest money in the form of certified funds (cashier’s check, for example) and your personal check will be returned to you. If you plan to make several simultaneous offers and are concerned about all the personal earnest money checks you’ll need to write, ask your agent to use the same photocopy of your check for all the offers. Since this check will never actually be cashed, your agent should have no problem doing this.



4. Closing Costs

A lot of new investors (and new homebuyers) don’t realize this, but in some areas of the country and for some price level of houses, it’s not uncommon for the buyer to ask the seller to pay some or all of his closing costs for him. This is more common for lower-priced houses and for buyers who are getting loans, as these are the buyers who tend to have the least amount of disposable cash, and they are trying save their cash as much as possible.

When I’m selling a property, my buyers generally ask for me to pay 3-4% of the sale price towards their closing costs, with some buyers asking me to pay up to 6% (the maximum limit that most lenders will allow).

So, when you’re the buyer, remember that you have the right to ask the seller to offset some of your upfront costs by having them pay part are all of your closing costs for you. Keep in mind that when making offers on short sales, the seller generally doesn’t have any money to contribute (they can’t even pay their mortgage), and the lender generally won’t contribute; so don’t expect to get any closing costs in this situation. And, when buying REOs, the bank is going to be a lot more accommodating about paying closing costs when the buyer is getting a loan than when he is paying cash.



5. Contingencies

A contingency is a statement (also known as a “stipulation”) that is added to your contract that will allow you the right to back out of the deal without penalty under specific circumstances. Contingencies are often used by buyers who aren’t 100% convinced they’re ready — or able — to buy the property, and want some extra time to “get their ducks in a row.”

When making an offer, you’ll need to decide if you want to include a contingency, and if so, what specifically the contingency will say. There are several standard contingencies that are used in real estate contracts that you might want to use.

Here are the most common:

        ▪Inspection Contingency:

Also known as a “Due Diligence Period” or a “Due Diligence Contingency,” this contingency says that the Buyer has a set amount of time (often ranging from 5-10 days), where he can do whatever he needs to do to ensure that he wants to buy the property. This might include inspections, appraisals, contractor walk-throughs, etc.

If at any time within that inspection period the Buyer chooses to back out of the deal for any reason, he can. This is a common contingency for anyone who is not intimately familiar with inspecting properties and coming up with rehab cost estimates. The Buyer can use this time period to get a full property inspection and get bids from contractors to do any necessary work. If any surprises turn up, he can then either ask for a discount (or repairs) or just back out of the deal.

        ▪Financing Contingency:

This is one of the most common types of contingency. Basically, it says that your offer is contingent on you being able to procure financing for the property. It will often be specific about the type of financing (FHA, Conventional Loan, etc), the terms (interest rate, down payment, etc), and the time period.

For example, a typical financing contingency might read as follows:

Buyer shall have 20 days from the date of binding agreement (”Financing Contingency Period”) to determine if buyer has the ability to obtain a loan with the following terms:

* Loan Amount: 96.5% of the total purchase price of the property

* Term: 30 years

* Interest Rate: No Higher Than 5.25%

* Loan Type: FHA

This agreement shall terminate without penalty to Buyer if Buyer is unable to obtain the loan described above and notifies seller in writing of this event within the Financing Contingency Period.



Any Buyer who is planning to use financing to purchase a property should include a Financing Contingency; worst case, your financing will fall through, but you’ll still have the option to back out of the deal without penalty.

        ▪Appraisal Contingency:

This contingency basically says either:

                ○If you can’t get an appraisal on the property that is at least as high as the purchase price, you can back out of the deal; or

                ○If you can’t get an appraisal on the property that is at least as high as the purchase price, you can ask the Seller to drop the price, and if he refuses, you can then back out of the deal.

The appraisal contingency often goes hand-in-hand with the financing contingency, as the lender will not fund the loan above the appraised price.

        ▪Selling A Current Property:

This one has become more prominent these days among homeowners looking to upgrade their current house. This contingency basically says that the Buyer has a right to back out of the deal if he can’t sell his current residence to someone else. Generally, the contingency will call out a time period for which the contract is in effect, thereby giving the Buyer that amount of time to sell his other property.

This contingency is not generally used by investors, but is very common among homeowners going from one house to another.

While there are literally thousands of other possible contingencies that you might see or use in a real estate contract, these are the most common, and many of the others are based on one of these.

Some others that you might come across at some point include:

        ▪Termite Letter Contingency

        ▪Lead Paint Test Contingency

        ▪Deed Contingency (stipulates what type of deed is expected from the seller at closing)

        ▪Radon Testing Contingency

        ▪Mold Inspection Contingency

        ▪Sewer Inspection Contingency

        ▪Private Well Inspection Contingency

        ▪Home Owner Association Documents Contingency

        ▪Insurance Contingency (stipulates that you can get insurance at a reasonable price)



Rules for Using Contingencies

I want to discuss the four rules for using contingencies (or not) to improve your investing success…

First, let me start with the first and most important rule of using contingencies when making offers:

Rule #1: The fewer contingencies used in your offer, the more attractive your offer will be to the Seller.

Perhaps this is obvious; perhaps not. Let’s look at it from the perspective of the Seller:

He wants to sell his property as quickly and as efficiently as possible, and any contingencies you put in your offer is an opportunity for you to back out of the deal before it closes.

So, as a Buyer, you want to limit your contingencies to only those that are absolutely necessary. I’m certainly not saying to never use a contingency — sometimes they’re very important — but don’t use more than necessary to protect your interests. And, if you have the ability to use no contingencies in your offer, that makes your offer much stronger than any competing offers.

Of course, unless you have had the property inspected (or have done it yourself) and are absolutely sure that you want to move forward, you take a risk by not have a contingency in your offer.

So what I recommend for most people is:

Rule #2: If possible, limit your offer to a single contingency.

While it may be more reassuring to you to have lots of contingencies in your offer — it means you have more leeway to change your mind, right!? — the truth is, that a single contingency often provides all the protection you need. In fact, for 80% of the offers I make, the only contingency I use is the Inspection Contingency (the other 20% of the offers I have no contingencies at all).

The inspection contingency will give me a fixed period of time — generally 5-10 days, depending on how much I think I need — to get everything in order to ensure that I want to — and can — buy the property. During that inspection period, I will get my property inspection completed, I will ensure that I have my financing lined up, I will create my Scope of Work, I will have my contractors come out to the property to give me bids, I’ll contact my insurance agent to get quotes, etc.

TIP: While an Inspection or Due Diligence Contingency is technically designed to allow you to back out of a deal if you come across an inspection issue, in reality, you can use this contingency to back out of the deal for any reason. In the worst case situation, if the seller asks you why you are backing out, you can always say that your contractor bids came in higher than expected and that your numbers just don’t work. Even if the real reason you’re backing out has nothing to do with inspections or contractors.

By the time I’ve used up that inspection period, I’m pretty sure of whether I’m ready to move forward on this property or not. If I’ve come across anything concerning (structural issues, mold, missed repair costs, etc.), I might go back to the seller to request a lower price, and worst case, I might back out of the deal.

Which brings me to Rule #3:

Rule #3: Only execute a contingency if absolutely necessary.

I know plenty of investors who will make lots and lots of offers, each with contingencies. They won’t even bother looking at the properties unless they get their contract accepted. While this is a perfectly reasonable way to make lots of offers in a short period of time, it also increases the probability that you’ll end up having to back out of one or more of those offers using your contingency.

Perhaps you find that there is more repair work than you needed. Or maybe you find that there is a structural issue that will be costly to fix. Or maybe you determine the layout of the property will make it difficult to sell. Regardless, if you’re not careful, you’ll find yourself backing out of deals.

And if you back out of too many deals, you run the risk of getting a bad reputation. If you work with the same listing agents over and over (for example, if you buy REO properties), and you have a reputation for backing out of deals using your contingencies, you’ll find that you start getting many fewer offers accepted. Remember, Sellers are interested in getting rid of their property as quickly and efficiently as possible, and if they think you’re just going to waste their time by backing out of the deal, they won’t even bother to accept your offers.

If you intend to use your contingency, consider alternative uses:

Rule #4: Contingencies can be negotiating tools.

Just because you find that the deal isn’t working out for you, doesn’t mean that you need to use your contingency to back out. You can use that contingency to reopen negotiations with the seller instead.

For example, let’s say that during your inspection you find that there are some major plumbing issues in the property that will require an extra $3000 in plumbing work that you hadn’t factored in. Instead of using your contingency to back out of the deal, use it as an opportunity to ask the Seller to drop his price by $3000. Not only do you keep the deal alive, but the Seller would likely face the same issue with the next buyer, so one way or the other, he’s going to end up eating that $3000 cost.

Or, let’s say your financing falls through — instead of using the contingency to back out of the deal, perhaps you can use it to reopen negotiations around seller financing, especially if the Seller is a bank.

The key is that even when you use a contingency, you don’t have to use it to back out of the deal; you can instead use it to revisit the original deal and try to come to a reasonable compromise that resolves the issue(s) and makes both parties happy.

Negotiating Tips

If you’re going to be dealing directly with private sellers, there may be occasions where you find yourself in a verbal negotiation. As I mentioned above, I don’t generally recommend verbal offers or negotiation when you’re inexperienced, but if the situation arises, you should be prepared.

While I could write an entire book on negotiation (and there are plenty of great books out there that you should consider reading), here are a few of the most important negotiating tips that you can put into action immediately.



Tip #1: Let the Other Party Speak First

You’ll often hear people say, “Never make the first offer…let the other party do it.” This is great advice, but do you know why that will help your negotiating position?

There are two reasons:

1.First, it allows you to define a mid-point. Many inexperienced negotiators will find themselves “splitting the difference” in their negotiations; for example, if one inexperienced negotiator starts by asking $200 in the negotiation and another inexperienced negotiator starts by offering $100 in the negotiation, the negotiation result generally will end up somewhere around $150 (the mid-point). This is human nature not to want to give more or less than you’re getting, so people tend to increase or decrease their offers by the same amount as the other party.

But, when the other party states their position first, you have the ability to define the mid-point of the negotiation!

In the example above, if the seller had stated the $200 ask first, the buyer could easily have offered $60, thereby reducing the mid-point of the negotiation (where they expect to end up) down to $130. On the other hand, had the buyer offered $100 to open the negotiation, the seller could have increased his ask to, say, $260, thereby increasing the midpoint to $180. As you can see, the person who states the first position is at a disadvantage to the person who waits, as the person who waits can define the mid-point.

2.Second, it’s quite possible that the other party’s first offer will be better than the first offer you would make. For example, let’s say you want to hire a plumber, and your budget is $500 for a particular project. While you could state upfront that you have $500 to spend on the plumbing work (in the hopes that the plumber doesn’t ask for more than that), what if the plumber was only planning to charge $300? You’ve now told him that you’re willing to pay $500, so he has little reason to quote you anything less than that. By stating your position first, you’ve given away valuable information to the other party (you maximum price), and he will use that information to extract the most money possible from you.



Tip #2: Stop Talking and Start Listening

One of the strongest maneuvers when negotiating is to keep your mouth shut. Unfortunately, it’s also one of the most difficult. People are naturally uncomfortable during a negotiating silence, but this is exactly why you should work to ensure those silent periods occur. If you’re uncomfortable, you can be sure that the person you’re negotiating with is uncomfortable as well. And the common result of this uncomfortable situation is that one party will make a concession to break the awkward silence.

Next time you are negotiating and the person on the other side of the table throws out an offer, make a point to say nothing. Whether it be 10 seconds or 10 minutes, make the other person break the silence. You’ll be surprised to find that he or she will often interpret your silence as anger or disappointment, and will break the silence by revising their offer or offering a concession. Master negotiators will use this tactic to get less experienced negotiators to make successively lower offers without ever having to throw out a counter offer themselves.

This may be the most basic — but most useful — negotiating tactic you’ll ever employ.



Tip #3: Information is Power

I’d estimate that in 95% of all negotiations between experienced negotiators, the one with the most information (pertaining to the negotiation) will walk away with the better outcome. When negotiating, it’s important to know as much as possible, not just about the object of the negotiation, but also about the party you’re negotiating with and their motives.

Most people tend to assume that negotiation is always about money, but often it is not. Smart negotiators realize that in many cases, it’s more important to solve a problem than to offer the most money.

For example, let’s say two buyers show up at an open house and both want the house. The first buyer assumes that the seller wants the most money possible, and offers full asking price, but needs two months to close in order to get financing in order, get inspections, etc. The second buyer asks the seller why he is selling, and the seller says that he has received a job offer in another state and needs to move in the next two weeks; the second buyer makes an offer for $10,000 less than asking, but agrees to close in two weeks, and has no financing or inspection contingencies. While the first buyer offered more money, the second buyer likely solved a problem that was more important than the price difference in the offers -- all because he gathered some information from the seller before making an offer.



Tip #4: Check Your Ego at the Door

Oftentimes, we assume that the other side is looking for something tangible in the outcome of a negotiation: more money, better terms, etc. But, a lot of people who pride themselves on their negotiating skills are more interested in having their ego stroked than they are in any real tangible outcome. While some people are going to be all about getting every extra penny in the deal, there are those who will happily give a discounted price (assuming they are still above their minimum threshold) in return for some solid ego stroking.

In Real Estate negotiation, this might mean telling a contractor how highly recommended he comes; it might mean reminding a potential investor/buyer how good he is at rehabbing on a shoestring budget; or it might mean “confessing” to your wholesaler how much you hate buying from him because he is such a good negotiator. You’d be very surprised how far some sincere flattery will go in getting you a better negotiating outcome. Not only will it encourage the other party to put their defenses down, but they will feel an obligation to “return the favor” in some way — make sure you give them a way to return it right then in terms of a lower price (or whatever else you might want).

Remember the last time you negotiated with someone who was really nice? How about the last time you negotiated with a complete a**hole? Which one did you feel better about “sticking it to them?” And which one were you happy to give a break to?


Chapter 11: Your Due Diligence

I’m going to start this chapter with a story. Hopefully this story will impart the importance of doing a thorough job of due diligence every time you are considering buying a property.

A Cautionary Tale

This is a story about an REO property that we got under contract a couple years ago when we were first starting out. As a little back story, my wife occasionally looks through the expired listings on the MLS to see if there may be something good that slipped through the cracks and that might be worth trying to negotiate. She found a property that looked like a good deal, and was surprised it didn’t sell at the listed price prior to expiring, so she called the listing agent to get more info.

The listing agent was confused, and said, “Oh, it’s not expired…it’s still active and ready to be sold…though we haven’t gotten much activity on it recently.” Clearly, the agent didn’t realize that the MLS listing was incorrect, which explained why there was no activity on the property — no other agents or buyers even realized the house was for sale.

We went to look at it, and it was even nicer than in the pictures. It was clear that at some point after the MLS pictures were taken, the seller (the bank) had come in and painted both the interior and exterior, replaced the carpet, and obviously made some additional repairs. It went from being a decent deal to what seemed like a great deal. Thinking we found a hidden gem lost in the MLS, we quickly put in an offer, and requested 3 days of an inspection period to do a bit more investigation should our offer get accepted.

Within 24 hours, we received a counter offer just a little higher than our offer price. The agent told us that the property was scheduled for auction, so she needed a response ASAP. We quickly accepted the counter-offer, and were excited that we got gotten this practically-move-in-ready house for such a great price, and without any competition!

But, as I always do when I get a house under contract, I immediately sent my project manager over to see if there were any issues I might have missed on the initial inspection (though on this one I was pretty confident I hadn’t missed anything). My project manager was working on a house around the corner, so he went right over…

He called me when he got there, and the first thing he mentioned was a little mound of dirt in the corner of the kitchen. I had seen it during my inspections, and knew that it likely meant termites, but I didn’t notice any additional or obvious damage in the area, so I assumed there was a minor termite problem — something we deal with all the time. Luckily, my project manager wasn’t convinced it was so minor, and investigated further. When he pushed on the baseboard at the bottom of the wall near the dirt mound, his finger went right through the baseboard!

He kept looking. Apparently, the entire baseboard was destroyed by termites and was only being held together by the fresh coat of paint that had recently been applied. He checked the window sills — completely eaten by termites. He checked the steps in the center of the house — many of the steps were destroyed by termite damage. He went upstairs and found that a bunch of the wood trim on the second level had been destroyed by termites, but again, the damage was not obvious due to the fresh paint keeping the wood from crumbling.

Once he knew what he was looking for, it only took a few minutes to realize that — best case — there was likely $10,000 or more in damage, as many of the walls would need to be ripped out, framing components would likely need to be replaced, etc. Worst case, the house could have such extensive termite damage to the structure that it could be cheaper to just knock it down. And the house was less than 15 years old!!!

Without ripping out much of the drywall in the house, there was just no way to know how much work was needed or how difficult the damage would be to repair. Needless to say, we declined to purchase the property.

Anyway, the moral of the story is that someone — likely the bank who was selling it — went into the property and did their best to cover up the damage with some fresh paint, some new trim pieces, etc. And they actually did a pretty good job — enough that I missed the warning signs during my inspection and I have a feeling some unsuspecting buyer likely ended up purchasing this property at the upcoming auction -- not knowing until too late what he was facing.

Due Diligence Tasks

The goal of due diligence is to verify (or perhaps not verify) all the assumptions you made during your initial evaluation of the deal. In other words, you’ll be using this time to ensure that you have all the numbers necessary to make a final go or no-go decision on this project. Much of your due diligence work should have already been completed, but perhaps not to the level of specificity that is required to make you perfectly comfortable moving forward.

With that in mind, here is what should be done at this point in the purchase process:



1. Get An Inspection

In Chapter 8, we discussed property inspections just a bit. At that point in the process, the goal of the inspections was to be able to generate a list of work items detailed enough to create a decent rehab estimate. You likely either did the inspection yourself, had another investor help you out, or perhaps worked with a GC to do a cursory walk-through of the property and provide some basic inspection services.

Now that you actually have a property under contract and are considering putting a great deal of cash at risk, it’s time to be a lot more formal with your inspections. The goal at this point is to ensure that nothing major was missed during the initial inspections that might have serious impact on the project schedule, budget or scope, and also to provide a detailed enough report that you can create your scope of work (SOW). You will use this SOW to create your budget and your schedule, so you need it to be complete and accurate, which all goes back to having a full inspection on the property.

At this point, I would highly recommend spending a couple hundred dollars to get a full inspection completed by a well-trained property inspector. To find a good inspector, talk to other investors in your area or even ask a good real estate agent. You may also want to do a little research into how property inspectors in your area are licensed and deemed qualified. For example, where I live (Georgia), there is absolutely no requirement for home inspectors to get licensed or accredited, so basically anyone can slap the title “Home Inspector” on themselves and start inspecting houses.

While there isn’t much in the way of national home inspector accreditation in the United States, the American Society of Home Inspectors (ASHI) is one of the more respected organizations. If you have nothing else to go on when searching for a home inspector, at least find one that is ASHI certified, and you’re probably going to do better than just picking a random inspector without any certification.

The home inspection will likely cost between $250-400, but not only is this an opportunity for you to get a full report of the problem areas of your house, it’s also an opportunity for you to start to learn the inspection process on your own. While the inspector is at the property, follow him around and ask LOTS of questions. Most inspectors will follow a similar protocol when walking through a house, and by asking lots of questions about what they are doing, what they are looking for and what they are finding, you’ll being to get a feel for the process and how to do it yourself in the future. For a few hundred dollars, you’ll not only get an inspection report for the property, but you’ll get an education to go along with it!

In fact, this is the basis for my learning to do inspections on my own. After about a half dozen home inspections and a couple rehabs under my belt, I was comfortable inspecting pretty much every aspect of a house other than the foundation or major structural issues (I’ll still call in a professional when there’s a problem I’m not comfortable diagnosing myself). But, after a few houses, if you pay attention and ask a lot of questions, I promise you’ll start to get much more comfortable inspecting and estimating without spending any money.



2. Create a Scope of Work (SOW)

Once you’re confident that you have a firm understanding of the condition of the property -- what is working and what is not working -- the next step of the due diligence is to create a Scope of Work (SOW). The SOW is the detailed plan from which the entire project will be created. The SOW will determine the budget, drive the schedule and guide the contractors. In many ways, the SOW is the most important piece of the project -- without it, the project can’t come together.

What I have to say about the SOW and how to create it is a big chapter unto itself, so I won’t try to squeeze that information in here. Chapter 12 has everything you need to know about creating an SOW; feel free to jump to that chapter now (make sure you come back!) or keep reading and you’ll get there soon enough.



3. Create a Final Rehab Budget

Once your SOW is finalized, it’s time to use it to create a detailed budget. While we talked about putting together a ballpark rehab estimate in Chapter 8, now is the time to create a precise (and hopefully accurate) budget that will help you make a final determination about whether this project makes sense or not.

Chapter 12 talks about how to use the SOW to generate a detailed budget.



4. Verify Your Resale Value

Back in Chapter 8, we discussed how to do your own comparable market analysis to determine the resale value of the property after it was rehabbed. Now is the time to ensure that you’re confident in that value. If this is your first project or you’re not very familiar with the area where you’re investing, you shouldn’t hesitate to hire a professional to help you with this step.

If you can find one or two experienced real estate agents (preferably listing agents) who are familiar with the area to provide you a CMA, that’s a great first step. If there is any doubt that the values generated by those agents are not correct (for example, if they are far from what you estimated or if they are vastly different than one another), don’t hesitate to hire a licensed appraiser to determine what the resale value of the property will be.

Run the Numbers Again

With all the information you’ve generated above, it’s now time to run the numbers again with the new -- and hopefully more detailed -- information that you have. This is the ultimate goal of the due diligence process -- to generate the information necessary to determine once and for all if you really should go through with the deal or not.

In this step, we’re going to take the data we’ve generated to determine whether this property will be likely to generate our minimum acceptable profit should we purchase, rehab and resell it. To determine your profit potential on this deal, we’re going to rearrange The Flip Formula we discussed in Chapter 8 and plug in the numbers we generated during due diligence:

Profit =

Sales Price - Purchase Price - Fixed Costs - Rehab Costs

where:

Sales Price is what was determined by your final appraisal or comp analysis

Purchase Price is the contract price on the property

Fixed Costs are the final estimated costs to complete the project, minus your rehab costs

Rehab Costs are the costs to complete the rehab (your Rehab Budget)

After running the numbers using the data you’ve collected during your Due Diligence, you should be able to estimate the profit potential on this deal pretty accurately. If the profit potential on the deal meets the criteria you laid out in Chapter 10, then you have a project worth pursuing!

