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Real Estate
Real Estate as an Investment

As a big fan of Robert Kiosk's Rich Dad Poor Dad books, I am also a strong believer that your house is 
not an asset, but rather an expense, and should always be considered that way as long as it remains 
your primary residence. Even though some people will tell you to buy as much house as you can 
possibly afford, because when your house goes up in value, you will make a bigger profit. However, 
having too much house, or too much house expense, may keep you from saving as much money for 
your retirement, or worse keep you from enjoying life.

There are however two strategies that may work for some people to potentially make money from their 
house. By the way your first real estate strategy is finding a safe affordable home for you and your 
family, where the payments and the expenses are reasonable and allow you to keep your overall debt 
low and save money for your retirement, kids education and other financial goals.

Both strategies require a strict following of the home buying rules I laid out earlier. Almost any 
successful real estate investor will tell you your profit is made when you buy, not when you sell. If you 
overpay upfront, it will be extremely difficult, or outright impossible to make money.

Strategy 1 The Buy, Improve, Sell Strategy:

One of the greatest benefits in the US Tax Code is the primary home capital gains exclusion. If you live 
in a home for two years or more as your primary residence you can qualify for a $250,000 capital gains 
tax exclusion. If you're married the exclusion doubles to $500,000.

So for example if you bought a home for $400,000 and 2 years later you sell it for $600,000, you would 
pay zero income taxes on the sale of the home, as long as it was your primary residence for those two 
years. In fact if you are married you could actually sell the home for as much as $900,000 and still pay 
zero income taxes.

Like I said, it may be the single greatest benefit in the US Tax Code.

How to take advantage of the strategy
As we discussed earlier the real estate market can be inefficient. Because many people lack the 
imagination to envision how a home might look after it has been remodeled or fixed up, homes that 
need work are often underpriced relative to their condition. Especially if you're handy, you can use 
“sweat” equity to improve the home. Make sure you can afford to do the improvement though.

For example you find a 2500 square foot home in a nice neighborhood that hasn't been updated in 30 
years or more. It has a kitchen with old stained 1970’s carpet, old cabinets and countertops. The living 
room has shag green carpeting, one of the bathrooms has pink tile, the other bathroom is bright blue 
and the whole house is covered in old out of date wallpaper that is peeling off the walls. The roof 
probably will need to be replaced as well as the furnace and air conditioner. Don't laugh, I have seen 
dozens of homes that meet this exact description and I even bought one once. My first home.

Most people will walk into a house like that and turn around and walk out. But if you crunch the 
numbers, you may find it to be a really good value.
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Real Estate
Real Estate as an Investment (cont.)

Lets say you find a 2500 square foot house that you think may have some potential listed for $325,000. 
After doing some research you learn that houses in the area that have been completely renovated with 
new everything, are selling for around $200 per square foot. Which would potentially be about $500,000 
if it was completely renovated.

You do a thorough inspection got estimates for all the work that needs to be done, and you determine 
that $100,000 will bring the house up to near perfect condition. If you bought the house for $325,000,
put $100,000 into fixing it up you're in it for $425,000. Based on the current comparable sales, you could 
potentially sell the home for $500,000 and make $75,000. Completely tax free, as long as you live in the 
house for at least two years.

After two years you could sell the house, take your profit and equity and go and do it again on your next 
house.

Remember, this is only a secondary strategy. You should always buy your home for the purpose of 
making it your primary residence. This is not a house flipping strategy. There is no guarantee of making 
a profit, however if you buy smart from the beginning, and renovate wisely, you could build some wealth 
this way.

Keep in mind that the value of real estate will fluctuate due to changes in local and general economic 
conditions, supply and demand, and changes in interest rates. As a result, it is possible that a sale could 
result in a financial loss.

Strategy #2 Buy, Improve, Rent Strategy:
This strategy involves buying a home at a good value. Renovating the home. Then signing a good 
quality tenant to the home on a 1 year lease. You will continue renewing the lease as long as the tenant 
wants, but when they are ready to move out you sell the house.

The second strategy begins similarly to the first strategy, by locating a house where you can potentially 
create instant equity. However, instead of moving into the house you renovate the house and list it for 
rent. This would primarily a strategy for people who already have a well established budget and 
emergency funds, good credit and wants a more hands on approach. A much more hands on approach.

This strategy is designed to accomplish the following.
1.  Buying right can create built in equity because you found a home priced below the market.
2.   Because the home you will be providing your tenants will be completely renovated, you will likely 

find a tenant quicker and have less maintenance issues.
3.  Signing a tenant to a 1 year lease ensures that even if they move out after the year, when you sell 

the house you will be taxed at long term capital gains, not short term capital gains.
4.   By selling the house after your first tenant moves out keeps you from having to deal with ongoing 

wear and tear, and higher maintenance issues down the road.

As I mentioned, you will begin the process the same way you begin any real estate transaction, by 
doing your research and really getting to know the area that you're considering buying in. This time, in 
addition to finding a good purchase price that can build equity, you are also going to research the rental 
market.
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Real Estate
Real Estate as an Investment (cont.)

Rental Market Research
What are similar homes renting for?
Are the homes renovated? What is the condition?
Are there specific locations within the neighborhood that make a home more or less desirable? 
How long are the rental listings typically on the market?