If the profit potential for this deal doesn’t meet your requirements, now is the time to consider other options.

What if The Numbers Don’t Work?

Hopefully it won’t happen too often, but every once in a while, you’re going to find that the numbers you generate during due diligence indicate that the deal you have isn’t really a good deal at the agreed-upon purchase price. How you handle this situation will play a large part in whether you consistently make profits rehabbing houses or only sometimes make profits.

Too many rehabbers will find themselves in a situation where they determine during due diligence that the numbers don’t really work, but are so emotionally attached to the deal that they convince themselves it’s a good deal anyway. Perhaps they’ll talk themselves into believing they can sell for more than they originally thought; perhaps they think they can cut rehab costs; or perhaps they think they can get the project done more quickly to reduce holding costs. In nearly all cases, all they are doing is delaying the inevitable problems that come with doing a bad deal.

So, if you find yourself in a situation where you realize during due diligence that the numbers don’t work, what are your options? They’re actually pretty simple:

1.Ask for a price reduction. The first course of action is to go back to the seller and request a price reduction. I’ve found that honesty is the best policy in these cases – just tell the seller that your initial numbers didn’t work, and provide some support for your realization. For example, if you realized that the resale value is lower than expected, let the seller know about recent comps that impact resale value. If your rehab costs are higher than expected, provide the seller a list of the surprise repairs that you found during due diligence. In my experience, if you can convince the seller that you really did gather new information during due diligence that affects the deal, the seller is going to be more willing to consider a price drop than if you just ask for a discount without any substantiation. And, for REO deals, the bank will often require inspection reports and/or contractor bids before they consider a price reduction based on repair issues that were found during due diligence.

2.Back out of the deal. If you’re unsuccessful at getting a price reduction on the deal, it’s time to cut your losses and back out. This can often cause lots of hurt feelings – the seller won’t be happy, your agent won’t be happy, your contractors may not be happy – but temporary hurt feelings aren’t nearly as bad as longterm monetary losses.

Purchase Checklists

As a professional house flipper, one of the big requirements of my business is to scale to the point where — despite only making $15-30K per house — my company is able to sustain a significant annual profit. To do this, I focus a lot of energy on creating systems and processes, and documenting those systems and processes so that anyone in the company can execute on them.

One of processes I have in place is the set of tasks required to get from putting a property under contract through due diligence and then through the final purchase of the property. Because the due diligence period for a typical purchase is only 5-10 days, there’s a lot to be accomplished in a small amount of time. If anything in the due diligence process is missed, it’s very easy to overlook key information that may ultimately hurt your project, and your profits. So, having a good process in place is not just about efficiency, it’s also about long-term success.

Here is the checklist I use between the time I get a property under contract to purchase and the time I actually complete the purchase. Keep in mind that this checklist is appropriate for the way I approach due diligence, but everyone is different and you may need to modify it for your approach.



PROPERTY ACQUISITION CHECKLIST

Upon Contract Acceptance

Ensure Access to Property:

        [image: ]Get lockbox code or make copy of key (with owner’s permission)

        [image: ]Purchase new lockbox

        [image: ]Place key(s) in lockbox and install at property (with owner’s permission)

If certified funds are required for earnest money:

        [image: ]Get certified funds from bank

        [image: ]Submit EM to agent

If Financing the Purchase:

        [image: ]Send contract to Loan Officer

        [image: ]Provide Loan Officer the property information

        [image: ]Connect Loan Officer with RE Agent

        [image: ]Have Loan Officer schedule appraisal

        [image: ]Make sure Loan Officer knows anticipated closing date

Due Diligence

Inspections:

        [image: ]Turn On Utilities for Inspection (water, gas, electric)

        [image: ]Schedule termite inspection

        [image: ]Schedule property inspection

        [image: ]Attend inspection and take notes for SOW

        [image: ]Get final inspection report

        [image: ]Get Termite Letter/Pest Inspection Report

Contractor Prep:

        [image: ]Create SOW

        [image: ]Bring in GC or subs for bids

        [image: ]Create materials list

        [image: ]Assemble contractor estimates/bids

Purchase Decision:

        [image: ]Perform final financial analysis using estimates/bids

        [image: ]Make Go/No-Go decision on purchase

Upon Contingency Finalization

Final Purchase Prep:

        [image: ]Get closing date from lender/agent

        [image: ]Arrange builder’s risk insurance policy

        [image: ]If financing:

                        [image: ]Connect insurance agent with Loan Officer

                        [image: ]Follow up on appraisal

        ▪Get pictures/video

        ▪Create budget

        ▪Create schedule

        ▪Assemble contractor team

Prior to Closing

Final Loan and Closing Prep:

        [image: ]Obtain and review HUD-1 closing statement

        [image: ]If financing:

                        [image: ]Obtain and review GFE

                        [image: ]Ensure loan is Ready for Closing

        [image: ]Get Certified Funds for closing

        [image: ]Determine how to hold title

Upon Closing

Day of Closing:

        [image: ]Get keys

        [image: ]Get GC and sub-contractor contracts signed

        [image: ]Arrange GC and sub start dates


Chapter 12: Create Your SOW

I mentioned it in the last chapter, but wanted to highlight it again here because it’s so important:

Your Scope of Work (SOW) document is the single most important component of your project --it is the roadmap that will allow you and your contractors to get from the purchase of a property to a quality renovation that will make you money. Your SOW will help you develop your budget and your schedule and will help you create and carry out your entire renovation plan.



You must be willing to spend the time and energy it takes to put together a comprehensive SOW for every project you undertake, and this chapter will teach you how to do that. With that said, let talk about what an SOW is.

What is a Statement of Work (SOW)?

Your SOW is the specific list of tasks that will be completed as part of the renovation -- in theory, you should be able to hand your SOW to your contractors, walk away, and have the renovation go as planned without any further instruction. Of course, that won’t be the case in real life, but that’s what you should be striving for.

There is no common format for an SOW among investors -- they will range from a one-page spreadsheet to 100 pages of detailed specifications. Personally, I like my SOWs to be short and sweet, but to contain enough detail to help me generate my budget/schedule and to let me contractors know exactly what will need to be done on the project.

Throughout the rest of this chapter, I will build an SOW for a fictitious project. This fictitious project may not be an actual house I’m working on, but the SOW we create (and then the follow-on budget we generate) will be very realistic. Because I like to name my projects, I’m going to call this example project “The Demonstration House” (or The Demo House, for short).

How Much (Or Little) Renovation Should I Do?

This is the $64,000 question of rehabbing – what is part of your scope of work and what is not. Because every market, every neighborhood and even every house is going to be different, there is no one right answer to this question. The key to successful rehabbing is to optimize the work done and the costs – the goal is to find the “sweet spot” where the property will sell quickly, but where you won’t be spending more money than necessary.

Now, while I can’t tell you what exactly you need to do in your market and on your houses, let me walk you through how we approach our houses; perhaps this will give you an idea of how to think about this very important concept and hopefully will help you determine what you should and shouldn’t be focusing on with your houses.

In our business, we focus on entry-level houses geared towards first-time homebuyers, most of whom are blue-collar. Because our buyers are generally moving from an apartment or rental house, they aren’t expecting any frills or upgrades. They are accustomed to builder-grade fixtures, they’re accustomed to basic flooring, they’re accustomed to laminate countertops, etc. They don’t need upgrades. But, what they do get excited about is NEW.

You see, they’ve gotten used to using old and dirty appliances; they’ve always had to wonder if the carpets they’re sitting on were even cleaned prior to their moving in; they’ve become accustomed to seeing a little bit of grime in the tubs and showers of their rental units and have never had the pleasure of soaking in a perfectly clean and brand new tub. So, when they see that everything in the house is brand NEW, they don’t care that it’s not granite; they don’t care that it’s not hardwood; they don’t care that it’s just a soaking tub and not a whirlpool.

What they care about is that they’re getting “…all NEW flooring, FRESH designer paint, NEW kitchen with 42” cherry cabinets, NEW countertops and NEW stainless appliances including washer and dryer, all NEW lighting fixtures, all NEW plumbing fixtures…”

The reason that sentence above is in quotes is that it is taken directly from one of our house listings – this is what gets our buyers excited.

To be a bit more specific, on the interior of our houses, we’ll ensure that all cosmetic components are either brand new or look brand new (for example, we’ll keep things if we think the buyers won’t even realize they aren’t new). On the exterior of our houses, we’ll replace any bad (rotted, worn, etc) siding to match the rest of the house, and then paint, so the buyers won’t even be able to tell what siding was replaced. We won’t do anything with concrete/asphalt unless it’s a safety concern or such an eyesore that it will impact the sale of the house. We’ll replace any doors/windows that need it, but if they are in good shape, a coat of paint will make them look new.

Again, I can’t tell you exactly what you should and shouldn’t be doing as part of your renovation, but to say it simply, you want to do the minimum amount of work that will still allow you to fetch your maximum resale value. At the same time, you always want to ensure that there are absolutely no safety concerns with your property and you should strive to ensure that the product you create is something that you’re proud to stamp your name on. Remember, it’s very possible to earn great profits as an investor and still get a great reputation. Strive to do both.

Over-Rehabbing

A big issue many new investors seem to have is wanting to do more work than is necessary on their properties. They think to themselves, “I wouldn’t want to live in this house unless it had X, Y and Z.” What they don’t realize is that they are usually not the target market, and generally speaking, your wish list is probably much more than what their typical buyers will expect at that price point.

While it’s commendable to want to do more work than necessary on your houses, the extra money you’re spending over and above what it will take to sell at your ARV is just money that’s coming out of your eventual profits. You’re probably thinking, “But, if I spend more on the rehab and do some nice upgrades, perhaps I’ll sell for more than ARV!” The problem with that reasoning is that it can be very difficult to get your property to appraise for more than ARV (cosmetic work plays a relatively small role in the appraised value), and most of your buyers will only be able to pay up to the appraised value for the property.

I’m a big believer in doing things that will set you and your properties apart from the competition, but I prefer to do things that won’t cost a lot of money. For example, great staging, great customer service, being flexible and easy to work with, etc. are all things that will set you apart from others who are selling in your market, but the cost of these things is minimal compared with expensive renovation upgrades you might be considering.

Now, that said, if you want to do one or two things to set your renovation and your property apart, go for it. Perhaps put in an upgraded shower massager, mount a large flat-screen TV above the fireplace or put in a grand chandelier in the entryway. As long as you don’t spend too much on any one feature and as long as you don’t throw in too many of these more-expensive upgrades, there’s nothing wrong with doing a little something to set your finishes apart from your competition.

Under-Rehabbing

While over-rehabbing is a major problem that will cut into your profits, under-rehabbing is a much worse problem, as it will impact your ability to resell your property, which will eliminate your profits altogether. Again, there is no magic formula for what should be done as part of your renovation, but at very least, you’re going to want to ensure that your property has at least the same level of finishes as your competitors.

Do all your competitors have granite countertops? If so, you probably don’t want to use laminate tops. Do all your competitors have hardwood in the main living areas? If so, you probably don’t want to carpet your main living areas.

Another thing to keep in mind during your renovation is that when you install something new, everything around it will look older. If you put in new countertops, but don’t replace the cabinets, the cabinets will look older. If you put in new carpet in the master bedroom, the existing carpet in the other bedrooms will start to look dingy in comparison. If the paint is fresh, the old light switches, outlets and covers will start to look old and grimy.

As I mentioned above, I like to ensure that everything in my renovations is new (or at least looks new). And this is the reason -- if there is anything that’s not new, it will look much worse just because it is in the presence of things that are new. It’s very difficult to do a true “paint and carpet” rehab, as the new paint and new carpet will make the old cabinets, light fixtures, plumbing fixtures and appliances look really old and outdated.

I’m not saying you need to do the same thing in your renovations, but make sure you keep in mind how the things you don’t replace will look when sitting next to the things you do replace.

The 25 Renovation Components

In my accompanying eBook, “BiggerPockets Presents: The Book on Estimating Rehab Costs,” I talk about the 25 components of the renovation project. I will use the methodology I discuss in that book here in this chapter (and the next) to create my SOW and budget for The Demo House.

As mentioned in the other book, the following comprise the 10 exterior components, 11 interior components and 4 general components that go into evaluating a rehab and creating my SOW.

[image: ]

The reason that I prefer to break up my SOW into three parts (Exterior, Interior and General Components) is that it helps me track patterns among my projects to help make estimating renovation costs much easier. For example, I find that many of my properties have a very similar interior SOW, but the exterior and complex pieces tend to vary a lot in scope and cost. I can often just cut-and-paste the interior SOW from a past (similar) project, even though I have to do the exterior and complex pieces from scratch.

By breaking out the interior SOW and budget separately, I tend to find that I can build the interior budget very quickly, because it will generally be similar to previous projects. Then I can focus my energy on the exterior and complex renovation components. Also, I have a very specific order in which I examine the interior the interior of the property and then examine the exterior of the property. I prefer to think of each of the three major areas (interior, exterior and complex components) as their own separate process.

Scope of Work: The Demo House

My goal here is to lay out the process I go through for every project I encounter in order to create my SOW, and ultimately my renovation budget. I will use a fictitious house (the Demonstration House or “Demo House”) and I will go through the same process I use on-site to build my SOW, examining each of the 25 renovation components one-by-one.



The Demo House: Overview

The house we’ll use in this example was a foreclosure and is a 1500 square foot, 3-bedroom, 2-bath traditional style house built in 1998. The house has an 800 square foot unfinished basement, of which we plan to finish 600 square feet (leaving the rest as an unfinished utility room). The basement will be one large recreation room and won’t have a bathroom. The house is in pretty good condition, though to resell, we’ll plan to do an entire cosmetic renovation on the interior and spruce up the exterior.



The Demo House: Exterior

For building the SOW for the exterior of the property, I like to start from the top of the structure and work my way down. This means examine the roof first, then the gutters, the trim and siding, and working my way down to the components on the ground.

1. Roof

The house was built in 1999, so the roof is only about 14 years old. Given that a typical roof will last 20-30 years, it probably doesn’t need to be replaced unless there is extreme wear-and-tear or damage from tree limbs or other types of impact. In this case, the roof is in pretty good condition, and we’ll just have our roofer walk the roof, perform standard roof maintenance, replace old pipe boots, etc.







	Roof Maintenance

	Roofer to walk the roof, perform standard roof maintenance, replace old pipe boots, etc.







2. Gutters/Soffit/Fascia

The soffit and fascia is in decent shape around the house, though there are about 10’ of wooden fascia board that appears to have some termite damage or wood rot. We’ll replace that section prior to painting.

The aluminum gutters on the house are in good condition, and for the most part just need to be painted. There is a 20’ run of gutter on the back of the house that has some rust, and because it’s likely a buyer’s inspector will point it out when we sell, we’ve decided we’re just going to replace that section of gutter during the rehab.

There is a tree overhanging the roof of the property, and this has caused a lot of debris to fall into the gutters. We’ll either have our roofer or our gutter guy clean the gutters as well.







	Clean Gutters

	Roofer to clean the gutters.



	Replace Gutters

	Roofer to replace a 15’ section of aluminum gutter.



	Replace Soffit/Fascia

	Carpenter to replace a 10’ section of fascia.







3. Siding

The house was built with a composite wood siding that is in relatively good shape. Many of the boards around the base of the house are starting to deteriorate from moisture, and another section of the house was apparently damaged by a falling tree branch. Overall, about 100 square feet of siding needs to be replaced; we’ll use a cement board siding that matches nearly perfectly for the replacement.







	Pressure Wash

	Painters to pressure wash the exterior prior to painting.



	Patch Siding

	Carpenter to replace 100 square feet of existing siding with cement board siding.







4. Painting

We always paint both the interior and the exterior of the property. While the exterior paint on The Demo House is in good shape, the fact that we need to replace some of the siding and trim means that the new siding will need to be painted and therefore we will just paint the whole thing, to avoid the difficulties of matching 14 year old faded paint colors. We’ll also paint the trim and gutters. We’ll use a three-color paint scheme (siding, trim, doors/shutters).







	Paint Exterior

	Painters to paint the entire exterior using a three-color paint scheme.







5. Decks/Porches

There is an existing concrete porch on the house, but most of the other houses in the neighborhood have decks. To match the surrounding properties, we’re going to build a basic wood deck that can be accessed from the first floor living room. We’re going to build a decent sized deck -- 12’ wide by 12’ long.







	Build Deck

	Carpenter to build a deck approximately 144 square feet in size.







6. Concrete

There isn’t any concrete work to be done on this project.







	N/A

	N/A







7. Garage

As typical on a 14 year old foreclosure house, both garage doors are dented up pretty badly, so they’ll need to be replaced. One of the garage door remotes is in good shape and is working properly, but the other one is not functional and will likely need to be replaced.







	Replace Garage Door

	Garage door company to replace (2) 8’ garage doors.



	Replace Door Opener

	Garage door company to replace (1) garage door opener.







8. Landscaping

We have some basic landscaping to do at this project. The lawn desperately needs to be cut, bushes need to be trimmed, there is a large (~45’ tall) oak tree that has branches overhanging the roof and obstructing the view of the house, and there are two dead trees in the wooded part of the backyard that need to be removed (both relatively small with plenty of clearance to bring them down).







	Lawn Maintenance

	Lawn guy to cut the lawn.



	Trim Bushes

	Lawn guy to trim the bushes.



	Trim Tree

	Tree company to trim 45’ tall oak tree.



	Remove Tree

	Tree company to remove (2) medium sized trees in back yard.







9. Septic System

The house is on public sewage, so there is no septic system. No work to be done here.







	N/A

	N/A







10. Foundation

Luckily, there are no moisture or mold issues with this house.







	N/A

	N/A









The Demo House: Interior

11. Demo

We’ll be doing a complete cosmetic renovation, so we’ll need to demo the flooring, the cabinetry, the light fixtures, the plumbing fixtures, appliances, etc. It looks like we can salvage the master bath Jacuzzi tub and stand-up shower, but the tub/shower combo in second bathroom is stained and cracked -- we’ll need to demo and replace that one. We’ll also need a roll-off dumpster to dispose of all the debris. The roll-off dumpster will also be used for all the exterior repair debris and the basement finishing debris, so we’ll probably want to go with a larger size to avoid having to get a second dumpster later in the project.







	Roll-Off Dumpster

	Dumpster company to provide a 30 yard roll-off dumpster.



	Demo Labor

	Carpenters (who generally do our demo) to demo the interior house on the first day of work.







12. Plumbing

This house has two bathrooms -- the master bathroom has a double vanity, a stand-up shower and a Jacuzzi tub and the secondary bathroom has a single vanity and a tub/shower combo.

The house has several plumbing related issues. The water heater is original to the house, and any water heater over 10 years old should be replaced. There was obviously a leak under the master bathroom soaking tub, as there is a big water stain on the ceiling in the living room (which is directly below the master bath). The water pressure is extremely high, so we’ll need to replace the PRV. As I noted above in the demo section, we’re replacing the cracked tub in the second bathroom. And, of course, we’ll need to do all the finish plumbing work, including replacing the sinks, faucets, toilets and tub/shower hardware.







	Replace PRV

	Plumber to replace the PRV.



	Replace Water Heater

	Plumber to replace the water heater. We’ll provide the water heater and expansion tank.



	Install/Replace Tub

	Plumber to set the new tub. We’ll provide the three-piece fiberglass tub and surround.



	Install/Replace Sink

	Plumber to install (3) bathroom vanity sinks and hook up the drain line to the kitchen sink installed by the granite guy. We’ll provide the bathroom vanity sinks.



	Install/Replace Faucet

	Plumber to install (1) kitchen faucet and (3) bath sink faucets. We’ll provide all the faucets.



	Install/Replace Shower/Tub Hardware

	Plumber to replace (1) shower-only trim kit, (1) Jacuzzi tub trim kit and (1) shower/tub combo hardware set with mixer.



	Install/Replace Toilet

	Plumber to replace (2) toilets. We’ll provide the toilets.



	Install Dishwasher

	Plumber to install the dishwasher. We’ll provide the dishwasher.



	Fix Leak

	Plumber to fix the leak under the master Jacuzzi tub.







13. Electrical

The electrical in the house is in good shape and we currently have 200 amp service, which should cover all our electrical needs. But, since we’ll be finishing the basement, we’ll need to add a new circuit for all the basement outlets and fixtures. The new basement circuit will be wired to 6 new outlets and 8 new can lights, with a new 3-way switch to control the can lighting.

In total, the house has 14 lights that need to be replaced and 4 fans that need to be replaced. Also, the bathrooms don’t have GFCI outlets, so we’ll be upgrading those. And we’ll be replacing all the outlets/switches throughout the house, as the existing ones look old and grungy.







	Add New Circuit

	Electrician to add (1) new circuit for the basement electrical.



	Add New Outlet/Box

	Electrician to add (6) new outlets in the basement.



	Upgrade Outlet to GFCI

	Electrician to upgrade the (2) bathroom outlets to GFCI.



	Add New Switch

	Electrician to add (1) new 3-way switch in the basement for the can lighting.



	Install Can Light

	Electrician to install (8) can lights in the basement.



	Install Light

	Electrician to replace (14) lights. This includes:

▪(8) Dome Lights


▪Foyer/Entry Light


▪Dining Room Chandelier


▪Kitchen Track Light

▪Bathroom Vanity Lights

We’ll provide the lights fixtures.



	Install Fan

	Electrician to replace (4) fans, including:

▪(2) Large Room Fans

▪(2) Small Room Fans

We’ll provide the fans.



	Replace Outlet/Switch

	Electrician to replace all (42) outlets/switches throughout the house.







14. HVAC

The HVAC system is original to the house. While the furnace is in decent condition and can be kept, the outside air conditioning unit (the compressor/condenser) was stolen and needs to be replaced. We’ll get routine maintenance performed on the existing furnace and will replace the compressor/condenser.

The HVAC contractor says that the existing indoor evaporator coil won’t work with the new compressor, so the evaporator coil will need to be replaced as well. In addition, there is some duct work in the attic that has been disconnected and damaged; the HVAC contractor will repair/replace the ductwork and charge hourly for that work. It appears the previously installed compressor was a 2.5-ton unit, but with the additional square footage being added to the basement, the HVAC contractor recommends upgrading to a 3.5 ton unit.







	Repair Ductwork in Attic

	HVAC contractor to repair the damaged ductwork in the attic. He will treat the ductwork repairs as a service call, and will charge hourly. He expects the work to take about 2 hours.



	HVAC Maintenance

	HVAC contractor to perform inspection and routine maintenance on existing furnace.



	Replace A/C Compressor and Evaporator Coil

	HVAC contractor to replace the compressor/condenser and associated evaporator coil.







15. Framing

We’ll be finishing the basement in this house, which will be the extent of the framing we need completed. The basement will consist of one large 20’ x 30’ room, which is a total of 100 linear feet of framing.







	Frame Wall

	Carpenter to frame 100 linear feet of wall space.







16. Insulation

We’ll need insulation for two parts of this job. First, we’ll be finishing some basement space, and by code requirements, will need to install batt insulation along all the exterior walls in the finished space. Secondly, there is very little insulation in the attic, so we’ll be blowing loose-fill insulation in the attic to bring it up to code.

For the basement, we have are building one big room, about 20’ x 30’ in size. That’s 100 linear feet of wall space, and we’ll have studs every 16”, meaning we’ll have about 75 studs and about 75 cavities between the studs to fill. Each cavity is 8’ tall, so we’ll have about 600 linear feet (75 x 8’) of wall cavity to fill with batt insulation.

The attic is about 900 square feet in size, and we’ll need loose-fill insulation blown throughout the entire space.







	Install Insulation

	Insulation contractor to install 600’ of batt insulation.



	Install Insulation

	Insulation contractor to install 900 sf of loose-fill insulation.







17. Sheetrock

The existing sheetrock in the house is in good condition. Most of the sheetrock prep work will be standard stuff done by the painters as part of their bid/work. The two exceptions are the new sheetrock that will be installed in the basement and the sheetrock repair that will be required after the plumber fixes the leak below the master Jacuzzi tub. In my area, smooth walls are standard (no texture), so I won’t be applying any texture to the walls or ceiling in the basement.

The finished basement area will be one large room -- 20’ x 30’ --with an 8’ high ceiling. Total square footage of new sheetrock will be about 1400 square feet.







	Patch Sheetrock

	Sheetrock guys to patch hole in living room ceiling.



	Install New Sheetrock

	Sheetrock guys to install and finish 1400 sf of new sheetrock.







18. Carpentry (Doors, Windows, Trim)

There is definitely some basic carpentry work to be done on this house. Two of the three exterior steel doors are pretty banged up and need to be replaced. All the interior doors are old, hollow-core doors that are flimsy and don’t look very attractive, so we’ll replace those with new pre-hung 6-panel doors.

Most of the windows are in good shape, though two of them have fogged glass, indicating the seal has failed and air has gotten between the panes. We’ll replace those two windows.

As for trim work, we’ll need to install new baseboard around the entire finished basement (about 100 linear feet) and new quarter-round molding around the hardwood floor on the main level (about 120 linear feet). We’ll also need some casing around the two new basement doors (about 20 linear feet) and some additional trim in the basement to cover the exposed circuit panel (about 10 linear feet). Since we won’t be trimming out the entire house, we’ll likely pay the carpenter hourly for this work; I estimate about a day (8 hours) of work to complete the trim-out.







	Install Door

	Carpenter to install (2) exterior doors.



	Install Door

	Carpenter to install (14) interior doors.



	Replace Window

	Carpenter to replace (2) windows.



	Finish Trim

	Carpenter to install approximately 250 linear feet of trim.







19. Interior Painting

We’ll paint the entire interior of the house with a three-color paint scheme (walls, ceiling, trim). This will include 1500 square feet of existing painted walls and about 600 square feet of freshly installed sheetrock, which will require priming prior to painting.







	Paint Interior

	Painters to paint entire interior with three-color paint scheme.







20. Cabinets/Countertops

The cabinets are probably in salvageable shape, but since we’re doing a full cosmetic rehab on the rest of the house, old cabinets will stick out and draw negative attention. Plus, with kitchens and baths selling houses, we want all the cabinets, vanities and countertops to provide a “wow” feature for the house. We’ll go with 42” semi-stock cherry cabinets, matching bathroom vanities, granite countertops in the kitchen, and to save a little money, we’ll put laminate countertops in the bathrooms.

Our cabinet supplier did all the measurements and the kitchen came out to about 20 linear feet of kitchen cabinets, a 30” single vanity in the main bath and a 60” double vanity in the master bath. Based on the layout of the kitchen cabinets, it appears we’ll need about 50 square feet of granite for the kitchen countertops.







	Install Kitchen Cabinets

	Cabinet installer to supply and install 20 linear feet of 42” semi-stock cherry cabinets.



	Install Bathroom Vanities

	Cabinet installer to supply and install:

▪(1) 30” Bathroom Vanity

▪(1) 60” Bathroom Vanity



	Install Countertops

	Granite guy to template for, supply and install approximately 50 square feet of mid-range granite.



	Install Countertops

	Cabinet installer to supply and install laminate countertops for the (2) bathroom vanities.







21. Flooring

This house currently has carpet and vinyl throughout. To help it stand out from our competitors, we’ll be installing solid oak hardwoods (site finished) throughout the main level, we’ll install carpet in the upstairs bedrooms and hallways and will install vinyl in the bathrooms. We’ll also install carpet throughout the newly finished basement area. Lastly, we’ll install carpet on both sets of stairs --going up to the second level and down to the basement.







	Install Vinyl/Linoleum

	Carpet guy to install (14) square yards of vinyl. We’ll provide the vinyl.



	Install Carpet & Pad

	Carpet guy to install (130) square yards of carpet/pad. We’ll provide the carpet/pad.



	Install Solid Hardwood (Site Finished)

	Hardwood guy to install and finish (900) square feet of oak hardwoods.









The Demo House: General Components

22. Permits

On this house, we’ll need to get the basement finishing permitted. Inspections will include framing inspection, an insulation inspection, an electrical inspection and a final inspection prior to completion. I’ll have my architect do the basement drawings and apply for the permits, and I’ll have my GC attend the three inspections (electrical can be done with the others).

Because I only need my GC to pull permits (and inspect the job for compliance), I’ll pay him a flat fee. Legally, he’ll oversee the job site, but he’ll spend minimal time at the site other than to ensure that things are being done legally and to code.







	Permit Drawings

	Architect to do permit drawings and apply for permits.



	Permits

	Architect to get permits reviewed/approved by permit office.



	Inspections

	GC to attend (3) inspections.



	GC Fee

	GC to pull permits and sign off on work.







23. Mold

Luckily, there are no moisture or mold issues with this house.







	N/A

	N/A







24. Termites

As with most of our houses in this area, there is indication of termite infestation. Luckily, it doesn’t appear that there is any major damage, just a few baseboards that need to be replaced. To avoid additional damage, we’ll have our pest control company treat for termites and provide a clean termite letter.







	Termite Inspection

	Pest company to perform termite inspection and provide bid for treatment.



	Termite Treatment

	Pest company to treat existing termites with chemical barrier.



	Termite Letter

	Pest company to provide clean termite letter.







25. Miscellaneous

In all of our houses, we’ll do things like replace all the outlet/switch covers, install mini-blinds, replace doorknobs and deadbolts, install door stops, etc. Additionally, in this house, we’ll be replacing all of the kitchen appliances, including the refrigerator, range, dishwasher and microwave.







	Miscellaneous Tasks

	Handyman to perform all miscellaneous tasks around the property, including replacing all the outlet/switch covers, installing mini-blinds, replacing doorknobs and deadbolts, installing door stops, etc. He will also perform punchlist work at the end of the project and complete any required inspection repairs.



	Appliances

	Purchase all new kitchen appliances, including the refrigerator, range, dishwasher and microwave.



	House Cleaning

	House cleaner to clean the property post-renovation.









The Demo House: Putting It All Together

If we combined the SOW tasks above into a single spreadsheet, here is our SOW for The Demo House:







	COMPONENT

	TASK



	ROOF

	Roof Maintenance



	GUTTERS/SOFFITS/FASCIA

	Clean Gutters



	

	Replace 15’ of Aluminum Gutter



	

	Replace 10’ of Wood Soffit



	SIDING

	Pressure Wash Exterior



	

	Repair/Replace 100 sf of Cement Siding



	EXTERIOR PAINTING

	Paint Exterior w/3-Color Paint Scheme



	DECK

	Build 12’ x 12’ Wood Deck



	GARAGE

	Replace (2) 8’ Garage Doors



	

	Replace (2) Garage Door Openers



	LANDSCAPING

	Cut Lawn



	

	Trim Bushes



	

	Trim Large Oak Tree



	

	Remove (2) Dead Trees in Backyard



	DEMO

	30 Yard Dumpster



	

	Demo Interior for Cosmetic Renvation



	

	PortaPotty for (2) Months



	PLUMBING

	Replace PRV



	

	Replace Water Heater (40 Gallon)



	

	Install Pre-Form Fiberglass Tub



	

	Install (3) Vanity Sinks



	

	Connect Kitchen Sink Drain



	

	Install (1) Kitchen Faucet



	

	Install (3) Bathroom Faucets



	

	Replace (1) Shower Trim Kit



	

	Replace (1) Jacuzzi Hardware Set



	

	Replace (1) Shower HW Set w/Mixer



	

	Install (2) Toilets



	

	Install Dishwasher



	

	Fix Leak Above Living Room



	ELECTRICAL

	Add New Circuit for Basement



	

	Add (6) Outlets in Basement



	

	Upgrade (2) Bathroom Outlets to GFCI



	

	Add (1) New 3-Way Switch in Basement



	

	Install (8) Can Lights in Basement



	

	Install (14) Lights Throughout House:



	

	(8) Dome Lights



	

	(1) Foyer/Entry Light



	

	(1) Dining Room Chandelier



	

	(2) Kitchen Track Lights



	

	(2) Bathroom Vanity Lights



	

	Install (4) Fans:



	

	(2) Large Room Fans



	

	(2) Small Room Fans



	

	Replace (42) Outlets/Switches



	HVAC

	Repair Ductwork in Attic



	

	Standard Maintenance on Furnace



	

	Replace Compressor/Coil with 3.5 Ton Unit



	FRAMING

	Frame 100 Linear Feet of Wall In Basment



	INSULATION

	Insulate Basement w/600’ of Batt



	

	Insulate 900 SF of Attic to R-32



	SHEETROCK

	Patch Sheetrock In Living Room



	

	Hang/Finish 1400 SF of Rock in Basement



	CARPENTRY

	Install (2) Exterior Doors



	

	Install (14) Interior Pre-Hung Doors



	

	Install (2) Replacement Windows



	

	Install 250 Linear Feet of Trim



	INTERIOR PAINT

	Paint Interior w/3-Color Paint Scheme



	CABINETS/COUNTERTOPS

	Install 20 Linear Feet of 42” Cherry Cabinets



	

	Install Vanities to Match Kitchen



	

	(1) 30” Single Sink



	

	(1) 60” Double Sink



	

	Install Countertops



	

	35 SF of Santa Cecelia Granite



	

	Laminate Tops for Bathroom Vanities



	FLOORING

	Install (14) SY of Rolled Vinyl



	

	Install (130) SY of Carpet/Pad



	

	Install & Finish (900) SF of #1 Oak



	PERMITS

	Permit Drawings (~10 Hrs of Work)



	

	Permits from Cobb County



	

	Wait Time for (3) Inspections



	

	GC Fee for Pulling Permits



	TERMITES

	Perform Termite Inspection



	

	Perform Termite Treatment (Chemical Barrier)



	

	Provide Clear Termite Letter



	MISCELLANEOUS

	Punch List and General Work Tasks



	

	Purchase/Install Appliances:



	

	Refrigerator



	

	Gas Range



	

	Dishwasher



	

	Microwave



	

	Clean House At Completion of Renovation








Chapter 13: Create Your Budget

Building Our Budget

For those just starting out in this business, building a budget is perhaps the most daunting of tasks. New rehabbers believe that estimating their rehab is the hardest part of the business. But, in actuality, the hardest part of this business is what you did in the previous chapter -- putting together your SOW. Once you have your SOW in place, estimating costs are as easy as plugging in estimates for each of your tasks (you can refer to our companion book, “BiggerPockets Presents: The Book on Estimating Rehab Costs,” for details on how to generate those estimates) and/or actually getting contractor bids to determine a more formal and accurate estimate.

Budget: The Demo House

In the previous chapter, we created an SOW for The Demo House. That SOW was created using the methodology described in “BiggerPockets Presents: The Book on Estimating Rehab Costs” and at the end of that guide, I listed my actual costs in my area for each of the renovation tasks.

Because The Demo House is located in my area and because my contractors will be doing the renovation, getting an estimate on the renovation costs for The Demo House is as easy as plugging in my cost estimates for each of the tasks in the SOW.

I do that on the next several pages. You’ll notice that a few of the line item costs appear a bit higher than what they should be -- I like to round any labor amount under $50 up to $50, and any amount between $50 and $100 up to $100 (many contractors can’t afford to drive to the house if the job isn’t worth at least $100). I also round all estimates up to the nearest $5, as I like round numbers... :)
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As you can see, our rough estimated budget for this project is just over $43,000.

Remember, this is only a rough estimate, and I would highly recommend that if this is your first or second project, you tack on a healthy “surprise” line-item to this budget. Personally, I would round the estimate up to $45,000 until I could get actual contractor bids, but you might want to round to $50,000 or more if this is your first project.

While this estimate may be good enough to help you do your initial analysis, you’ll want to ensure that you have actual contractor bids before you commit to the project (i.e., before you complete your due diligence).


Chapter 14: Create Your Schedule

While poor scheduling probably won’t cost you lots of money or cause your project to fail, a good schedule will certainly help reduce stress, reduce the total hold time of your project and allow you to keep holding costs to a minimum. It will also send the message to your contractors that you know what you’re doing and you value their time.

There are three parts to a good schedule:

1.Correct order of tasks

2.Understanding and planning for dependencies

3.Realistic time frames

Below, I’m going to walk you through the order in which you’ll likely want to schedule and complete your rehab. This will include all the major renovation components we’ve discussed in the previous chapters, as well as many minor components and considerations as well.

For each piece, I will discuss the dependencies that you should be aware of and will give a rough idea of the time frames involved. You’ll want to work with your contractors to ensure that there are no special dependencies for you project and also to define actual realistic timeframes given your specific SOW.

I like to think of a typical property renovation as occurring in four stages. Each stage consists of several exterior components and several interior components. For a specific project, you may not need every component -- in fact, you may not need every stage. But, by thinking about renovations in these terms, you can get an idea of what parts of the project need to happen in what order, and you can start to understand the dependencies each component has on the others.

The table below indicates the four stages of renovation and the components that make up each stage. In the following section, I’ll go into more detail on each component, including the dependencies it has on other components and the average time frame it will take to complete each component as part of a typical renovation.
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Scheduling Components



STAGE 1: IMMEDIATE CONCERNS

The first set of tasks you’ll want to tackle are those things that will keep your rehab from moving forward and those things that present immediate threat of additional damage or cost to your property. These items should be tackled immediately upon starting renovations, and except in rare circumstances, these items should be completed before moving on to any components in Stage 2.



1. Surveys, Plans and Permits

If you’re going to need any architectural plans, drawings, surveys or designs, now is the time to have them completed. And, if you’re going to need permits from the city, county or local authority, you’ll want to get those issued prior to beginning in any other work on the property. If you start work on the property without the proper permits, you risk getting your project shut down and also getting fined.

Dependencies: You likely won’t be able to pull permits until you have closed on the purchase of your property. The permit office may require proof of ownership prior to issuing permits.

Timeframe: Between 1 Day and 6 Months. Drawings and plans can take weeks or months to complete for a complex project, and some local building authorities can take weeks or months to review plans and issue permits. Talk to your GC and local building department to get an idea of how long the process is likely to take for your specific project.



2. Dumpster & Porta-Potty

Once you have the necessary permits in hand, if you plan to be doing any significant amount of cleanup or cleanout, it’s time to get a dumpster delivered. And if you expect that you won’t have usable toilets for your contractors, get a porta-potty delivered onsite to ensure that your contractors don’t need to leave the job every time they need to go to the bathroom.

Dependencies: None.

Timeframe: Most dumpster and porta-potty companies can arrange delivery within 24 hours and will deliver within a few hour timeframe.



3. Foundation Repair

Even when done correctly, foundation repair has the potential to cause damage to other parts of the structure. For example, leveling the house can damage sheetrock or even crack framing members; and doors will often need to be re-hung after foundation work. Also, foundation issues can cause safety concerns for those in and around the property. For those reasons, any structural work should be done at the beginning of the project.

Dependencies: Foundation work shouldn’t be initiated until the property has been evaluated by a licensed structural engineer and all permits have been issued.

Timeframe: It depends: Depending on the scope of the work, it could be anywhere from a couple hours to several weeks or more.



4. Waterproofing

If you have a water intrusion or moisture problem in your house, now is the time to fix it. Water is one of the biggest threats to a property, and the longer the problem lingers, the more you will spend in remediation and cleanup. Waterproofing could be as simple as repairing openings in the roof or siding; or could be as complicated as excavating around foundation walls and sealing them around the exterior of the structure.

Dependencies: None

Timeframe: 1 - 5 Days, depending on the problem and the scope of the solution



5. Mold Remediation

Once any waterproofing has been completed and water intrusion has been stopped, it’s time to clean up any mold that may have developed from past water problems. A licensed mold remediation company can remove damaged materials and sheetrock, remediate the remaining mold and dehumidify the problem areas to avoid mold from continuing to grow.

Dependencies: Waterproofing should be completed prior to mold remediation.

Timeframe: Generally 2 - 10 days, depending on the scope of the problem, the level of humidity and the remediation techniques employed.



6. Termite / Pest Control

If your house has termites, rats, mice, or any other infestation, you’ll need to get rid of them prior to starting your rehab; otherwise, you’ll be fixing problems while the little critters are just recreating them. Anything from termites to ants to roaches to rats to bats can probably be handled by a local pest control company in just a few hours.

Dependencies: None.

Timeframe: Less than 1 Day.



7. Tree Removal / Grading

We’re still in the “remove all possible catastrophes” phase of the project, so if there are any dead trees on the property that might be in danger of falling on your house -- or if there is any major grading that needs to be done to control water drainage -- you should get a good heavy equipment landscaping company to take care of the job.

Dependencies: None.

Timeframe: 1 - 2 Days.



8. Septic

If your property has septic issues, get them addressed and corrected prior to completing any plumbing work on the interior or any landscaping on the exterior, as septic work can impact both.

Dependencies: None.

Timeframe: 1 - 5 Days.



STAGE 2: ROUGH WORK

Once all the plans and permits are issued and all major threats to the integrity of the property are mitigated, it’s time to move on to the “rough” components of the renovation. On the interior of the property, “rough” generally refers to the framing and any components within the walls; on the exterior, I use the term “rough” to denote any work required to complete an addition and those parts of the structure that are integral in ensuring that the interior of the property is protected from the elements.



9. Site Prep / Concrete

If you’ll be doing an addition to the property, the first step will be to prepare the site for the new structure and pour (or lay) your new foundation. While you’re dealing with the concrete for the new foundation, now is a great time to deal with any other concrete issues, including replacing steps or walkways, or pouring footers for decks or other structures.

Dependencies: If you are pouring a new foundation, you will likely need a building inspection prior to moving on to the next component.

Timeframe: 1 - 5 Days, depending on scope, weather conditions, etc.



10. Exterior Framing

If you’ll be doing any exterior framing, tackle that next. The most common circumstances in which you’ll be doing exterior framing will be when putting on an addition or when repairing or retrofitting existing framing -- for example, repairing termite damage, putting in doors/windows that didn’t previously exist, etc.

Dependencies: If you’re putting on an addition, you’ll need your foundation work to be completed and inspected prior to framing. If you are repairing or adding new exterior framing, you will likely need a building inspection prior to moving on to the next component.

Timeframe: 1 Day to 2 Weeks, depending on scope.



11. Windows

Windows should be installed after the framing is complete (your framing should have accounted for any window work that needed to be done) but before siding and trim. Siding and trim needs to be installed around the new windows, so you’ll want your windows in place before that work is started. Also keep in mind that windows can take several weeks to manufacture and be delivered, so order early if you need new windows.

Dependencies: Windows should be done after framing and before siding/trim.

Timeframe: 1 - 2 Days, though keep in mind there will be long lead times for manufacturing.



12. Siding / Trim

Once the framing is done and windows are installed, you can repair or replace your siding. For a new addition or a complete re-siding of the house, you’ll want to install your sheathing and house wrap first, then your siding and then your trim.

Dependencies: Siding/trim should be completed after framing and windows are installed.

Timeframe: 1 Day to 3 Weeks, depending on scope of work. If the entire house is being re-sided, you should expect the work to take at least a week, and generally closer to 2 or 3 weeks.



13. Roof

If you’re putting on an addition, the roof installation will take place after the framing and siding; if you’re retrofitting an existing roof (repairing or replacing), this work can be done pretty much any time during the rough exterior work. One thing to keep in mind: you generally won’t want to do any other exterior work at the same time as the roofing, as roofers will be throwing debris to the ground, which can endanger other contractors working around the house.

Dependencies: Depending on your jurisdiction and the scope of work, you may need a building inspection after completing your roofing work.

Timeframe: 1 - 3 Days to replace a roof.



14. Gutters / Soffit / Fascia

Once the integrity of the roof is ensured, it’s time to make sure the gutters and downspouts are in good condition, and are appropriately transporting water off the roof and away from the property. Because the gutters are attached to the soffit and fascia boards, those should be repaired at the same time as the gutters.

Dependencies: Generally, wait until roof is repaired/replaced.

Timeframe: 1 - 2 Days.



15. Interior Demo

On the interior of the property, the first task after dealing with all the immediate concerns is to do demo. This may involve removing flooring, old cabinets/countertops, old light fixtures, old appliances, plumbing fixtures, water heater, and any other components that will be replaced during the renovation. It’s best to demo everything at once, as you’ll find that your dumpster will fill up quickly and you’ll want to get the majority of trash into the dumpster as quickly as possible before it fills up.

Dependencies: None.

Timeframe: 1 - 2 Days.



16. Interior Framing / Subfloor

Once demo is complete, the first order of business on the interior of the house will be the framing and any subfloor carpentry. This includes building walls, securing floors, and repairing damage to existing framing -- for example, from termites or poor construction. Any load bearing framing members should have been designed by a structural engineer and should be built based on the approved drawings and plans.

Dependencies: None.

Timeframe: 1 Day to 1 Week, depending on scope.



17. Rough Electrical

Rough electrical includes things like replacing the panel, upgrading the service, replacing circuit breakers, running new wiring, installing new outlet/switch boxes, etc. You will generally want to do the rough electrical before moving on to other rough components, simply because the electrician may need to turn off the electricity to complete this portion of the work, and your other contractors may not be able to work without electricity.