Estimating your costs.
Use the worksheet to estimate you monthly operating cost for a house you're considering for purchase.

Add up your monthly mortgage payment and the monthly amount of your property taxes and insurance, 
if its not already in your mortgage payment. These are your fixed expenses. Keep in mind that the 
interest rate on your loan as well as the property taxes and insurance will all be higher because its not 
your primary home. Make sure you research this so you don't get hit with surprises.

Next you need to add up the variable expenses. These expenses may be higher or lower from month to 
month or year to year.

Some common variable expenses

Maintenance. Things like furnace filters or repairs, plumbing issues, etc. You will be providing your 
tenants with a completely renovated home that has everything pretty much new, but I still like to factor in 
an estimate of about $200 per month, for miscellaneous maintenance items.

Vacancy
How long will it take you to find a tenant? The idea here is to have a house that is priced similarly to all 
the other homes in the neighborhood, but is much nicer, because of the renovations you have made so 
the house will likely rent faster. However, even with that, its still a good idea to plan for some vacancy. 
Maybe 5%.

Background checks and cleaning fees
I would usually plan to pass these costs along to your tenants. They are pretty standard, just make sure 
that your rental application fee covers the expense of the background check.
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Real Estate
Rental Property Rules

Have a Signed Lease
This may sound obvious, but you would be surprised. Make sure you understand your lease and that it 
was created by a qualified real estate attorney. The lease needs to at a minimum include details about 
when the rent is due and the policy for late payments. The amount of the security deposit and 
conditions for returning it. Pet policy and the penalty for violating the policy. Rules for unauthorized
tenants. This is just a start. Discuss the lease with your attorney and include any other rules you feel are 
reasonable and necessary.

Review and sign the lease in detail with the tenants before they move in. Making sure they initial by all 
of the key clauses.

This is a business, treat it like one.
You may be a very charitable person in your everyday life, however your rental property is not the place 
to be charitable. You need to be a stickler for the rules. Rent payments, pet policy, wear and tear etc.

You may want to consider setting up your lease through a legal business entity like an LLC.

Know exactly who will be living in the home.
Make sure every person living in the house adult or child is listed by name on the lease. All adults 
including children over the age of 18 get a complete criminal background check. Also, all applicants 
over 18 get a full credit report. Under no circumstances whatsoever will you rent to someone with a 
criminal background! Credit should be decent. They don't necessarily have to have a 750 FICO score, 
but the report should give you an idea as to how they pay there bills. If they have late payments ask 
them about it. Why were they late. If it can be explained by a temporary job situation you may let it go. 
Use your best judgement. If they have been late on more than a couple of bills in the last 12 months, I 
would skip them and move on to the next applicant. Remember that, despite your due diligence in 
screening potential tenants, there is no guarantee that the tenant will meet their financial obligations.

Security Deposit
Collect up front the maximum security deposit allowed for your city or state. Explain to them the 
conditions for getting the deposit returned to them. Make sure they understand that this is a security 
deposit and is not to be used for their last months rent.

References
Ask for references including current & past. Many current landlords may give out a good reference 
because they want the tenant to move out, so they may not be truthful. Make sure you understand why 
they are moving. If it doesn't make sense to you, don't rent to them.
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Real Estate
Rental Property Rules (cont.)

Late Payments
Rather than charging late fees for not having the rent in on time, I like to offer a discounted rent for paying early.

Here’s an example.

Lets say you have a house you would like to rent out for $1,500 per month and that is the advertised price. 
When you draft up the lease, list the monthly rent as $1,700 per month with a $200 discount if the rent arrives 
before the first of the month.
Evictions
Have an eviction process that begins the day after the late payment. This may seem harsh, but the process can 
take a while in many areas so you definitely want to get a jump on it. Usually it only has to happen once for your 
tenants to get the idea that you are serious about having the rent in on time. Let it linger and it will continue. If you 
eventually have to go before an eviction judge, they may ask you why they should help you enforce your lease 
when you haven't been enforcing the lease yourself. Allowing late payments establishes a pattern that you accept 
this.

Repairs/Maintenance
Unless you want to be the one doing repairs and fixing things, have a local handyman on call to handle any 
repairs or maintenance issues that may come up.

Everything is negotiable. Consider making tenants pay 1st $100/month of any repairs on the house. This may 
only be possible if you deliver a house in fantastic shape. Explain to them, everything in this house is new and 
if anything breaks it’s because you broke it.
have an exit strategy.

Done correctly rental properties offer 5 potential ways to make money.

1. Cash-Flow
If you have done your research correctly your rental property should provide you with a monthly cash flow.

2. Forced Equity
If you buy correctly and renovate smart you can create instant equity by buying under the market price.

3. Capital Appreciation
Real estate has the potential to go up in value over the time that you own the home

4. Principal pay down by tenants
Every month your tenants will be paying you rent and you will use a portion of that rent to pay your mortgage. Part 
of that mortgage payment will be paying down your principal.

5.Tax Benefits
Depending on your income tax bracket, rental real estate could provide you with some potential tax benefits, like 
being able to deduct certain necessary business expenses and depreciation deductions.

Content in this material is for general information only and not intended to provide specific advice or recommendations for 
any individual. This information is not intended to be a substitute for specific individualized tax or legal advice. We suggest 
that you discuss your specific situation with a qualified tax or legal advisor
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