Dependencies: None.

Timeframe: 1 Day to 1 Week, depending on scope.



18. Rough Plumbing

Once the rough electrical is completed and the power is restored, you’ll want to do your rough plumbing. Rough plumbing will involve replacing the main line, if necessary, replacing any supply or drain lines, setting new tubs and showers, and perhaps replacing the water heater (though some plumbers will do this as part of the finish work). Again, the reason for bringing in the plumber before the other rough components is that the other contractors (especially the HVAC guy) may need water or gas to complete his work.

Dependencies: May need working electrical.

Timeframe: 1 Day to 1 Week, depending on scope.



19. Rough HVAC

Once the power is restored and water and gas are available, you can bring in your HVAC company to repair or replace ductwork, install a new furnace and perhaps install a new A/C condenser (though some HVAC companies will do this as part of the finish work). I like to have my HVAC company complete as much as possible during the rough work, especially in the winter and summer -- if the HVAC system is working, my other contractors can work in comfortable conditions.

Dependencies: Will need working electrical and may need working gas.

Timeframe: 1 - 3 Days, depending on scope.



20. Rough Inspections

Depending on the scope of the interior renovations, you may need one or more inspections during the rough stage of work. Specifically, you may need a rough framing inspection, a rough electrical inspection, a rough plumbing inspection and/or a rough HVAC inspection prior to moving on to Stage 3 of renovation.

Dependencies: Inspections will require the completion of the associated rough work.

Timeframe: 1 - 5 Days, depending on how your jurisdiction works.



STAGE 3: UNFINISHED WORK

Now that the major exterior components and the interior mechanicals are completed, it’s time to start working on what I call the “unfinished work.” On the exterior, this includes the decks/porches and any work that needs to be done on the garage; on the interior, this includes everything required to get all the walls closed up and all the basic carpentry.



21. Decks / Porches

In the previous phase of exterior work, we did everything necessary to ensure that the structure was sound and there was no water or pest intrusion. Now it’s time to focus on the exterior entryways and exit-ways. This includes front and back decks, porches, etc. Any concrete work was likely done back in Step #9, so at this time, you’re probably focused strictly on carpentry. One thing to keep in mind --you’ll want to ensure that whoever is working on the interior still has access, so don’t tear out all the entryways at once.

Dependencies: None.

Timeframe: 1 Day to 1 Week.



22. Garage

If you need to replace any garage doors or garage door openers, install any insulation, sheetrock or firewalls, or do any carpentry to finish off a garage space, now’s the time. We’ll be doing all the insulation and sheetrock work on the interior during this phase, so the same contractors should focus on the garage at the same time.

Dependencies: None.

Timeframe: 1 Day to 1 Week.



23. Fireplace

If your fireplace needs to be cleaned or repaired, it’s best to do this early in the process. While there’s usually no reason why this work can’t be done later in the renovation, it can be a dirty job, and once you start putting your house back together, you’d prefer it to get cleaner, not dirtier. Also, in some cases, to do work on the fireplace will require some sheetrock to be removed, and you’ll want this work to complete before you start fixing sheetrock.

Dependencies: None.

Timeframe: 1 - 2 Days, depending on scope.



24. Insulation

If you have exterior walls that are opened up, you need to ensure that they are insulated properly. Oftentimes, your sheetrock crew can also do some basic insulation; but if it’s a major job, you’ll probably want a dedicated insulation company that can get the job done quickly and most likely for less money than a non-specialty contractor.

Dependencies: Completed framing and mechanical inspections.

Timeframe: 1 - 2 Days.



25. Insulation Inspection

Most jurisdictions will require a separate insulation inspection after the insulation is put in and before the walls are closed up. Make sure that you schedule the extra time between insulation and sheetrock to cover this inspection, especially if your sheetrock crew will be doing the insulation -- they’ll need to know that they can’t just move ahead to sheetrock once the insulation is done.

Dependencies: Insulation complete.

Timeframe: 1 Day to 1 Week, depending on jurisdiction.



26. Sheetrock

Once you’ve had your insulation inspection, it’s time to close up the walls. Hopefully, your sheetrock guys have already gotten the materials on-site -- if it’s a large sheetrock job, they probably had to have special equipment to deliver and place the sheetrock. Depending on the temperature, the humidity and other factors, sheetrock times can vary greatly. A small job may be able to be completed in 2 days while a large job with unfavorable temperatures or humidity conditions could take up to 2 weeks or more. This is one part of the construction where having a specialty crew will save you lots of time -- a good sheetrock crew will complete a large job in much less time than a handyman-type sheetrock guy or a typical painting crew that does some sheetrock work.

Dependencies: Passed insulation inspection.

Timeframe: 2 Days to 2 Weeks, depending on size of job and temperature and humidity conditions.



27. Doors

Once the sheetrock is completed (hung, taped, mudded and sanded), your handyman or carpenters will hang all the doors. A good carpenter can hang a door in 20 minutes; a not-so-skilled handyman can take an hour or two. So, the time it takes to hang your doors will vary greatly based on how many you have to hang and the proficiency of your contractor doing the work.

Dependencies: None.

Timeframe: 1 - 2 Days.



28. Carpentry / Trim

Once the doors are in, your carpenter can move on to trim-out. This will include all the door/window casing, baseboard installation, any cosmetic trim (columns, custom wood-work), building a fireplace mantle, etc. To install all new trim in a typical single-family house can take up to a week, so make sure you plan accordingly.

Dependencies: None.

Timeframe: 1 Day to 1 Week.



STAGE 4: FINISH WORK

We’re now getting to the fun part of the project. The house is finally starting to look like a house again, and now it’s time for all the finish work. These are the things that are generally referred to as the “cosmetics,” and consist of everything from paint to flooring to cabinets to fixtures, and everything else that makes your house look custom to your tastes. If you’re doing a small rehab, it’s quite possible that your entire renovation is limited to work in this stage, and this is the part of the project where things can either move very quickly (if you schedule well) or can drag on for a long time (if you don’t).



29. Exterior Paint

If you have a good paint crew, they’re likely going to tackle interior and exterior paint at the same time. And they will likely want the run of the house while they’re doing their job. I try to never schedule any other contractors while my painters are working on the exterior or the interior of the house. Painting can take a while, and by allowing my painters to have the house to themselves, I find that the entire process goes much faster and more smoothly.

Dependencies: You probably don’t want to schedule any other contractors while the painters are working on or in the house.

Timeframe: 2 - 5 Days, depending on whether the painters are focused on the exterior or are completing the interior at the same time.



30. Landscaping

Some rehabbers like to do the landscaping at the beginning of the project. In certain situations, this can be a good idea. For example, when the yard looks so bad that the neighbors or building inspectors are complaining or when you’re trying to pre-sell the property and you want the curb appeal to be great as soon as possible. That said, in most situations, I prefer to do the landscaping at the end, for several reasons. First, you won’t have to worry about other contractors messing up the landscaping that was already completed. And second, if you have a long project, any landscaping that was done at the beginning may already start to look overgrown again. For these reasons, I prefer to do landscaping as one of the final rehab tasks.

Dependencies: Everything else on the exterior of the house should be done.

Timeframe: 1 Day to 1 Week.



31. Interior Paint

When it comes to interior paint, cabinets/countertops and flooring, every rehabber has their preferred order in which to complete things. Personally, I’ve found that painting first is more optimal in a lot of ways than painting later in the process. The downside is that you’ll likely have to have the painters come back to do touch-up work after the rest of the finishes are complete, but the upside is that you won’t have to worry about getting paint all over your new cabinets, your floors, or your fixtures. It’s a worthwhile trade-off in my opinion and this is how we’ve done things for several years now. Also, as mentioned earlier in Step #29, you are likely going to want to give your painters the run of the house while they are completing their work.

Dependencies: None.

Timeframe: 1 Day to 1 Week, depending on whether the painters are focused on the interior or are completing the exterior at the same time.



32. Cabinets/Countertops

Once the painting is completed, it’s time to get your cabinets installed. This should include your kitchen cabinets as well as your bathroom vanities and any other cabinetry going into the house. If you’re using laminate countertops or pre-molded countertops, those will be installed at the same time as your cabinets. If you’re getting custom stone countertops (granite, for example), cabinets need to be installed before you can get the countertops “templated.” Once the template is complete, it will likely take 1-3 weeks until the cabinets are ready to be installed; in these situations, you’ll probably want to move forward with the rest of the project and then tackle countertop installation when the countertops are ready. Keep in mind that until the countertops are installed, you won’t be able to complete final plumbing and may not be able to complete final electrical, so be prepared to have your plumber and/or electrician come back later in the project to handle these final details.

Dependencies: None.

Timeframe: 1 - 2 Days.



33. Finish Electrical

Once the paint is done and the cabinets are installed, I’ll move forward with the finish electrical, plumbing and HVAC work. For electrical finish, all lights/fans will be installed, all outlets/switches/plates will be replaced and the garbage disposal will be installed.

Dependencies: Can be done simultaneously with plumbing and HVAC finish work.

Timeframe: 1 - 3 Days.



34. Finish Plumbing

While finish electrical is being done, you can also be tackling finish plumbing. This includes installation of the sinks, faucets, shower/tub hardware, etc.

Dependencies: Can be done simultaneously with electrical and HVAC finish work.

Timeframe: 1 - 3 Days.



35. Finish HVAC

While the finish electrical and plumbing are going on, your HVAC company can be completing all the final HVAC work, including installing new registers/returns and perhaps installing the condenser and/or furnace if this wasn’t done during the rough HVAC portion of the job.

Dependencies: Can be done simultaneously with electrical and plumbing finish work.

Timeframe: 1 - 2 Days.



36. Flooring

I like to save flooring for the end of the project. This is because contractors are sometimes very messy (including their shoes) and having lots of foot traffic through the property after the flooring is installed can make the new flooring look old. By putting in flooring at the end, there’s less chance of the new flooring getting destroyed or needing to be cleaned again before buyers start coming through the house.

Dependencies: I prefer to do flooring as close to the end of the project as possible.

Timeframe: 1 - 3 Days.



37. Tile

There are several places around the house where you may need to do custom tile work. If you are tiling a shower, this was probably done as part of Step #18 (Rough Plumbing), but everything else will be done towards the end of the project. This includes tile floors, tile surround around bathtubs, a backsplash above the kitchen countertops, tile around a fireplace or on a fireplace hearth, etc. Assuming you’ll be using a specialty tile contractor, you’ll probably want to get him to do all the custom tile work at once, to avoid having to pay him to come back several times.

Dependencies: Generally done towards the end of the project.

Timeframe: 1 -3 Days.



38. Appliances

Appliances should be installed after the kitchen floors are done, after the cabinets/countertops are installed and generally towards the end of the project where they are less likely to get dinged up or even stolen. You may need your plumber to install your dishwasher, fridge (water line) and/or gas stove, in which case there was nothing wrong with getting the appliances installed during finish plumbing; just make sure that your flooring is down prior to the appliances going in, as you can’t easily move a dishwasher or fridge once it’s installed.

Dependencies: Should be completed after kitchen flooring and kitchen cabinets/countertops.

Timeframe: Less than 1 Day.



39. Miscellaneous / Punch

Once everything is substantially completed, you’ll want to do a thorough walk-through and inspection of the property. You can either do this on your own, with your GC or with your subs, whichever you prefer. Your goal will be to identify everything that wasn’t completed (or completed properly) during the rehab and get it fixed. This is the point where you’ll likely want your painters to come back to repair any sheetrock that got dinged and touch up the paint where necessary.

Dependencies: After your walk-through and inspection.

Timeframe: 1 - 3 Days.



40. Final Inspections

After you and your contractors have verified that everything was properly completed during the rehab, it’s time to get your final building inspections completed. This will likely include final electrical, plumbing, HVAC and deck inspections. If all is good, the building department should issue your Certificate of Occupancy (“CO”) and you’ll be ready to list your house for sale.

Dependencies: All renovation work complete.

Timeframe: 1 Day to 1 Week, depending on jurisdiction.

Scheduling Rules of Thumb

After several years of scheduling projects and learning the hard way what does and doesn’t work, I wanted to provide you some basic rules of thumb that I use when creating a renovation schedule. These may or may not work for you, but they certainly work for us.

        ▪Do as much work as possible before the renovation starts. A lot of investors consider the project started the day they purchase the property. I like to start renovations the day we purchase the property (or the day after), so I try to get as much of the preliminary work out the way before I even close on the purchase. For example, architectural drawings, cabinet measurements, termite inspections, mold inspections, etc. While I generally won’t order materials under we own the house (that’s an expensive mistake if the house doesn’t close for some reason), I will often order anything that has a long lead time for delivery.

        ▪Pack in as much work in the first week as possible. A lot of what a good rehabber does is psychological, especially when it comes to managing your contractors. If you want them to feel a sense of urgency on the project, you need to project that sense of urgency to them. A good way to do this is to have as much activity going on at the property the first week of work as possible. This tells your contractors that you’re serious about getting stuff done and will encourage them to push through the project.

        ▪Schedule your renovation to the day, not the week. Many rehabbers will create a schedule that lays out what they want to accomplish on a week to week basis. I prefer to lay out my schedule on a day-to-day basis, for two reasons --first, as I mentioned earlier, it gives my contractors a sense of urgency. They realize they can’t put things off to the end of the week like they do with a weekly schedule. Second, if you slip a task on a weekly schedule, you’ve now slipped a week; but if you slip a task on a daily schedule, you may have only slipped one or two days. Lastly, scheduling to the day (and keeping the schedule updated when things slip or change) ensures that your contractors know when they are expected to be onsite, and can never use ambiguity in the schedule as an excuse for not showing up.

        ▪Group your inspections together. I like to pack as many building inspections together at once as possible. For example, I’ll wait for all of my rough work to be done, and then order my rough electrical, rough plumbing, rough HVAC and rough HVAC at the same time (and may do the framing inspection the same day as well). The reason for this is that inspections are disruptive and contractors can waste a lot of time sitting around waiting for the inspector --I’d rather get it all done at once to minimize the disruption and the waiting.

        ▪Finish the exterior of the property as quickly as possible. While you may not be trying to sell your house before it’s completed, generating interest and anticipation is always a good thing. Some rehabbers will spread out their exterior repairs over the duration of the project (exterior repairs generally take less time than interior repairs) and some will put off the exterior repairs to the end, preferring to focus on the interior. Personally, I’ll try to knock out the exterior work in the first week or two, which will get the neighbors talking and may also get my phone ringing (we like to put a “COMING SOON!” sign with our phone number when the project starts).

        ▪Wait as long as possible to install your flooring. Perhaps I’m more anal than others (no doubt I am), but I really, really, really hate putting in new flooring and then having my contractors trample all over it with their dirty shoes and grimy tools. I will usually install all the flooring the last week of the project, and very often the last day of the project. Once the flooring is in, I keep strict control of the house, and ensure that anyone entering knows to take off their shoes and wipe their feet.

Schedule: The Demo House

In the previous two chapters, we used The Demo House as an example of how to create a Scope of Work and how to estimate a budget. Earlier in this chapter, I discussed the methodology for creating a schedule. Next, I use this methodology to create a hypothetical schedule for The Demo House. While this schedule may seem jam-packed, this is the schedule I would implement if this were a real house I was undertaking.

For anyone working on their first or second project, this schedule would probably extend out a few more weeks, but I wanted to give you an idea of what can be packed into a 6-week project when planned efficiently.

Note that for the schedule on the following pages, I assume there was some work done upfront, including all the architectural plans, cabinet measuring, termite inspections, etc.
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Chapter 15: Hiring Contractors

You have your SOW, you have your budget and you’ve put together a first pass at the schedule. Now it’s time to start building another team. This is the crew of contractors who you will entrust to turn your investment into something you can sell for a nice, big profit.

Let me warn you upfront -- finding a skilled and trustworthy crew of contractors is perhaps the most difficult part of this business. Let’s be honest, there are a lot more bad contractors out there than good contractors. It’s just the nature of the business; it doesn’t take much to buy some tools and call yourself a contractor, so for many people who don’t have the skills to do anything else, they decide to start swinging a hammer.

It took me about two years before I started to figure out what a good contractor was, how to find them and how to keep them motivated and working hard. But, once I was able to build a strong crew of guys to handle my renovations, life got MUCH easier.

Today, I barely need to tell my contractors what to do; if I were to let them into a house I purchased and told them to rehab it without any other instructions, I’m confident that the house would turn out about 95% the way I wanted, and certainly good enough that I could sell it with no problem. Additionally, I know longer have to wonder if my contractors are actually working when they say they’re working, and I never worry that they’re going to charge me for work that doesn’t really need to be done. These are just a few of the benefits to having a group of mature and hardworking contractors.

In the following pages, hopefully I can teach you what took me years to learn. While there’s no doubt you’ll find yourself in the midst of bad contractors at some point in your rehabbing career (there are just too many of them to avoid), hopefully you’ll be able to recognize it more quickly than I first could, and you’ll be prepared to take action to rectify the situation.

The Spectrum of Contractors

Contractors run the gamut, from jack-of-all-trade types (handymen) to high-end specialized artisans and everything in between. I remember on my first flip, I spent weeks interviewing contractors and getting bids. Strangely, I was getting bids ranging from $18,000 all the way up to $70,000 for the exact same Scope of Work! I never imagined I would see such a large range of bids, and I couldn’t figure out what was going on. Especially considering that I was only getting bids on Labor Costs, not Materials (which I specified and priced separately).

This is what I soon realized:

There are several different types of contractors and contracting services, and each is unique in what it has to offer and what you’ll pay. If I had to categorize them, I would define three major types of contracting services. The differences in these three categories of contractor largely account for the differences in price, and have a very large impact on the amount of work the investor himself will be required to exert. As you might suspect, as you move from the more expensive contractor services to the less expensive contractor services, the amount of effort that you (as the investor) must exert will increase proportionately.

Here are the three buckets of contractors you’ll find:



1. General Contractors

The term “general contractor” is used in two ways, in my experience. From now on, I am going to differentiate “general contractor” from “General Contractor” (note the capitalization). A general contractor is someone who has the ability to tackle a lot of different aspects of a rehab project; most general contractors are good at carpentry, sheetrock, basic electrical, basic plumbing, basic HVAC, and other general areas of home renovation and rehab. This type of general contractor might be referred to as a “handyman,” though if he is licensed and highly experienced, he’s likely a lot more than just that.

When I use the term General Contractor (or “GC”), I am referring to someone who has all the skills of a general contractor, but also manages all the aspects of the renovation that he doesn’t actually execute himself. A GC will often hire subs (contractors with specific skill sets) to come in to handle the work that he is either not skilled enough to complete or too busy to complete. For example, GCs will often hire plumbers, electricians, roofers, foundation experts, etc, to cover those aspects that require specific expertise.

Not only does a GC hire the necessary subs, but he will often manage the schedule, the project budget, and all the payments as well (if you want him to). For big projects, the GC might spend all his time managing schedules, budgets, and subs, and therefore might not have time to do any of the work himself. The GC is also responsible for ensuring that his subs are properly licensed and insured, to protect you and your investment (as well as to protect himself).

As you can see, having a GC makes your job as an investor very easy; you hire one person (the GC), you pay only him, and everything just gets done. At least this is the theory; in actuality, there are plenty of bad GCs out there as well, and if your GC isn’t any good, you may need to be very hands-on and manage him to make sure he’s getting the job done, which dilutes his value tremendously.

The downside to working with even the best GC is that he will charge you for all this extra work he does. If he hires a plumber for $1000, he’ll likely charge you $1100-1200 for that plumber’s work, because he had to find the plumber, hire him, manage him, and take responsibility for his performance. Likewise with all the other subcontractor trades. The GC is also managing the schedule and ensuring that the project is on budget, so there will be extra overhead charges for that. In all, having a General Contractor manage your project can cost you an additional 10-30% on your rehab labor costs.



2. Turn-Key (Specialty) Services

If you don’t like the idea of paying someone to manage your schedules and hire subs for you, you can do this work yourself. But you still need to hire contractors to come in do the actual rehab work.

When hiring your own contractors, you have a couple options. The most common — and most reliable — is to hire specialty contractors who are licensed, insured, and can manage themselves and their team. Most specialty contractors list themselves in the Yellow Pages, and they generally cover the basic mechanical trades (Electricians, Plumbers, HVAC) as well as the more niche trades (Termite/Pest Services, Waterproofing, Cabinetry, etc). The specialty contractors range from the big names, like Terminex (pest/termite) and Roto Rooter (plumbing) to the 70-year-old electrician who’s been contracting for 50 years and now just does it to keep busy. There are likely thousands of these kinds of specialty contractors in your area, and they all have one thing in common: they hold the licensing credentials and insurance requirements mandated by the state for their specialty profession.

While these guys may not be the cheapest laborers (they spent a lot of time and effort getting the experience necessary to get their licenses and credentials, and want to get paid for their efforts), they will likely get the job done without you having to “babysit” them or watch their every move. That said, you’ll still have to call them, get estimates, schedule their time, and make sure they have access to the property and the information they need — these are the types of things that a General Contractor would normally do, and that you would normally be paying to have done for you.

The major downside to working with a bunch of specialty contractors is that you will be responsible for managing schedules and ensuring that the rehab progresses in the most optimal fashion. For example, if you hire the painter to come out before the cabinet installer and the flooring professionals, you’ll likely pay less for painting, as the painters don’t have to spend as much time protecting the new materials from getting paint on them. If you do it the other way around, you’ll find that the rehab takes longer and is more expensive. While a GC will know these sorts of things to keep a rehab moving along quickly, you might not, and getting that first-hand experience of having to re-sheetrock a wall because you had your sheetrocker work before your plumber, can be both frustrating and expensive.

By the way, I would consider an experienced handyman to be part of this Specialty Contractor group, and as I’ll discuss later in this chapter, a good handyman may be the most important of all contractors in your arsenal.



3. Freelance Workers

The cheapest — but most time intensive for you — avenue for getting a rehab done is to hire what I call “freelance workers.” These are guys who might have some experience in some aspects of rehab, but don’t have enough expertise and experience that you should trust them to complete even individual parts of a project without management and constant supervision. Whereas a licensed (turn-key specialty) plumber can be trusted to hook up a faucet while you head to lunch, you probably would want to stick around to manage and instruct a freelance worker who was doing the same thing.

Freelance workers are often called “unskilled laborers,” because while they work very hard, they don’t have the expertise to know how to solve tough problems themselves. They’ll look to you to do that, so it’s required that you would have the knowledge and expertise to solve those problems. For example, a freelance worker might be happy to install carpet or lay tile for you, but may not know how; it would be up to you to demonstrate proper technique and then ensure that he is following it and getting the job done correctly. Even if he does know how to complete the job, it’s unlikely that the result will look nearly as professional as his skilled counterpart.

Freelance workers are, by far, the cheapest labor costs for a rehab, but will require the most time, effort, expertise and patience from you.

Many investors will choose a combination of these three types of contractors for their project. They may choose to hire a GC for the large projects that they couldn’t handle themselves, and then use a combination of turn-key service contractors and freelance workers for the smaller projects. It’s all a matter of balancing the cost, time, and effort required to get a job done.

The Value of a Great Handyman

Notwithstanding the three groups of contractors above, if at all possible, you should try to find a great handyman to help you out (a great handyman is the perfect combination of “freelance worker” with many of the skills of a “turn-key specialist”). A really good handyman can do a lot of the stuff the turn-key specialist contractors can do, but at a fraction of the price. For example, you’d probably pay a plumber about $50 to replace a faucet and an electrician about $70 to replace a light fixture; a handyman would probably charge you about $20 for each of these items. In fact, a great handyman can do a lot of things, including basic plumbing, electrical, carpentry, painting, drywall, flooring, etc. Additionally, some handymen have been around the business for decades and can probably even help you with your rehab estimates and help you find great subs.

Just don’t get into the habit of trying to use a handyman for things where you need a specialist. For example, no matter how good he is, you probably don’t want your handyman to replace your roof or rewire your house (though many will say they can). And for things where the quality of finish is really important (like hardwood floor installation), you probably want to entrust the work to a seasoned professional in that area, who will be a bit more attentive to detail.

Also, keep in mind that most handymen aren’t going to be licensed in any trade and probably won’t carry insurance. While the lack of license isn’t a big deal (assuming he won’t be doing anything that requires a license in your state, such as permitted work), the lack of insurance is a much bigger deal. If you don’t require your handyman to get insurance, you are potentially setting yourself up for a lawsuit should he be injured on the job (or should he injure someone else).

All the negatives aside, if you can find a great handyman who is reliable and trustworthy, he’ll be worth his weight in gold.

Creating Your Rehab Team

Now that I’ve discussed the various tiers of contractors and the trade offs you’ll have dealing with different types of contractors, you’re probably wondering how I manage my own rehabs and what I recommend for you as a new investor.

While I’m happy to recommend how I think you should do things, and I’m happy to share how I do things, don’t assume these are the best ways. Every rehabber is going to be in a different situation, and what’s best and most beneficial for one investor may not be for another investor. For example, an investor who has a full-time job is going to require much more trustworthy and self-sufficient contractors than someone who has the time to be on-site all day managing workers. Always consider what’s best for you and your situation when deciding how to handle your rehabs and don’t let anyone tell you what you should or shouldn’t be doing.



How I Recommend You Manage Your Rehabs

If you’ve never managed a rehab before, you have a lot more to learn than you think. Between day-to-day management, budgeting, scheduling and dealing with any required local inspectors, there are a lot of things that can go wrong, and even when they don’t go wrong, they rarely go optimally. While you could jump in with both feet and try to do everything yourself the first time out, if you go this route, be prepared for your project to take longer than expected and likely cost more than you planned.

Unless you have some renovation management experience, for your first couple renovations, my recommendation would be to bring in a GC who is accustomed to working with investors. These GCs are going to be less formal than GCs who typically work for homeowners, but they will help you get the job done within the budget and schedule parameters you’re expecting. A good GC will provide the subs you need, schedule them, manage them, and make sure they get paid.

There are generally two ways that you can arrange the financial arrangement between your GC and you:

Fixed Priced Bid

The most common financial arrangement you’ll have with your GC – and the one I highly recommend early on in your career – is to have the GC provide a fixed price upfront for all the work based on your detailed SOW. This price will cover all the sub-contractor work, the GC’s fees, the permitting fees, etc – basically a comprehensive price for the entire rehab. This price can be negotiated, of course, but once it’s agreed, the GC should be willing to commit to the price.

During the renovation, situations may arise where you’ll want/need the GC to do additional work that you both agree on. When that happens, the GC will prepare a “change order,” which is a formal addition to the fixed-price contract that adds in the new work and the additional price.

Fixed price bids can be a double-edged sword – if the renovation is less costly than the GC estimated, you’ll end up paying more than you probably should have; but if the renovation is more costly than the GC estimated, you’ll end up getting a great deal. In rare situations, a GC can lose money on a fixed-price bid if he severely underestimates the cost of the work to be completed.

Cost Plus Payment

The other common financial relationship between investors and GCs is what’s called “cost plus.” The way this typically works is that the GC will do everything he does with the fixed-priced bid, but instead of giving you a price upfront for all the work, he simply passes on the costs of his subs and materials directly to you, with no markup. In addition, you’ll pay a flat fee to the GC for his efforts – management, scheduling, expertise, etc.

Using the cost plus model is a great way to ensure that you don’t overpay a GC who tends to overestimate rehab costs or who adds a big mark-up to all his subcontractors and materials; on the other hand, you won’t know the actual cost of the project until it’s over, as the GC generally doesn’t get invoices from his subcontractors until work is completed.

If you go the cost-plus route, I highly recommend you ask your GC to provide bids from his subcontractors prior to renovations beginning. This will ensure that the subcontractors don’t try to increase their prices just because you’ll be paying instead of the GC paying. The GC will generally have more leverage than you will if the price comes in high, and subcontractors are more likely to take advantage of you than to take advantage of your GC.



How I Manage My Rehabs

Given that I’ve now completed nearly 100 renovations and generally have 2-5 going at any given time, a lot of people are curious how I deal with managing my projects…

Like I recommend you do, I went the GC route on my first several projects -- and it worked out pretty well. If I knew everything back then that I’ve been telling you here in this chapter, it would have worked out much better. Ultimately, though, I didn’t feel that I had enough control over my projects — I didn’t pick the subs, I didn’t make the schedule, I didn’t negotiate the prices for the work, etc. Given my type-A personality, this structure didn’t suit me. Doing it this way for the first several projects was a tremendous learning experience and allowed me to get my rehabs completed mostly on-schedule and on-budget, but I was ready to take more control of my projects.

Unfortunately, even after several projects (and probably still to this day) I didn’t have the construction experience necessary to be comfortable hiring and managing the subs directly -- but I knew I needed more control. I broke my structure up into two areas --Management and Contracting -- and structured my business in a way that allowed me the control without requiring me to be the expert.

Here’s how I did it back then, and how I still manage my projects to this day:



MANAGEMENT

Every rehab is going to require some level of day-to-day management. The two most common ways to handle management are to: (1) Hire a GC, who in turn deals with all the management issues; or (2) manage the project yourself, in which case you are responsible for dealing with all the issues that pop up.

As we’ve discussed, the benefits of the GC route is that you won’t need to be on-site all day, every day to handle the issues, you won’t have to hire and oversee the subs yourself and you know that the person in charge has construction background and experience. The downsides to using a GC are that you WILL pay more than if you manage the project yourself and you don’t have nearly as much control over the subs and their prices.

I actually decided to go a third route for management: I hired a full-time project manager to be my eyes and ears for all my rehabs. His job was to essentially replace the GC -- interview contractors, get bids, negotiate prices, schedule work, verify that quality is maintained, ensure that we stay on budget, write checks for completed work, procure materials and basically keep me informed about everything that I might need to know without me having to visit the property every day. (I tend to see every project about once per week these days.)

My project manager is probably just as expensive as a GC (so I’m not saving money), but because I know and trust him, and because much of his salary is based on profit sharing, I can be sure that the right decisions are being made for the project. While a GC is going to be interested in doing MORE work (he makes more money that way), my project manager is more interested in saving time and money (since he gets a percentage of the profits). Also, because he is only working on our projects, he is always accessible and he knows how we do everything, right down to the paint colors we use and the materials we choose. My project manager is basically an extension of me, and in fact, most of my contractors consider HIM the boss, because he’s the one they deal with on a daily basis.

Now that my project manager has been with us for over four years, he knows as much about our business as I do, and I can trust him to make the right decisions (or consult me if he’s not sure) every time there is an issue. Because he has authority to write checks and hire/fire contractors, the contractors we use have a lot of respect for him, and to them, he’s the one running the show.

While the option of having a full-time project manager may not be feasible when you’re first starting out, once you get a few rehabs under your belt and you’re working on more than one project at a time, you may find the hiring a full-time project manager costs about the same as hiring a GC on every project, but with many benefits over a GC.

CONTRACTORS

Because I no longer have a GC to provide all the subs for our jobs (and I wouldn’t want that anyway), I have the opportunity to hire the specific subs I want to handle the various aspects of our renovations.

One of the big decisions we’ve made that has made our lives much easier in this business is to hire much of our rehab work out to one company, who is responsible for most aspects of the renovations.

Specifically, they handle all of the following:

        ▪Basic Carpentry (Handrails, Decks, Subfloor, Doors, Basic Framing & Repairs, etc)

        ▪Painting (Interior/Exterior)

        ▪Sheetrock Repair & Replacement

        ▪Basic Electrical

        ▪Basic Plumbing

        ▪Installing Carpet/Vinyl

        ▪Installing Flooring Trim

        ▪Exterior Repairs (Siding Replacement, Soffits, Fascia, Trim, etc)

        ▪Pressure Washing

        ▪Gutters

We call them our “main crew,” and in general, they handle all aspects of the project that don’t require state licensed contractors, permits or highly specific repair work.

Here is the list of other contractors that we bring in as needed:

        ▪Licensed HVAC Contractor

        ▪Licensed Plumber

        ▪Licensed Electrician

        ▪Roofer

        ▪Expert Carpenter / Deck Builder (for big/intricate jobs)

        ▪Cabinet Supplier/Installer

        ▪Window Company (Supplier/Installer)

        ▪Countertop/Tub Refinisher

        ▪Sheetrock Installers (for very large jobs)

        ▪Hardwood Floor Installer

For a typical project, our main crew will do about 75% of the work. They are the first on the job (they do demo), the last on the job (they do the punch list) and are there almost every day in between.

While the main crew definitely has a scope of work for each job (and gets paid by the job), they know that their job is to ultimately make the house look perfect, whatever it takes. For example, if they’re hanging drywall and notice that some framing has rotted or has termite damage and my project manager and I can’t be reached, they won’t wait around for us to tell them what to do — they will fix it, let us know about it at the earliest convenience and, if it was more than a $50 fix or so, they charge it to us at the end. If it’s a cheap fix, they may not even tell us about it until it comes up in conversation later. Also, if they notice something needs to be fixed that we didn’t initially ask them to fix, they’ll just do it, as they know it has to be done eventually.

Most people are probably thinking, “I wish I could find contractors who are willing to do more than necessary and will go out of their way to fix things they haven’t been asked to fix!” This is one of the perks of using the same crew over and over again (and also recommending them out to everyone we know).

Another nice thing about having a general crew that does most of the work is that you don’t need to deal with a lot of scheduling issues. Not only do they know what to do and in what order, but there are always little nuances to scheduling that now take care of themselves. For example, if you repair sheetrock and paint early in the project, you will find that there’s often a lot of touch-up needed after the flooring goes in, the cabinets go in, the light fixtures go in, etc. But, if you hold off on repairing sheetrock and painting until later in the project, you need to be a lot more careful about not messing up the stuff you’ve already done.

Our main crew of guys do touch-ups (sheetrock, paint, trim, etc.) throughout the project, and there’s always at least one guy with a paintbrush in his hand at all times just touching-up as necessary (and as we point things out).

Obviously, it takes a while to find a crew that you can trust like this (I would trust most of my contractors to babysit my two little kids), but once you do, this business becomes about 100 times easier.

We learned early on that you shouldn’t be scared to go through 100 contractors to find 3 or 4 good ones. Don’t settle for mediocre. If someone does a decent (but not spectacular) job on a project, it’s tempting to keep him around as you know you’ll at least get decent performance on future jobs; but in my opinion, I’d rather cut him loose and try to find someone who is better than decent.

Last thing I’ll say on this topic: When you find a great contractor, treat him/them like gold. It’s taken us about 2.5 years to find a great group of subs, and all the effort that went into it was well worth it and — unless there is something really out of whack — we don’t even negotiate with most of our guys anymore. They know that as long as they give us fair prices and do great work, it will be a long-term win/win from both sides. This is the sign of a great long-term relationship, which should be the ultimate goal for all your contractors.

Finding Your Contractors

Even if you plan to use a GC for your first couple projects, at some point you’re going to find yourself looking for subcontractors on your own. Finding great contractors is one of the biggest challenges in this business. There are lots of bad contractors and plenty of mediocre contractors, but great contractors are few and far between. But, they’re out there, and if you know how where to look for them, you’re much more likely to end up with a hard-working and honest crew than if you just start calling guys out of the yellow pages or off of Craigslist.

Here are my top four suggestions for finding great contractors:

        ▪Recommendations From Other Investors: The bulk of your contractors should come from other investors who are already successful in this business. These may be investors in your local network, investors you meet at local Real Estate Investment Association (REIA) meetings, or even investors you can network with over the Internet on popular investor-focused websites. Successful investors have become successful in part because they’ve built strong teams of high-quality and inexpensive contractors, and in many cases they’re happy to share those contractors with other investors. Seek out these other successful investors and ask them for all their contractor recommendations.

        ▪Recommendations From Great Contractors: Something I’ve noticed in this business: great contractors tend to know other great contractors. This makes sense, of course – if you’re in the service industry and are great at what you do, you’re not going to want to tarnish your reputation by hanging out with those who will make you look bad. Additionally, a great contractor isn’t going to want to risk his business relationship with you by referring someone who hurts your business. So, when you find a great contractor, make a point to ask about every other great contractor he knows. Even if you aren’t currently looking for a particular trade, use it as an opportunity to build your rolodex.

        ▪Home Depot at 6:30am: If you want to find great contractors, hang out where they hang out. Most contractors spend time at the big box stores (Home Depot, Lowes, etc.), but the really good contractors are there first thing in the morning. These are the guys who have jobs pre-scheduled (they’re not sitting by the phone all day waiting for a call), they’re diligent and hard-working enough to get out of bed early, and they are efficient enough that they’re buying supplies before the start of the job as opposed to having to leave the jobsite midday to make a material-run. When you see contractor trucks roll up to your local Home Depot or Lowes at 6:30am, start chatting up the guys (the good ones will be in a hurry, so don’t waste too much of their time), getting their business cards and handing them yours.

        ▪Well-Run Project Sites: Part of my job entails spending a decent amount of time in the car driving between houses. When I’m driving, I’m always on the lookout for houses undergoing renovation. If it looks like an investor job, I’ll stop. I’ll talk to the contractors and ask if they’re working for an investor. If so, I’ll ask if I can have a look around. If the quality looks good and the crew is working diligently, I’ll start asking about their pricing or what they’re charging for this job. In about 10 minutes of looking around and chatting with the guys, I can get an idea of whether these are people I’d want on my jobsite or not. If so, I’ll get their information and give them mine. I’ve actually found a lot of my longterm crew by this very method.

By the way, despite how highly recommended a contractor may come, it’s important to always check references. It’s amazing how many rehabbers will ask contractors for references, but will never actually check those references before hiring the guy! You don’t necessarily need to interview past clients of the contractor, but at least take a look at the work that was done. For example, if your contractor is a painter or a roofer, it should be fairly easy to obtain a list of addresses the contractor worked on, and then just drive by the exterior of the house to see the quality of work.

Perhaps the contractor has work currently going on (if he doesn’t, why not?!?!?). Will he allow you to stop by and check out the crew, check out the progress, evaluate the safety precautions the crew is taking, etc.?

Worst case, if you have any doubts, you should call previous clients of the contractor. Ask them pointed questions about how well the contractor maintained the schedule, the budget and the overall quality of the work. Lastly, ask the client if s/he would hire the contractor again…the answer to this question will tell you everything you need to know.

Your Contractor Paperwork

For anyone planning to get into this business (even as a hobby), let me recommend that you have a consistent contract regimen with every contractor you work with, regardless of whether it’s a $500 project or a $50,000 project. The risks are the same, and amount of effort to mitigate that risk is really not too great. With that in mind, here are the documents that I require every one of my contractors to sign before they start on a project:

IRS Form W-9

A W-9 is an IRS form that is used to collect information about your contractor (name, address, SS#, etc.) that can be used at the end of the year to create and issue tax forms to the contractor and to the IRS. Without the W-9, you risk not being able to get in contact with the contractor at the end of the year to provide him with a statement of earnings for the year. You also run the risk of having no proof of Independent Contractor relationship with the contractor, and may end up paying payroll taxes for that contractor and any wages you paid him.

Some people figure that they’ll be able to collect the contractor’s information at some point in the future, but remember, a contractor may be just as happy if you can’t file tax information about him, so it may actually be more difficult to collect this data after the contractor has completed your job. A W-9 only needs to be filled out once (and kept on file); it’s best to have this filled out by the contractor prior to handing him his first check.

Independent Contractor Agreement

This is a big one, and should be created and signed before each project begins and with each contractor you will be paying. The Independent Contractor Agreement basically lays out the contractual relationship between you and the contractor. Besides containing all the details about the specific project at hand, it clarifies that the relationship between you and the contractor is NOT employer/employee, but instead an independent contractor relationship. This is very important, both from a legal and a tax perspective. From a legal perspective, it provides you some protection against lawsuit, workman’s comp suit, etc. And from a tax perspective, it will likely save you quite a bit of money in payroll taxes that you’d otherwise pay if the contractor were considered an employee.

Plus, as I mentioned, the Independent Contractor Agreement lays out the specific contractual terms for the project at hand. For example, the contract specifies such things as:

        ▪List of specific services to be performed

        ▪Compensation terms

        ▪Terms around who provides tools, materials, etc.

        ▪Penalties assessed for missing deadlines

        ▪Insurance obligations

        ▪Description of how change orders are done

        ▪Etc.

This is the primary contractual document between you and your contractor(s), and may contain some or all of the following documentation pieces I discuss below.



Scope of Work

This document may be included as part of the Independent Contractor Agreement or it may be a separate document (usually referenced by the Independent Contractor Agreement). The Scope of Work is what we put together in Chapter 12.

To protect yourself, the Scope of Work should be as detailed as possible, and should even contain specific information about the materials to be used, where to procure them, etc. If you ever go to court against this contractor for failure to complete his job, the judge will want to see the Scope of Work and compare it to the job performed. The more specific the Scope of Work is, the more likely the contractor will live up to expectations, and if it should ever go to court, the more likely you are to convince a judge that the job was not properly completed.

Payment Schedule

This document may also be included as part of the Independent Contractor Agreement or it may be a separate document (and again, usually referenced by the Independent Contractor Agreement). The payment schedule clearly defines the milestones the contractor needs to hit to get paid, and exactly how much he will get paid at each milestone. What the payment schedule looks like is up to you and your contractor, but suffice it to say, you should be looking to pay as little as possible until a substantial percentage of the job is complete (and of course, the contractor will likely want as much money as possible upfront and early in the project).

When you work with a contractor for the first time, you may find the need to have many payment milestones. For example, here is the payment schedule I try to use when I work with a contractor for the first time:

        ▪Milestone #1: 10% paid when these documents are signed

        ▪Milestone #2: 20% paid after the first day of work is successfully completed

        ▪Milestone #3: 30% paid after half the work is completed

        ▪Milestone #4: 30% paid after substantial completion of the project

        ▪Milestone #5: 10% paid two weeks after substantial completion of the project

Paying essentially 30% at the beginning of the project generally appeases the contractor, and withholding 40% until the end of the project usually encourages the contractor not to slack off or leave your project for another job. Certainly, after working with the same contractor on several jobs, you’ll want to make things simpler by consolidating to just a couple milestones (if not a single milestone); perhaps 50% upfront and 50% at the end of the project.

Insurance & Indemnification Agreement

This form is used to ensure that the contractor provides a reasonable amount of insurance (both liability and worker’s comp) for both himself and any of his subcontractors, employees or agents. This form also obligates the contractor not to sue you for any actions that he or his crew might take. Basically, this is a cover-your-ass document that ensures that the contractor will take responsibility for his crew’s actions and also will provide adequate insurance should there be an accident on the job site.

A lot of people will not use this particular document, but remember, all it takes is one lawsuit to put an end to your business and your savings.

Lien Waiver

A lien waiver is a document signed by the contractor at the end of the job stating that they have been paid everything due to them. By signing this document, they are agreeing not to file a mechanic’s liens against your property (a mechanic’s lien is a claim made against your property’s title and can keep you from being able to sell it until the lien is cleared). Make sure that your contractors sign a lien waiver prior to getting their last payment. And refuse to provide payment until the lien waiver is signed, especially if you don’t have a good relationship with that contractor.



Other Documents to Collect

The documents above are the primary documents you need to have signed when working with any contractor. In addition to these documents, you should collect some important information from the contractor and keep it on file in case any legal issues arise later.

Other documents you could get a copy of include:

        ▪Proof of License

        ▪Proof of Liability Insurance

        ▪Proof of Workman’s Comp Insurance

        ▪References

Employee or Independent Contractor?

In this chapter, we’ve talked a lot about hiring people to work on your properties. But there is something very important to add to any discussion about those who do work for you: While it may be clear in your mind that each of these people is an independent contractor (IC) and not an employee, it’s very important that the IRS agrees with you. If the IRS determines that the people who are doing work for you are actually employees, it could end up costing you dearly. Not just in terms of extra tax payments — which would amount to about 15% of the total amount paid in wages plus responsibility for unemployment wages — but also in terms of risk to your business.

For example, if a roofer working on one of your properties falls off the roof, as an IC he is responsible for his own medical costs; but, if the courts determine that he was actually an employee at the time of the fall, you might be responsible for paying his medical costs, disability and even potentially death benefits to his family!

So, what can you do ensure that the IRS and the courts also recognize your workers as ICs and not employees? Keep in mind that the IRS and the courts will use a number of different criteria to subjectively make the determination, so your job is to ensure that you do as many of these things as possible for your independent contractors:

        ▪Independent Contractor Agreements: First and foremost, make sure you have a contract that specifically calls out the independent contractor relationship you have with your contractor. If you plan to hire a lot of ICs, it’s probably worth the time and cost of getting a contract attorney to create a sample agreement that you can use for all your projects and all your contractors.

        ▪Separate Entity: Encourage your ICs to set up a separate corporate entity under which they do business. If they have their own LLC or corporation under which they provide services, they are less likely to look like your employees to the IRS.

        ▪Invoices: Have your ICs invoice you at regular intervals, from their corporate entity. Being able to show invoices to the IRS will support your claims that the workers are ICs and not employees.

        ▪Sub-Contractors: Independent contractors are allowed to hire out the work you contract them to do. If you specifically state that your contractors must do the work themselves, you are likely to be viewed as their employer. Your ICs can hire sub-contractors, bring in additional labor, etc.

        ▪Work for Others: If possible, ensure that your ICs do contracting work for someone (or better yet, many someones) other than yourself. If a worker receives 100% of their income from you, they are more likely to be classified by the IRS as one of your employees by the IRS.

        ▪Tools: Ensure that your contractors provide all their own tools for the job. If you provide the tools (or other materials, for that matter), the IRS will be more likely to look upon you as an employer.

        ▪Instructions: Employees are required to adhere to instructions about how, when and where to work; independent contractors are not. If you tell your workers how to do their job and when to do their job (i.e., you require them to work 8am – 4pm daily), they may be classified as employees.

        ▪Right to Fire: Make sure that if you “fire” an IC, you do so for a reason that has clearly violated your Independent Contractor Agreement. You can fire an employee for any reason, but you can only fire an IC based on contractual obligations and responsibilities.

        ▪Training: Never provide any type of training for your ICs. While employees are permitted to receive training from an employer, if you provide training to your ICs, they will look like employees to the IRS.


Chapter 16: Managing Your Rehab

If your SOW, your budget and your schedule are all ready to go before the rehab starts, you’re well positioned to get things moving. But, managing a rehab (even if you have a good GC) will rarely go as smoothly as you hope or expect. Usually, your schedule is a bit too aggressive, your budget is a bit too small and there are at least a few things that you’ve forgotten or missed on your SOW.

If you’re not prepared, these things can quickly snowball out of control and your 6 week project can easily turn into a 10, 12 or even 20 week project. In fact, even under the best circumstances, it’s easy for a rehab to get off-track. After nearly 100 renovations, we undertook our first out-of-state project in mid-2012. Our partner on the project was an experienced rehabber who had nearly 300 successful projects under his belt. Between the two of us, we had nearly 400 rehabs worth of experience. We carefully selected our contractors, we had a detailed SOW, a conservative budget and a realistic schedule.

But, despite our best preparation, things didn’t go smoothly.

Ultimately, we were nearly 20% over budget, our schedule almost doubled from 8 to 15 weeks, and by the end of the project, our SOW was completely different from when we started. Because we didn’t spend enough time ensuring that our new crew of contractors worked well together and knew what was expected of them, things went out of control quickly, and it was a constant struggle to keep the project from getting derailed completely.

Luckily, the experience from the other projects we’ve done allowed us to (barely) get through the project, but it just reinforced how important it is to stay in control of your project at all times. Through the rest of this chapter, I want to provide some pieces of wisdom on keeping your project under control from start to finish.



Don’t Lose Days

When we first started in this business, our typical rehab took about 6 weeks. The same rehab today takes about 2 weeks. The bulk of the time savings is due to the fact that we no longer have days where our rehab is completely empty, with no work going on.

On our first few projects, it wasn’t uncommon for two or three days to go by without anything getting done. There were lots of reasons for this -- from poor scheduling (I didn’t let my contractors know upfront when I would need them) to slow decision making (it would take two days to pick out light fixtures we wanted to use) to poor management of my contractors (they wouldn’t show up and I’d put up with it). All the reasons for lost days were completely my fault, and once I took control of the projects, things started to move a lot faster.

Now, all my contractors know the schedule upfront. They know what days they’ll be working on what parts of the rehab, and if the schedule has to be shifted around, the contractors are notified immediately and we get them rescheduled. If a contractor can’t be there on a specific day that he’s scheduled, we’ll rearrange the schedule to get another contractor in that day. We never, ever like to have a house sitting empty for 24 hours.

In terms of materials, we know at the beginning of the project when we’re going to need things and we ensure that the needed materials are on-site before they are needed. The contractors know what materials we will provide and what materials we expect them to provide, and if there is ever any confusion over materials and a contractor doesn’t have what he needs, he knows that he’s empowered to buy it himself and I’ll always reimburse him.

Lastly, in terms of managing contractors, I don’t put up with contractors who don’t show up when they’re scheduled to work. I understand that things will sometimes come up and that other jobs can run over, but if a contractor is consistently late or doesn’t show up for an entire day at a time without letting me know, I’ll happily replace him. Remember, it’s YOUR jobsite, and you must maintain control of it. If your contractors know that they can walk all over you, they absolutely will.



Plan Your Schedules Upfront

This goes along with my points from above. Having a schedule planned out ahead of time isn’t just good for you and your project, but it’s also good for keeping your contractors happy. Contractors only get paid when they’re working, and if your failing to plan ahead causes your contractors to lose days of work, they will be much less motivated to work for you in the future.

I go out of my way to ensure that my project schedules are geared towards optimizing my contractors’ time. For example, my painter has a large crew that can come in and tackle both the interior and exterior painting in about three days. They are like a well-oiled machine -- once they get going, they hardly stop to eat or sleep until the job is completed. But, the entire process will get derailed if they can’t work on the interior and the exterior simultaneously or if they need to share the property with other contractors while they’re working. When that happens, their job can take twice as long, and everyone gets frustrated.

So, to optimize their time, I make sure that I don’t schedule them to start working until both the interior and the exterior are ready for paint and I’ll never have other contractors working in the house while they are. By doing this for them, not only are they happy and optimizing their working (earning) time, but I’m happy as well because my project is moving along as quickly as possible.

One thing I like to do at the beginning of a complex project is to create a schedule, print it on a large piece of paper and post it at the job site. This way, the contractors always know when they’re scheduled to be on the job and there’s never any confusion. It also allows the contractors to coordinate amongst themselves and ensure that my project manager is aware of the schedule as well.

By the way, schedules shouldn’t just be posted on the wall of the house, they should also be made part of the contracts you have with your contractors. While the schedule in the contract doesn’t necessarily need to be as detailed as the schedule you create for the project, it should at very least have a start date and an end date.



Prepare for Dependencies

One of the quickest ways to derail a project is to not properly coordinate two contractors who dependent on each other to complete their jobs.

For example, we will often bring in our electrician at the beginning of the job to upgrade the electrical service or replace the electrical panel. From a scheduling standpoint, since the electrician will be confined to one area of the house while doing this, it would seem reasonable that you could also have other contractors in the house working at the same time. But, the electrician will generally need the power turned off while completing a service upgrade, and that means that other contractors won’t be able to use their power tools and may not have much light. This can be frustrating for your contractors if they weren’t prepared ahead of time.

Sometimes, contractors can’t get into the house for some period of time -- for example, while the hardwood floors are still wet or while the tub refinisher is working with caustic chemicals. Even situations where one contractor is working inside and another is working outside can cause problems -- for example, if your plumber is fixing the main line outside and needs the water turned off at the same time your sheetrock guys need water to do their jobs inside.

Any time you have a situation where one contractor may be waiting for another contractor or one contractor can’t complete his work because of what another contractor is doing, you risk running into problems. If you’re new to rehabbing and don’t have a GC to help you coordinate these types of dependencies, you should be conservative and only schedule contractors one at a time, or only when you know they won’t get in each other’s way. Once you get more experience, and once your contractors get accustomed to working together, these are things that can be planned for upfront and that your contractors should even be able to resolve together when situations arise.



Know Who Supplies What Materials

Some rehabbers want full control over their money and materials, and will provide everything themselves -- from lumber to roofing materials to light fixtures and plumbing fixtures. Some rehabbers are just the opposite -- they want their contractors to supply everything, so they don’t have to deal with it. When it comes to your rehabs and how you deal with materials, you need to decide what is right for you.

Here’s how I do it:

For the major trades (plumbing, electrical, HVAC, roofing, carpentry, paint, siding, etc), I have my contractors provide all “building materials” and have them include it in their bid. Building materials include: lumber, nails/fasteners, sheetrock/tape/mud, paint, roofing materials, concrete/mortar, etc. I provide all the “finish” materials. In other words, I provide: light fixtures, plumbing fixtures, appliances, doors, doorknobs, switches/plates, etc.

When it comes to the specialty trades, I generally have a separate arrangement with each contractor. For the cabinets and countertops, I have a contractor who provides the cabinets and countertops that I specify and he installs them. Likewise for garage doors and openers -- I have a garage door company that will supply what I specify and install it themselves. And likewise for hardwood flooring --I specify the type of wood and then my guy will take care of materials and installation. For carpet, I get great carpet prices from my supplier, so I’ll provide carpet material and my contractor only provides labor.

These are the types of things that you should discuss and negotiate with your contractors before work begins and ensure that it’s clear (including in the contracts) who supplies what. In general, remember that if the contractor is going to supply materials as part of his bid, and it’s up to him what materials to use, he will generally use whatever is most inexpensive. This might be fine for things like lumber and fasteners, but you probably don’t want your contractor choosing your light fixtures or appliances based on price alone.

For the materials I provide, I like to get most of the stuff from one store (Home Depot is currently my go-to place), and I’ll have the store deliver everything at the same time right to the project.



Never Pay Ahead of the Work That’s Been Completed

Many contractors will tell you that they can’t start on your project until you pay them some amount of the total cost upfront. Then, they’ll have you continually pay them throughout the project to ensure that you’ve always paid more than the work that has been completed.

This is backwards! If your contractors ever walk off the job or fail to show up for work, you’ve paid more than the work that’s been completed, and YOU LOSE MONEY. Instead, your contractors should be working ahead of your payments, not the other way around. This way, if the contractor chooses to not show up, he’s done at least some of the work for free and HE LOSES MONEY.

If the contractor insists on not taking the risk of you not paying, then offer to pay many installments. For example, in the most extreme case, you can pay the contractor at the end of every day for the work that was completed that day. This ensures that the contractor never has to worry about losing more than a day’s pay to an unscrupulous investor who doesn’t pay, and you can ensure that if the contractor ever doesn’t show up, you’re not out any money.

Certainly, there will be cases where the materials are a considerable portion of the total contractor cost (such as getting a roof replaced or sheet rocking an entire house), in which the contractor will rightly want some payment upfront to ensure he’s not buying a bunch of materials he never gets paid for. In these cases, you can agree to pay for the materials upfront, but also ensure that the contractor delivers the materials to the property the same day. Again, this will protect both sides.



Make Sure You Visit the Jobsite

Best case, you or someone on your management team will be at the property any time a contractor is working there. Unfortunately, this isn’t always realistic, and if you have a trusted crew that you’ve worked with in the past, this may not even be necessary. But, if you’re not going to be at the property full-time, make sure you at least check in a couple times a day — on surprise visits.

Too many investors will let their contractors know exactly when they’ll be at the property. For example, they’ll meet the cabinet guy at 9am to let him in the house, and then say, “I’ll be back at 2pm to check up and see if you need anything.” While this won’t matter with good contractors, if you have a bad one, you’ve now given him the information he needs to slack off for the next couple hours or go finish up another job down the street.

I know this sounds far-fetched, but there are LOTS of contractors who overbook their schedules, and will use any opportunity they can to make it seem like they’re in two places at once. The really bad ones will not just screw up schedules by doing this, they will also make extra money. You want to be sure that your contractors are working when you’re not around, and that they’re working on YOUR project.

To avoid problems, don’t tell your contractors when you’ll be visiting the site, and don’t be consistent. For example, if you always stop by at lunch and after work, take a late lunch on occasion to keep your contractors on their toes. Or send a friend over to check on progress every once in a while if you can’t do it yourself.



At First Sign of Trouble, Don’t Hesitate to Fire A Contractor

While it may be a pain in the butt to have to find a replacement mid-project, it’s much worse to have to deal with a bad contractor for any amount of time.

The biggest mistake I see rehabbers make is not getting rid of bad contractors quickly enough. They will rationalize that the contractor will get better (trust me, contractors don’t change), or that the project is almost over and they’ll just not hire the contractor in the future.

In most cases, if the contractor is not getting the job done early-on in the project, things will just get worse (not better!) as the project wears on. Plus, a bad contractor will not only hurt his part of the project, but will also affect the morale of the rest of the crew, who are just trying to finish up so they can move onto the next job.

Let me leave it at this: If you have any doubts about a contractor, go find another one. There are plenty of great contractors out there, and it’s not worth your frustrations to stick with one who’s not so great.


Chapter 17: Agent or FSBO?

Okay, you’ve successfully managed your contractors through the rehab on your property. You’re now one step closer to collecting your payment Let’s get this house sold!

While I generally prefer to use a licensed real estate agent to sell my properties (for me, this would be my wife), there are also some situations where selling your property yourself – commonly called For Sale By Owner or FSBO – makes sense.

In this chapter, I’m going to discuss the value of having a great real estate agent, what types of tasks that agent should accomplish for you, and when you might find that doing it yourself is the preferable alternative.

The Value of a Good Agent

First, it’s important to understand the role of an agent when it comes to selling your investment property. While selling an investment property isn’t all that different from selling any other piece of real estate, there are some unique aspects.

For example, your property will most likely be vacant, so much more care needs to be taken to maintain upkeep and ensure showings are done well. Secondly, because buyers will often have questions about repairs that were made and upgrades that were done on a rehabbed property, the agent needs to understand the basics of renovation and the details of your particular renovation.

All that aside, let me break down the three main areas that I use to evaluate a listing agent to determine if they are good enough to try to sell my deals:

1.Listing and Marketing

2.Negotiating

3.Getting to the Closing Table



Listing and Marketing

The first responsibility of the listing agent is to actually put your property on the MLS (list it) and to get the word out to every potential buyer that it’s available and awesome (marketing it).

Here are some of the things you should be looking for from an agent when it comes to Listing and Marketing your property:

        ▪Accurate Pricing: Perhaps one of the most important aspects of being a Listing Agent is the ability to accurately determine how much a property will sell for. If you overestimate, you run the risk of not getting any offers, letting the listing get “stale” and ultimately keeping you from making your profit. If you underestimate, you’re leaving money on the table that should be going into the seller’s pocket. Great agents know how to accurately price a property; even better agents can tell you how much longer or shorter the property will sit if you adjust your price, allowing you to do your own cost-benefit analysis on the pricing decision.

        ▪Great Listing: Anyone can write a few grandiose words about your property and throw up a half-dozen average pictures. A great agent recognizes that the listing is the premium opportunity to make an excellent first impression on your buyers. The goal is to get them excited about seeing the property just from looking at the listing. If they’re excited about seeing the property, and have a day or two to look forward to it, they start building up an emotional attachment in their head. So, while they may be out looking at a number of properties before yours, yours is the one they’re looking forward to. A great agent knows how to write listing copy to really connect with buyers and knows how to take pictures (or hire someone to take pictures) that present a WOW factor in the listing.

        ▪Getting Showings: For $300, you can list your property yourself on the MLS using a flat-fee listing service. So, don’t fool yourself into believing that you need an agent to get you onto the MLS, or that an agent is good just because they get you showings based on your MLS listing. Great agents have a network of other agents that they work with each time they get a new listing in order to market the property, find targeted buyers, etc. If you can expect to get 5-10 showings the first weekend just from listing the property on the MLS, you should expect 20-30 showings if you have a great agent.

        ▪Preparing For Showings: Great agents don’t leave things to chance. For example, in our business (where my wife is the agent for our properties), we keep each house on a portable alarm system. One reason we do this is to protect our investment. But the bigger reason is that we want to ensure that buyer’s agents HAVE to call us and let us know BEFORE they show the property (our listing asks for 30 minutes notice so we can turn off the alarm). This gives us time to send one of our employees over to the property to turn on the lights, open the blinds, verify the temperature, refill the scented air-fresheners, make sure there are flyers and blank contracts on the counter, make sure there is no trash in the yard, etc. This ensures that every single showing makes the best possible first impression on the buyer.

        ▪Soliciting Offers and Getting Feedback: Any agent can tell you that you had 10 showings over the past week. A great agent knows how each of the showings went, what the buyer (and the agent) liked and didn’t like, whether an offer is forthcoming or not, and any other information pertinent to the sale. How does the agent do this? Simple...they pick up the phone and call the buyer’s agent for feedback a couple hours after the showing. I can’t tell you the number of investors I speak with who say they can’t get an offer, and when I ask what negative things the buyers have noticed, they say, “How would I know?”

        ▪Evaluating Progress: Not every showing is going to result in an offer. Hopefully, if the property is priced correctly, you’ll get an offer within the first 3 or 5 showings, but sometimes, even that doesn’t happen. When that doesn’t happen, the important task is to find out why. A great agent will be able to use the market data and feedback they’ve gotten to determine this. Does the property need a price drop? Does it need a fence around the back yard to shield the trash in the neighbor’s yard? Does it just need more time and a couple more showings?



Negotiating

Negotiating is the second major area where I’ll evaluate an agent. While there are a lot of areas of selling real estate that require strong negotiation, I’m going to focus on two.

The first is negotiating an initial contract with a buyer. I know a lot of investors who think they are great negotiators and who insist on doing offer negotiation themselves. But, in reality, as the seller, you are probably not as well suited to negotiate your own property sale as someone who is less emotionally connected and vested in the property. There are two risks that an emotionally invested person faces when negotiating their own deals:

1.Overvaluing the Deal

        ▪By overvaluing the deal, I mean that many sellers believe their properties are worth more than they actually are; or are too emotionally invested in the property to recognize a fair offer.

        ▪For example, it’s the first weekend on the market for your newly rehabbed property, and you’re just waiting for that full-price offer from the first person that walks through. Surprise, the first buyer makes an offer $20K below the list price. You’re positive the house is worth full-price, so you counter with full-price. The buyer increases his offer to $10K below list. Again you counter with full-price. The buyer -- annoyed that you’re not willing to even budge -- walks away.

        ▪Perhaps this was a good move on your part, and you’ll be getting that full-priced offer on the next showing. Or, perhaps you lost the only offer you’ll end up getting for the next 6 weeks. A great agent would be able to put that specific offer into perspective for you, and may have been able to save you that deal.

        ▪For example, perhaps $10K less than list was still a great offer, and you just couldn’t see it because you were blinded by excitement. Or perhaps the agent would have seen some aspect of the deal -- other than price -- that you could have conceded to the buyer without dropping the price. Regardless, the fact that you were so excited about the first weekend on the market and a potential sale may have clouded your judgment when it came to negotiating that offer. A great agent wouldn’t let that happen.

2.Undervaluing the Deal

        ▪On the opposite end of the spectrum are those investors who are willing to give up too much in the negotiation because they don’t recognize the value of their property. (I often fall into this trap myself.) These are the seller who get an offer the first weekend at $20K below list price and want to jump on it. Perhaps they don’t even want to present a counteroffer for fear of losing the buyer.

        ▪While these sellers will often get their houses sold quickly, they tend to leave a lot of money on the table that could have gone right into their pockets. A great agent will let you know when you’re selling yourself short, and will push you to get more, even if it adds a little risk. In fact, many investors are cautious of negotiating, overestimating the risk of losing a deal. In applicable cases, a great agent will remind you that the buyer is expecting a counter-offer, and if you accept without making one, he may wonder what’s wrong with the property if you’re willing to give it up so easily!

So, when it comes to negotiating an offer, a great agent is invaluable. Not only is a great agent a strong negotiator, but a great agent is also able to convince you when you’re not thinking clearly when it comes to your negotiating tactics.

The second piece of the negotiating puzzle that great agents help with is after the inspection and at the end of the due diligence period. Oftentimes, the buyers will come back with a list of “demands” – perhaps repairs, additions (like a new fence), or even a decrease in the agreed upon price of the house. A great agent has been through this process many times and knows when a buyer is just fishing for concessions and when a buyer is seriously at risk of walking away from the deal if he doesn’t get what he wants.



Getting to the Closing Table

Getting your property under contract is one thing, and actually getting to the closing table is another. Especially in this market where lending is tight, buyers are flaky, and good real estate professionals are in short supply, a high percentage of deals are at risk of falling out of escrow if the agents don’t do their jobs well.

Here are some things we do in our business to ensure that each property gets to the closing table. Even the best agents may not be as persistent as this (and that’s not necessarily a bad thing), but the best agents will do as much of this as necessary to get the deal closed:

        ▪Getting Appraisals Ordered: A great agent will get in touch with the buyer’s mortgage broker/lender within a couple days of a getting contract. The first order of business is getting an appraisal ordered, and great agents will make sure that gets done quickly. If it takes 2 weeks to get the appraisal, and then the appraisal comes in low, that’s 2 weeks wasted. I make sure an appraisal is ordered within 48 hours of the contract being signed. If it takes longer than that, I know that the broker or the buyer is lying about how qualified they are to buy (and need more time before they want to pay for that appraisal).

        ▪Be Present for the Appraisal: This may be the most important aspect of a deal these days -- getting the appraisal to come in at the contract price. A great agent will either be present for the appraisal or arrange for you to be (with comps in your hand). In our case, we take the agent lockbox off the door so that if the appraiser shows up without anyone telling us, he needs to call us to get in (most appraisers use the same lockbox key as agents). When an appraiser calls us from the property, we tell him we have the key and we’ll run right over. Luckily, we’re generally informed beforehand so we can be there with comps in hand, renovation lists, etc. Appraisals can make or break a deal, and again, a great agent leaves nothing to chance.

        ▪Be Present for the Inspection: I would never expect my agent to be present for a buyer’s inspection (and neither should you), but a great agent will recommend that you be and will do everything she can to get the buyer to agree to it. This way, you will know beforehand what the buyer is likely to come back with when requesting repairs. More importantly, if the inspector brings up something that you think may be confusing to the buyer (and that you think might concern the buyer unnecessarily), you can ask leading questions right then and there to get the inspector to clarify and make the buyer feel more comfortable. Of course, if the buyer really doesn’t want you there, you should respect his wishes and not go.

        ▪Getting the Closing Scheduled: Sure, this seems like an easy item. But, in reality, it’s a BIG ONE. The average agent will wait until a few days or a week before the contract closing date to schedule a specific closing date and time. A great agent recognizes that a firm date and time slot will help everyone stay on schedule. Our process is, within 48 hours of the contract being finalized, we call the closing attorney and get the closing put on the calendar. While this date may change (hopefully get pulled in sooner!), when you have something actually scheduled, it makes people focusing on hitting that date. Trust me, you’ll get much more cooperation from the lender when you say, “Are we still on schedule for August 18 at 3:30pm?” than if you say, “Are we still going hit mid-August for this closing?”

        ▪Communicating: Great agents over-communicate. There shouldn’t be more than 72 (preferably 48) hours that go by while you’re under contract that your agent doesn’t call or email you. Even if it’s only to say, “Nothing new...everything on track.” If your agent knows that she is going to have to give you a status every couple days, it means she also knows that she has to get the status at least every couple days. Whether that means calling the broker, the processor, the buyer’s agent, the closing attorney, etc., a great agent keeps in touch with everyone, all the time.

These are my basic criteria for a real estate agent, and those that do most or all of these things well are the agents you want on your team. Not only do they ultimately make you more money on each deal (perhaps even enough to cover the cost of using them), but they will save you countless hours, countless headaches, and countless sleepless nights.

Keep these things in mind as you continue to read this chapter and as you consider whether you want an agent to represent you or if you prefer to try to sell your houses yourself.

When To Consider “For Sale By Owner”

I very rarely recommend to investors that they should attempt to sell their property for sale by owner (FSBO), but there is one situation when I believe not only is a real estate agent not needed, but when a real estate agent probably will do more harm than good. And that’s when you plan to resell your property to another investor as opposed to a retail buyer/owner-occupant.

When reselling to an investor, there are many marketing avenues available to you that will be nearly as good as the MLS -- including online classified sites (e.g. Craigslist.org), real estate investor association meetings, local wholesalers who have buyers and just general networking with other investors who may be interested in the property or know someone else who might be. While listing on the MLS may be advantageous (see the next section on “Flat Fee Listings”), I don’t believe that working with the typical real estate listing agent will be to your advantage when your target buyer is an investor.

The reason for this is that most traditional real estate listing agents don’t understand how investor buyers analyze a deal, and very few real estate agents in general speak the language of real estate investing. Using a typical real estate agent to market your properties will more likely scare off potential investor buyers than attract them.

All that said, if you really need help marketing your property to investors, try finding a couple buyer agents who specialize in working with investors -- while these agents probably won’t want to list the property for you, they very well may have an investor in their network who is looking for properties. The other advantage to going directly to the buyers’ agents is that you will only have to pay one side of the commission on the deal, as you’re not paying an agent to list and market the property.

What About Flat Fee Listings?

First, let me define what a flat fee listing is. Over the past couple years, brokerages have popped up that specialize in helping sellers get their properties listed and marketed on the MLS for a very low cost (usually a fixed price of between $250-750). These brokers are often called “discount brokers” and their fixed price listing services are usually referred to as flat fee listings.

Flat fee listings differ from traditional “full service” listings in that the flat fee listing service generally only includes the MLS listing. If the seller wants additional services, they have to pay for those. Those additional services may include:

        ▪Sign in Yard

        ▪Realtor Lockbox

        ▪Photographs of Property for Listing

        ▪Taking Phone Calls from Buyers/Agents

        ▪Open Houses

        ▪Negotiating Help

        ▪Contract Preparation

        ▪Closing Coordination

After all these additional costs, the seller is paying much more than the low price they initially thought they were paying. In fact, I’ve heard some flat fee listing services claim that -- in total -- the average seller who uses a flat fee listing will ultimately pay about 7% of the sale price in commissions and fees. This is 1% more than the typical commission structure for a full-service listing. In other words, flat fee listings often cost sellers more, not less!

In addition, in my experience, buyer agents don’t typically like dealing with listings that are flat fee, and often steer their buyers away from any properties listed with a flat fee or discount broker. There are many reasons for this:

1.The big flat fee brokerage in my area (one of the most successful brokerages in the country, incidentally) is known for very poor service. Many agents don’t like to deal with them or their clients;

2.Sellers who use flat fee listing services are often less responsive than a listing agent, which makes sense because a listing agent has the job of being responsive. Agents with serious buyers don’t like to have to deal with non-responsive sellers or listing agents;

3.Showings can sometimes be difficult, as there aren’t always agent lockboxes on the houses, agents have to speak with the homeowner who may sometimes be difficult, etc.;

4.Homeowners like to follow the agent and buyer around -- buyers’ agents (and buyers) REALLY don’t like this;

5.Buyers’ agents realize that they may have to do some seller hand-holding through the process if the flat fee lister doesn’t provide any backend support. Buyers’ agents are already doing lots of brokerage work to help their buyer, so they don’t want to have to do the listing agent’s job as well.

Ultimately, if you decide to sell through a flat fee service, you may lose some potential buyers who will never get to see your house. Also, just to throw out some data from my own experience:

From what we can tell, there isn’t too much difference between my flips and those of our competitors. The starting list prices between our properties and our competitors are generally about the same in our area. The bulk of the differences are in the remodeling finishing, the staging, the marketing, and sales; and all of these things are purely attributed to my listing agent (who handles all these things).

In other words, my listing agent (who happens to be my wife) is pretty much the only difference between the product we offer and the product our competitors offer -- everything else is pretty much commoditized in our market and at our price point. So, comparing DOM and sale prices between our flips and our competitor’s flips is a pretty good way to determine the value of the listing agent.

Based on my research, remodeled properties that compete with ours have a DOM of about 50 days with sales at about 85% of list price. We get our properties under contract in an average of 17 days and at an average of 96% of list price.

This means that the value my listing agent brings over my competitors’ listing agents is about 65% reduction in DOM and about 10% increase in revenue (likely translating to at about 30% increase in profit). And most of our competitors are using a real estate agent, so they’re probably doing a touch better than flat fee.

While this is a very small data sample, and there are probably a lot of other factors that aren’t considered here, this is enough to reassure me that a great agent is worth what they charge, and an FSBO or flat fee listing is worth much, much less.


Chapter 18: Staging

Staging involves preparing a home for resale by making it look attractive through furniture layout, accessories, color and design. For rehabbers who are trying to sell vacant houses, staging involves bringing in furniture, pictures, beds, etc, to make the house appear to be lived in, which will give buyers an emotional connection to the home and help them envision what it might look like once they move in. Additionally, staging can help highlight the great features of a house while minimizing the less attractive features. For example, staging can help define a large empty space and also help make a small space appear much larger than it is.

My wife and I are both big fans of staging our properties. While it’s hard to provide any quantitative data to support it, we’re both convinced that our decision to stage each and every one of our properties has contributed greatly to our success in this business. It’s not uncommon for buyers and their agents to tell us that the staging was not only what attracted them to the property in the first place (they saw the pictures on the MLS), but that the staging effectively sold the house.

In this market, I don’t believe that staging will necessarily help you command higher prices for your rehabs, but I do believe it will help you get your properties sold much more quickly than without staging. And any time you can reduce the number of days your property sits on the market, the more money you’ll put into your pocket and the less stress you’ll have in this business overall.

If you decide you want to stage your property, you’ll need to decide upfront whether you want to hire a stager to handle everything or whether you want to do it yourself. A professional stager brings a lot of experience and expertise, but if you have a good eye for design, understand color palettes and complementary colors and are a good bargain shopper, why not try doing it yourself to save some money? That said, staging is about detail, and if you don’t have the skill to do it yourself, find someone who can, or bring in a professional who can get it all done quickly and stress-free.

Deciding Whether to Buy or Rent Furniture

If you plan to do your staging yourself, at some point you’re going to have to decide whether you would prefer to rent the furniture from a furniture rental store or whether you’d prefer to buy the staging furniture outright. This is an important question that will have a lot of ramifications -- if you purchase furniture, you’ll need to deal with moving and moving costs and will potentially have to deal with storage and storage costs. Moving and storage of furniture adds extra overhead to the process that may not make sense if you only plan to rehab one or two properties per year. But, if you plan to undertake at least four projects per year, you may find that -- from a financial perspective -- it’s worth having your own furniture.

If you’re a savvy shopper, it should only take one to two rehabs before it becomes more economical to buy furniture for your staging as opposed to renting it. The big question will be what to do with the furniture between projects. Most people will store the furniture in a storage unit, which increases the cost of having the furniture and also increases the cost of moving the furniture. We try to do two things to reduce our costs and moving expenses:

1.When we have extra furniture that we know we won’t need for several months, we will either do staging for other investors or rent the furniture out to other investors. Not only does this keep storage and moving costs down, it actually allows us to make money on our staging furniture. In fact, I would be willing to bet that we’ve made more money on our staging furniture by staging and renting to others than we’ve spent on the furniture in the first place. It’s a whole other income stream for us!

2.If you generally have at least one project going at all times, you can always store extra furniture in the basement or garage of a house that is currently undergoing renovation. If you can accomplish this, you can eliminate the need for a storage unit, and if you will eventually use the furniture in the house it’s stored in, you can reduce moving costs as well.

Another advantage to owning your staging furniture is that oftentimes, buyers will want some of the furniture as part of the house purchase. Sometimes we sell furniture piece-meal (for example, a buyer asks to buy the couch in the living room); in those cases, we nearly always sell the piece for more than what we paid. And sometimes a buyer will ask for a bunch of furniture, and we’ll negotiate it into the purchase price of the house; perhaps we’ll offer to throw in all the furniture for a full-price offer. The higher selling price almost always outweighs the cost of the specific furniture we’re losing, so this is another opportunity to make extra cash on the project.

Top 16 Staging Tips

There are plenty of good books out there on staging and how to prepare your house for sale, but there are also some tips and tricks that we’ve learned by staging over 100 houses over the past several years. While every tip may not work in every house, being able to pull out the right trick at the right time can often help turn an average room into an awesome room.



1. Clean

This really should go without saying, but unfortunately, in my experience, it often doesn’t. Before you ever even think about showing your property, you should have a professional cleaner come in and clean your house top to bottom. When buyers think of a rehabbed house, they think “new” and it’s your job to satisfy that expectation.



2. Buy Small & Light

The first rule of staging furniture is to find pieces that are both lightweight (you’ll be moving it often) and small (makes the rooms look bigger). Surprisingly, it’s difficult to find either of these things, but if you shop around, they can be found. My wife gets most of our staging materials at four places: American Signature Furniture, a small, locally-owned furniture shop called Furniture Land, Walmart, and Craigslist. In fact, most of the furniture comes from Craigslist and most of the accessories come from Walmart.

We used Ikea for many items in the first house, but quickly realized two problems: things that are put together inside a room can be tough to get out of the room, and Ikea furniture is HEAVY (think industrial strength particle board-heavy!).



3. Bargain Hunt

Now that we have over a dozen sets of staging furniture, we’ve learned how to purchase for an entire house (furniture, accessories, pictures, etc) for about $2500.

My wife will often buy things that are discontinued, pieces of larger sets where other pieces are damaged, items with small scratches or imperfections, etc. She even has salespeople from stores call her when they have “small and cheap” stuff available, as they know what she does and what she’s looking for.



4. Fake Beds

For things like beds, instead of a mattress, you can use two box springs or a box spring under a blow-up mattress. With the comforter on top, you can’t tell it’s not a real bed (see picture below), but it’s much cheaper and much easier to move than a real bed. Be prepared, though, to rebuild it every time a buyer sits on it (which is about 3 times a week).

[image: ]



5. Reds & Browns

We like to color coordinate each set of furniture, picking one or two colors that will bring the entire house together. The colors we use will depend on the characteristics of the house (lighting, color of the floors, color of the cabinets, etc), though we’ve found that buyers are especially fond of deep reds and brown. Most of our houses now incorporate red and brown to some degree.

Here are a couple examples:

[image: ]
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6. Use Staging To Hide Flaws

Staging is a great way to hide any minor defects that buyer might otherwise fixate on.

For example, in the bathroom in the picture below, there was a cracked tile behind the magazines and under the plant. We made sure the buyers knew about them after the contract was signed (so they could back out if it was really a deal-breaker), but it kept the buyers from focusing on it when they first viewed the house.

[image: ]

Here’s another example -- in this room, there was a small, oddly shaped nook that most buyers would think is wasted space. Instead, we found the perfect sized desk that highlights its potential use as an office space:

[image: ]



7. Use Staging To Highlight Positives

Staging is a great way to highlight to best characteristics of a property as well.

For example, whenever we sell a house with a large master bedroom, we like to highlight the size of the room by including a sofa and table:

[image: ]



8. Use Window Treatments

We like to make rooms feel taller and windows look larger than they actually are with clever curtain positioning. In the house in the picture below, the ceilings were only about 7 feet high; but with the positioning of the curtain rods well above the windows, it draws the buyer’s eye further upward, emphasizing the height of the room and making the ceilings appear much taller than they actually were:

[image: ]



9. Lots of Light

Buyers love light and bright. It’s simple to bring more natural light into your rooms while visually increasing the size and prominence of your windows by positioning curtains on the right and left sides of the window trim, rather than covering the windows themselves. This frames the windows and makes them appear significantly larger and more substantial than they actually are, which is really appealing to buyers.

Here’s an example:
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10. Even More Light

While natural light is best, any light will help. Keep your eyes open in stores like Home Depot, Lowe’s and Target for 3-sets of lamps on the clearance shelves -- and use them wherever you can in the house you’re staging. We’ve picked up a few sets of three -- including a floor lamp and two table lamps -- for around $20 a set! It’s not uncommon for the houses we stage to have 10+ lamps throughout.

Even better, if you or your agent have time to get to the house before your buyers arrive for a showing, brighten up your rooms by turning on every single light on in that house, even if it’s already sunny outside. This little trick, combined with all the sunlight shining in through your properly-staged windows, inspires buyers and leaves them with a cheerful and happy (instead of doomy and gloomy) feeling. Cheerful and happy translates to a heck-of-a-lot-more-willing to write up a contract!



11. Glass Tables

It’s no secret that larger spaces generate higher sales prices. So to show off all that space that exists (or doesn’t really exist) in great rooms, living rooms, and dining rooms, use glass top tables. This is also a great way to highlight new hardwood floors.
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12. Use Mirrors

We like to use lots of mirrors. It literally allows the buyer to see themselves in the house. Don’t go overboard -- stick with simple and classy and you won’t go wrong.
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13. Protect Your Carpet

If you’ve installed new carpet in the house, put down plastic carpet protector. Not only does it keep the carpet from getting stained, but multiple buyers have noted that the fact that we made an effort to protect the carpet indicated that we probably took extra care when renovating. Another advantage to protective carpet plastic is that you can use it to strategically define the “flow” and walk-ways through the house, which establishes a clear path for buyers to follow.



14. Use Rugs

While we’re talking about the floor, remember that area rugs are an awesome way to add visual interest with splashes of color, define and anchor your furniture to create specific spaces in large rooms, add a sense of warmth to tile and vinyl floors, and draw attention to your newly finished hardwoods or newly installed carpeting.

Area rugs don’t have to be expensive to be effective -- in fact, most of our area rugs come from seasonal clearance sections at home improvement and big box stores. When used in the right context, area rugs are like artwork accents for your floor!

[image: ]



15. Three is the Magic Number

When it comes to art and design, three is a very common number. Having three items on a table, three pictures on a wall, three pillows on a couch, etc. tends to be visually appealing. When in doubt, use groupings of three in your staging.



16. Two Sets of Staging

We’ll often stage each house twice. The first time, we’re staging for our pictures. We’ll generally arrange furniture and accessories in a way that allows us to get the best shot of the room possible, without worrying about the balance of the entire room. For pictures, we need to show all the highlights of the room (windows, nice lighting fixtures, etc.) all in a small area. But, for our final staging, we want the room to be balanced, which will often require us to move stuff around after the pictures are taken.


Chapter 19: Buyer Due Diligence

If you’ve done everything right up through this point, it probably didn’t take too long to get an offer and negotiate a contract on the sale of your house. But, there’s still a lot that needs to happen before you get to the closing table.

The two biggest hurdles to clear for most house sales these days are the buyer’s inspection and the buyer’s appraisal. In this chapter, I’m going to touch on how to manage and control both of these processes. I’m also going to discuss some of the big “gotchas” to look out for when dealing with your buyer’s financing, as financing issues will be the #1 reason your deal may not work out the way you plan.

Preparing for the Buyer Inspection

The buyer will likely schedule his inspection within a few days of the contract being signed. This is your last opportunity to make sure the house is in pristine condition, that everything is working properly and that there are no outstanding safety concerns that an inspector might flag. While it’s important to have verified that all repairs were completed properly prior to the house being listed for sale, it’s doubly important that you do a final inspection at least 24 hours prior to inspector arriving, so that you can identify any issues and get them fixed prior to inspection.

For my rehabs, I have created a checklist of items that I will run through after the rehab is complete; and prior to the inspector visiting the property. While this checklist won’t cover everything that the inspector is looking for, it will cover the basics; if the inspector finds that you didn’t complete the basic repairs in a quality manner, he’ll be especially scrutinizing when looking at the more complex issues.

Also note that the checklist I provide in the next section is relevant to the types of properties and renovations that we do -- feel free to add, delete or modify items in this checklist to suit your particular properties and circumstances.


FINAL WALK-THROUGH/INSPECTION CHECKLIST

Electrical

        [image: ]Panel inspected and well labeled (and at least 150 amps)

        [image: ]All outlets/switches/covers new or clean

        [image: ]All outlets tested, including GFIs

        [image: ]GFIs in kitchen, baths, exterior

        [image: ]All lights/switches tested

        [image: ]Fans are working, secure and not noisy or wobbly

        [image: ]Garbage disposal works

        [image: ]Garbage disposal electrical wiring is insulated (wiring not exposed)

Plumbing

        [image: ]Main line checked (meter doesn’t spin when water turned off at main house shut-off)

        [image: ]No interior leaks (meter doesn’t spin when water turned on at main house shut-off)

        [image: ]PRV is working (pressure between 40-80 psi)

        [image: ]Hot water works

        [image: ]Expansion tank on H20 heater

        [image: ]No faucet leaks

        [image: ]Hot/Cold correct for all faucets, including showers/tubs

        [image: ]Drain Stoppers work in all sinks and tubs

        [image: ]All toilets flush easily (handles don’t need to be held)

HVAC

        [image: ]HVAC maintenance completed, AC units charged and furnace cleaned (new filter)

        [image: ]Thermostat working

        [image: ]Insulation on exterior line running from A/C compressor to house

        [image: ]Drip pan installed under furnace

        [image: ]No obvious damage to ducting (in attic or anywhere else ducting is exposed)

Appliances

        [image: ]Stove tested (if gas, verify no leaks)

        [image: ]Dishwasher tested and no leaks

        [image: ]Washing machine tested (drain füll machine to ensure quick drain)

        [image: ]Dryer vent hooked up and secure

Doors/Windows

        [image: ]All doors open and close easily

        [image: ]Exterior doors lock/unlock easily

        [image: ]All Windows open and close easily (including double-hung opening)

        [image: ]All Windows lock/unlock

Flooring

        [image: ]No major squeaks in subfloor

        [image: ]Transition Strips secured and look good

        [image: ]Carpet protection in place

Garage Door

        [image: ]Garage door tested (button on wall)

        [image: ]Garage door tested (remote control)

        [image: ]Reverse on garage door works (with/without sensor)

Exterior

        [image: ]Roof maintenance completed, pipe boots replaced, nail pops repaired

        [image: ]Chimney cap in good shape (no rust or damage)

        [image: ]Gutters attached, sloped correctly and look good

        [image: ]Downspouts extended to ground and splash blocks in place

        [image: ]No rotted/missing siding

        [image: ]No rotted/missing trim

        [image: ]No rotted/missing fascia or soffit

        [image: ]No holes in siding (including where utilities come into the house)

        [image: ]Exterior outlets are covered

        [image: ]Porch/Deck railings secure

        [image: ]Bushes/trees cut back from house

Other

        [image: ]Fireplace tested (gas key available)

        [image: ]Handrails installed and secure on all stairs

        [image: ]Paint touch-ups completed

        [image: ]All bathroom/kitchen caulking done (showers, tubs, sinks, etc)



Dealing With Inspection Issues

No matter how well you perform your renovation and pre-inspection inspections, the inspector will find at least minor issues with the property. Remember, this is his job, and if he can’t find anything wrong, it will appear that he’s not doing his job very well. He won’t let that happen.

In fact, on houses where I’m concerned that the inspector will have difficulty finding issues, I may even leave a few minor things incomplete to help him out -- for example, removing a couple splash blocks from the exterior, miswiring an outlet or two or misaligning a door so it doesn’t open or close properly. That said, it’s rare that a rehab will be so complete that a good inspector can’t find at least some issues. And when he does, you can bet that 90% of the time, the buyers will be asking you to complete some of the identified repairs.

I generally expect that on every house I’ll be asked to complete some repairs, and I always budget some money (generally around $500) for these repairs. If the list of repairs is small and/or inexpensive, I’ll generally agree to complete all of them. If the list of repairs is more comprehensive and/or expensive, I’ll negotiate with the buyers on which repairs I’ll complete.

In general, I look at repair issue from the inspection to fall into one of three categories:

1.Safety Issues

2.Functional Issues

3.Cosmetic Issues

I will always fix safety issues, as not only do they risk holding up the deal (most lenders will not on properties that have safety issues), but they also risk giving me a bad reputation. Safety issues generally include electrical repairs, fireproofing concerns, HVAC/gas issues, water pressure issues, etc.

I will generally fix functional issues, especially if they are things that should have been addressed during the rehab. Functional issues include things like improperly sloped gutters, lack of splash blocks, doors/windows not working properly, etc. These are things that I take pride in doing correctly during the rehab, so I generally will agree to fix them when identified by the buyer’s inspector.

I will generally not agree to fix cosmetic issues after a buyer’s inspection. While I always want my houses to look good, these are things that the buyer likely should have noticed during the initial walk-through(s) of the house, and they were likely aware of these issues prior to the inspection. If they didn’t dissuade the buyer from putting in an offer on the property, they shouldn’t dissuade the buyer from moving forward after the inspection. These types of issues include things like mismatched siding, poor kitchen design/layout, lack of shelving in closets, etc.

Handling Appraisals

One of the biggest areas where rehabbers and other investors are getting beaten up these days is in their property appraisals. They buy right, do a great renovation, find buyers happy to pay their asking price, and then find that the property doesn’t appraise high enough to make the sale! Remember, a lender performs an appraisal prior to lending on a property because they want to ensure that the house they are lending against is worth the amount they are lending.

A lender will not lend more than what their appraisal indicates the house is worth. If a buyer offers you $200,000 for your house, and the appraisal indicates that the house is only worth $175,000, the lender will only lend up to $175,000, meaning the buyer will have to come up with the additional $25,000 to buy the house, or you’ll need to drop the price to $175,000 to complete the sale!

This is why appraisals are so important and why you should do everything legally in your power to ensure that any appraisals the buyer or his lender perform on your property come in as high as possible. Obviously, you’d like your property’s value to stand on its own without any help from you, but in this market, anything extra you can do to ensure your property hits its target appraisal price is important.

It’s important to remember that appraisals are just as much an art as a science. Oftentimes, there is a lot of information that the appraiser is not privy to — such as what the interior of a comparable property looks like, the circumstances surrounding the sale of a comparable property, the circumstances surrounding the motivation of the seller of other comparable properties, etc — so, while two appraisers may be equally experienced and skilled, they ultimately may select different comps, make different adjustments and come to different values of your property.

While it’s tremendously important to ensure that your rehab is top-quality in all respects (visually, functionally, price-to-value, etc), the key to ensuring consistently successful appraisals is to focus on your interaction with the appraiser himself. Because the appraiser does have leeway in making decisions on comps and adjustments, his attitude while preparing the appraisal — towards you and the property — may very well impact the result.

Specifically, when dealing with the appraiser, you should strive to do three things:

1.Provide Information

2.Build Rapport

3.Build Trust

By doing these three things, you can go a long way towards getting appraisers to err on the side of trying to help your appraisals come in at your target price. Let’s look at each of these in more detail…

1.From a Providing Information standpoint, remember that appraisers have a tough job these days. They need to make a lot of people (on different sides of the table) happy. Helping them do their job effectively and efficiently will make their lives easier (especially when the underwriter comes back and asks for more details to substantiate the number), and in return, make your life easier. And given new federal appraisal rules, you may be more familiar with comps in a given area than they are, so you may actually have better comps than the appraiser!

2.From a Building Rapport standpoint, if someone knows you and likes you, they are going to want to help you. Ask the appraiser about his family, ask about his business, ask him questions that allow him to feel like you appreciate his “help”, and (if it’s true) insinuate that you may want to use his services in the future. We don’t like to let our friends down, so the goal is to get the appraiser to feel as if you’re a friend in the short time you’re together.

3.From a Building Trust standpoint, many appraisers (and others) are leery of rehabbers these days because a few of them give the rest of us a bad name (shoddy work, lie about repairs, etc.). Oftentimes, when appraisers walk into a rehabbed property, they assume that the value is LOWER than an equivalent house that isn’t being flipped. By proving to the appraiser that you’re in the group of rehabbers who take pride in their work and do things the right way, you’ll get him to appreciate your work and efforts and to trust that your house is probably MORE valuable than an equivalent house that isn’t being flipped.

With that background, here are my concrete suggestions on how to work with appraisers:

        ▪Always ensure that you know when the appraiser is coming to your property. We make sure that our properties are on an agent lockbox and are alarmed. We then tell the lender/broker that the appraiser needs to call us to get access to the property. Nine out of 10 times we’ll get a call the day before the appraisal, but occasionally the appraiser will call while standing outside the house when he sees the “Alarm” sign on the door. When that happens, we tell him how to disable the alarm, but now that we know he’s at the property, we can rush right over or send our project manager over to meet him.

        ▪Always make sure you are present when the appraiser is doing his walk-through. This is your opportunity to build rapport, provide information about what work you did, brag about the fact that you pulled all required permits and only used licensed contractors, and to generally take credit for the great rehab your team has done.

        ▪At the end of the walk-through, you have an opportunity to provide information to the appraiser that he can take back to the office and review. This is the information that will help him do his appraisal and help him justify the number he comes up with in case anyone asks. Here are the things I provide (nicely organized in a folder):

                ○Renovation Overview: This is a Microsoft Word document listing all the renovation that was done on the property. It is basically my SOW, but written in plain English for the appraiser.

                ○Rehab Cost Breakdown: This is a Microsoft Excel spreadsheet that contains the breakdown of renovation costs for the property by task. It is basically my project budget using the actual costs from the project.

                ○Before/After Pictures: These are before and after pictures of the project to give the appraiser an idea of the amount of work that was completed to justify the increase in price after rehab.

                ○Comps: When possible, I will provide the appraiser comps that I’m familiar with that support the contract price of the property.

        ▪Of course, while most appraisers are happy to have you around during the inspection and happy to take the information you have, don’t just assume this. I will always ask upfront, “Do you mind if I stick around during your walk-through?” Before I hand over the folder, I will always say, “I certainly don’t want to do your job for you, but I have some documents here that will give you more information about the rehab I did, the money I spent, and some of the comps I know about in the neighborhood…would you like them?”

I’ve never had an appraiser who seemed bothered by the fact that I stuck around during the walk-through (most of them are talkers and like the company); and I’ve never had an appraiser who didn’t want my extra information. (Again, most of them were very appreciative of anything I had.)

Do these things and you can be sure that the appraiser will at very least be “on your side” and hopefully use the leeway inherent in the process to your advantage…

Beware of Buyer Financing Traps

In this day and age of tight lending restrictions, there are many things you need to be aware of when selling to a homeowner who is getting a loan on the property. Specifically, buyers who are getting FHA or conventional loans will deal with extra scrutiny during the loan underwriting process. While there is no way around the extra scrutiny, you should be aware of the rules so that when issues come up -- or more importantly, before they come up -- you can deal with them as effectively as possible.



FHA 90-Day Rule

For many years, FHA loans had specific rules that prohibited rehabbers from purchasing a property, fixing it up and then reselling it to a homeowner in less than 90 days from the date they originally purchased it (the “FHA 90-Day Rule”). In other words, if you purchased a property on July 1, completed the renovations quickly and then got it under contract with a buyer who was getting an FHA loan, that buyer would not be allowed to close on the purchase of the property until at least October 1.

In fact, for some FHA lenders, the buyer would not even have been allowed to put your property under contract until October 1, which means they likely wouldn’t have been able to close until November, extending your holding time on the property several weeks. This was a huge issue for rehabbers back in the 2005-2010 timeframe, as it meant longer holding periods and less flexibility with the bulk of their buyers during this time period.

As of February 1, 2010, the FHA 90-Day Rule was waived temporarily (it’s currently waived through the end of 2014). It was replaced by a new set of rules that allowed rehabbers to sell within the first 90 days of ownership to FHA buyers, but added a whole new set of restrictions on the sale process. Based on the current FHA rules, rehabbers may resell to FHA buyers at any time, with the following two restrictions:

1.All transactions must be arms-length, meaning that there must not appear to be any impropriety taking place between buyer and seller. This requirement also indicates that any prior flipping activity on the home in the previous 12 months may be a red flag to the lender.

2.In cases where the investor wants to sell within 180 days of purchase, and where the sale price exceeds the previous purchase price by more than 20%, the lender will be required to take extra steps to ensure the sale is legitimate. This may include a second appraisal and/or a full FHA inspection.

While these two rules sound simple enough, it’s important to understand their real-world implications. This is what it means for rehabbers in real life:

        ▪While FHA will allow quick resales (as soon as you want), not all banks that do FHA loans will do them in the first 90 days. In other words, some banks still adhere to the old FHA guidelines, even though FHA doesn’t require it. There are a lot of banks that will now do FHA loans immediately, so ask around to a couple loan officers or brokers and find a bank or two that will do an FHA loan without any time restriction; most of the regional banks will do these, but even big banks like Wells Fargo are now doing them. So, just because one or two banks say no, don’t give up.

        ▪If you plan to resell within 180 days and for more than 20% above what you bought it for, expect that you will need to have two appraisals on the property. Also note that the second appraisal can’t be paid for by the buyer — so either you (the seller) will need to pay for it, or the broker/lender will need to pay for it. This should be negotiated upfront so there are no surprises.

        ▪If you plan to resell within 180 days, expect that the lender’s underwriter will require you to furnish details of the rehab. This may include renovation details, invoices, receipts, etc. --anything to substantiate the work you’ve done.

        ▪If you plan to resell within 180 days, you will need to do enough improvements to justify the higher resale price. There are no specific guidelines on how much work you must do, but if the appraiser or underwriter feels that you haven’t done enough work to justify the new resale value, your appraisal will likely come in low, regardless of comps.

        ▪If there has been a “pattern of flipping” (in this case, that means there has been more than one title change other than an actual foreclosure) in the past year, the lender will likely reject the loan and you may be required to wait 6-12 months to resell to an FHA buyer. This often occurs when an investor purchases from a wholesaler, rehabs and then plans on a quick resale — there are two title changes from the wholesaler to the flipper to the end-buyer, which will be a red flag for an underwriter, so be aware of this potential issue when buying from wholesalers.

If you are reselling to an FHA buyer, you should be familiar with these rules and you should ensure that the buyer’s lender is familiar with these rules. The single biggest issue I see with the resale of rehabbed properties these days is mortgage brokers and lenders of FHA buyers who can’t get the loan done because they aren’t familiar enough with the loan process.

I’ll talk about how to mitigate this issue in the next chapter.



Conventional Loans

While your buyers getting conventional loans won’t have the same harsh restrictions and underwriting standards that FHA buyers will have, you’ll find that many conventional lenders will require you to justify the increase in price from when you purchased the property. Lenders will want to see a list of repairs and may even ask to see receipts for those repairs. If the lender doesn’t feel that you’ve done enough work on the property to justify the price increase, they can refuse to lend.

I’ve seen this happen several times on deals where I have tried to resell a property to another investor (usually a landlord) after doing a very minor renovation. The other investor attempts to get a conventional loan, and the lender refuses to fund the deal because they don’t feel that the small amount of money I put into repairs justifies the $5,000 to $10,000 I’ll make in profit on the resale. I don’t know of any specific formula the conventional lenders use to determine if a price increase is justified or not, but be aware of this general restriction any time you plan to resell a property to a buyer who is getting a conventional loan.


Chapter 20: The Closing

For someone who is going through a first-time purchase or sale, the process can be daunting. Not only is there a lot to get done, but the order and timing of the process is very important. While you will hopefully have an agent to help you through this process, it’s important that you have a good understanding of it so that you can protect your own interests in the deal.

And not only is it important to understand the process, it’s important to understand what steps you can take to be proactive about ensuring that the sale gets completed in a timely fashion and without you risking your time or money during the process.

The rest of this chapter will focus on those two things.

The Closing Process

Here is the abbreviated process for a typical retail closing (meaning a typical private buyer and typical private seller):

1.Buyer and Seller sign contract. The contract is now called “executed” (or more accurately “executory”) and the closing process starts.

2.One of the agents will at this point send the contract to a closing agent — either a title company or an attorney, depending on your state. This is referred to as “opening escrow.”

3.The closing agent will at some point (generally pretty quickly) do a title search or order a title search from another company that specializes in doing them.

4.The buyer will generally at this point get an inspection. Most retail contracts will have a period during which the buyer has the option to get inspections and back out if the inspection results are not satisfactory (called an “inspection period” and the contract clause is called the “inspection contingency”). In some cases, the buyer can back out for any reason whatsoever (called a “due diligence period” with a “due diligence contingency”). The buyer may get a termite inspection (or ask the seller to provide a clear termite letter), may get a survey, may get mold tests, radon tests, etc. -- whatever they feel is necessary to be comfortable with the condition of the property. This time period is generally somewhere in the 7-14 day range, but can be anything the buyer and seller agree upon.

5.If the buyer is getting a loan, the buyer at this point will generally fill out a formal application (if not already done) and get the loan process started. If getting a loan, the buyer will generally have a clause in the contract where they have a period of time during which they can back out if they determine they can’t get the loan (called a “financing period” and “financing contingency”). This is generally somewhere in the 21-30 days, but again, can be anything the buyer and seller agree upon.

6.The inspection results come back and the buyer will generally at this point ask the seller to make some repairs based on the results. Some of the requests may be necessary to get the loan approved (lenders will often see the inspection report and require certain repairs to ensure the house is in good shape), and if the property is being sold as-is, the buyer can still ask the seller to drop the price in lieu of making repairs. This is done using a contract amendment called a “repair amendment” or something similar.

7.Buyer and seller negotiate these repairs, and assuming they come to agreement, the buyer will generally agree that the “inspection period” or “due diligence period” is now officially over (even if all the time hasn’t elapsed in the period).

8.Once the repairs are agreed upon, and after the lender/broker has a reasonable expectation that the buyer can qualify for the loan, the lender will order an appraisal. This is to verify that the property is worth at least the purchase price, so that the bank isn’t lending more money than the property is worth. The appraiser will generally go to the house within a couple days of the appraisal being ordered, will do a walk-through, and then will return the appraisal results within a couple days after that. The whole process takes about 3-7 days.

9.If the buyer is getting a loan, there is almost always an “appraisal contingency” in the contract. This generally says something along the lines of, “If the appraisal indicates that the property isn’t worth what the buyer and seller have agreed upon, the buyer can walk away from the deal.” In reality, the other options are that the seller reduces the selling price to whatever the appraisal value is, the buyer figures out a way to pay the difference out of his own pocket, or a combination of both. But, one way or the other, until the sales price and the appraisal value are reconciled, the deal can’t go through and the buyer will generally have the option to walk away.

10.Before the end of the financing period, the buyer should determine if they can get their loan (generally, the appraisal is one part of this determination), and by the end of that period, the buyer (or the lender) should provide a “commitment letter” to the seller indicating that the loan is pretty much approved. Once past the financing and inspection periods, if the buyer hasn’t backed out with the appropriate reasons, they now either need to complete the deal or lose their earnest money.

[NOTE: There could be lots of other contingencies in the contract as well that need to be cleared. For example, the buyer may have a contingency that says he needs to sell his house before he has to buy the seller’s house. If the buyer can’t sell his house, he can back out of the deal based on whatever the terms are in that contingency. There are all kinds of potential contingencies (anything you can imagine), and as long as the buyer and seller agree, it’s part of the contract and those need to be cleared before both parties are obligated to go through with the sale.

11.During this whole time, the closing agent is working on items needed for closing. They include ensuring that there are no title issues (and if there are, working with the seller to resolve them), contacting the HOA to get payment info, finding out tax information, etc.

12.At some point before closing, the seller makes the agreed upon repairs. Generally, the buyer will do a walk-through a few days before the closing to verify any requested repairs have been completed. The lender may send an inspector back to the property as well to verify the repairs if they are required for the loan.

13.The last week or two of the process is generally where all the contract, loan information, the inspection report, the appraisal and all other pertinent documents go to the underwriter. (This person works for the lender and makes the final decision on whether or not the loan gets approved.) During this time, the buyer may need to provide some extra documents, as might the seller or the closing agent. Every time the underwriter needs information, the process generally stalls for a couple days (underwriters are busy, and it can take 2-3 days to review everything new that comes in). So, you may think you’re a couple days from closing, but the date keeps getting pushed back — this may be because underwriting keeps asking for more and more information.

14.The last step the underwriter generally takes is to verify the buyer’s employment. If the buyer lost their job in the past couple weeks (or lied about their employment), this may not be found out until nearly the end of the process and the whole thing can fall apart.

15.Once the underwriter verifies everything and gives the okay on the loan (called “clear to close”), they will send a closing package which includes all the documents they need signed, along with a set of instructions, over to the closing agent. Generally speaking, the closing agent is representing the bank, not the buyer or seller, and the closing agent will following the instructions the underwriter provides on what needs to be signed and taken care of.

16.The closing package contains all the financials of the transaction, including all the costs to the buyer for the loan. The closing agent will take all these numbers, along with all the payment information they gathered from the HOA, tax authority, etc., and create a detailed statement that itemizes how much each side (the buyer and the seller) need to pay and/or receive. This statement (the “HUD-1″ or “Settlement Statement”) is standard across the country, so it always has the same format wherever you may be.

17. A couple days before close, the closing agent should send a copy of the HUD-1 to all parties to review. In reality this often happens the day before or even the day of. When dealing with a bad closing agent, it might happen while you’re sitting in the closing office waiting to close.

18.The day of closing, the seller comes to the closing office with the house keys, the buyer comes to the closing office with a certified check for the amount he owes (or he can wire the funds), the bank wires the loan money, and lots of documents are signed.

Now, all that said, here’s a disclaimer:

Some areas may have other steps that I didn’t mention, I may have missed some stuff, I may have glossed over some important stuff, some steps may not happen for some reason, sometimes things are done in a different way or by different parties, sometimes the process is much longer/shorter/complex/simple/etc. So, don’t rely on this to pass any real estate exams — but it should give you a basic idea of the process for your next closing.

10 Tips To Improve Your Closing Success

I can’t tell you how often I hear horror stories about how investors are able to get their flip under contract with a buyer, but then are not be able to get it closed. The worst part is when I hear about situations where the investor is dragged along for months on end by the buyer and his agents, only to have the transactions eventually fall apart and the investor have to start all over, with nothing to show for it.

With our flips, we don’t generally have this issue. About 90% of the time, our deals close, and close either on-schedule or shortly thereafter. This hasn’t always been the case. We’ve had our situations early on where we’ve been duped by buyers into long, drawn-out deals that never close — and we’ve learned from them!

Here are the rules we follow. I highly recommend you follow them as well, and I promise you that your deals will close more often, faster and with less hassle:

1.The absolute best thing you can do is to have the buyer use a mortgage broker that you know and trust. When potential buyers use our mortgage broker, we know upfront if the buyer is qualified and whether we should even accept the contract. If our broker tells us he can get a loan done for our buyer, it will close 100% of the time and almost always on schedule. Our broker is that good, and you need to find yourself a broker who is that good — and get your buyers to use him. At very least, require your buyers to get pre-qualified with your broker. And if the buyer doesn’t use your broker to get the loan, call the buyer’s mortgage broker to chat with them to make sure they are familiar with any flip rules that might be applicable and ask about the buyer’s qualifications and biggest concerns about getting the loan done. If it’s not the broker you recommended, they probably won’t tell you anything worthwhile, but you may be able to pick up something from asking the right questions.

2.Get AS MUCH earnest money as you possibly can. While everyone likes to be optimistic about the deal the day the contract is signed, I can’t count the number of times I’ve looked back a few weeks later and wished I had required a lot more earnest money.

3.Limit the buyer’s financing contingency to 21 days. There is no reason it should take longer to get a loan commitment letter for the buyer (regardless if it’s FHA, VA or conventional). If the broker balks at the 21 days for financing contingency, make the buyer use another broker — there is either an issue with the buyer’s finances or the broker isn’t very good.

4.Keep the closing date to 30 days or less. Unless you live in a state where a 30 day closing is really tough (like New York), there’s no reason it should take longer than that to get a loan funded and a deal closed. Good mortgage brokers can get FHA, conventional and VA loans done in three weeks (four weeks tops), and that’s even when two appraisals are needed. At VERY MOST, give 5 weeks to close the contract if there is a good reason for the long wait.

5.Did the broker order an appraisal relatively quickly? A sure sign that there is going to be an issue is when the broker drags their feet on ordering an appraisal. Buyers don’t want to spend money until they’re confident they’ll close. Put in the contract that the broker will agree to order the appraisal within 48 hours of the inspection contingency being cleared — this will force the broker to keep the process moving.

6.The DAY the financing contingency is up, you should receive a loan commitment letter from the broker. No commitment letter, no deal — unless the buyer is willing to put up more earnest money. Put this contingency in the contract if it’s not already there (it’s standard in my state contract).

7.If the buyer requests an extension of the closing for any reason, ask the agent and broker how confident they are that the extension will be long enough to get the deal closed. 9 out of 10 times, they’ll tell you that they are certain or near-certain the extension will be enough time to conclude the deal. Reply with, “If you’re certain the extension will be sufficient to get this deal closed, I’ll grant the extension if the buyer puts up additional nonrefundable earnest money. Since they’ll need the money for the down payment at closing anyway and since you are certain the deal will close, there’s no reason the buyer can’t put the money in escrow today, right?” How much extra earnest money to ask for is up to you, but anything up to the entire down payment is reasonable, especially if the agent/broker tells you they are “certain” it will close. Try not to give more than 7 extra days in the first extension. [By the way, this is the best way to find out if the broker is really “certain” about the deal -- if the buyer refuses to put up more earnest money, you can be pretty sure the deal isn’t going to close and the broker already knows it, which is why they won’t suggest the buyer put up more money.]

8.If the buyer requests a second extension, do it under the following two conditions (and don’t give more than an additional 7 extra days):

8a. The buyer puts up the entire down payment as nonrefundable earnest money (if they haven’t already); and

8b. You get a “kick-out clause” added to the contract, where you can start marketing the house again, and if you find another buyer you’d like to go with, the current buyer has 48 hours to get a clear to close, or you can go with the new buyer and keep any earnest money.

9.If the buyer requests a third extension, you have two choices:

9a. With the kick-out clause, you can pretty much extend as long as you want, as you always have the option to go with another buyer if one comes along. The only drawback is that you don’t get the earnest money until you ultimately terminate the contract (though that shouldn’t be your goal); or

9b. The other option is to terminate the contract and tell the buyer that if they figure out their financing issue and can get things resolved, you’re happy to sign a new contract and apply the earnest money from the original contract, but you’ll have a right to renegotiate terms and perhaps ask for additional earnest money for the new contract.

10.Throughout the process, call the mortgage broker (get the seller’s written permission to contact the broker as part of the contract) once per week (Tuesday or Thursdays tend to be the best) and get a status on the loan. Ask what has been done, what the next steps are, if there are any issues that have come up, when the broker thinks the loan will go to underwriting, etc. In addition, once the loan is in underwriting, have the broker tell you every time the underwriter comes back with conditions, and what SPECIFICALLY those conditions are. This will keep you updated on exactly how close you are to the closing and what is holding it up.


About the Author

J Scott (he goes by “J”) is a full-time real estate investor and rehabber living in the suburbs of Atlanta, GA. He is originally from the East Cost, and until Spring of 2008, he resided in Silicon Valley (California), where he spent many years in management at several Fortune 500 companies.

In 2008, J and his wife decided to leave the 80-hour work weeks and the constant business travel behind. They quit their corporate jobs, moved back East, started a family and decided to try something new. That something new ended up being real estate, and five years later, they’ve built a successful business buying, rehabbing and reselling single family homes.

Since 2008, J and his wife have rehabbed over 50 of their own houses for nearly $1M in profits, and have mentored and assisted other investors in rehabbing over 100 more properties. These days, the team has branched out, now flipping houses in different parts of the country and focusing on larger new-construction projects.

J has detailed his real estate adventure on his blog: http://www.123flip.com, where he discusses all his team’s triumphs, failures and results -- including all the nitty-gritty financial details of the business.

J can be reached at questions@123flip.com.
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