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ABSTRACT

In order to successfully invest in real estate, investors must become the
basics that govern real estate investments. It is important to become familiar with
the target market and its upward and downward trends. Also, evaluation of the
neighborhood area is imperative in order to determine the desirability of the overall
area. The investment property itself also needs to be evaluated for marketability,
potential repairs and resale. Once, these basic evaluations are performed, the cost
analysis of investment and potential profitability must be reviewed. A combination
of all of these items will enable an investor to make sound investment choices.

When investing in real estate determining which investments will be
profitable is the key. This study will provide a historical view of real estate and
how real estate can be a viable investment. The study also describes various real
estate investment opportunities and how to evaluate their profitability. The study
then delineates a summarizing plan of how to find investment property, how to

evaluate it, and how to cost analyze its potential profitability.
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Chapter 1

INTRODUCTION

Historical View of Real Estate

Real estate has always been a fascinating subject
for Americans. The Nation's earliest aspirations were
associated with the acquisition of property and
building. Pioneers began by building a homestead in
the wilderness to call their own. Territories were
grouped into various commercial communities where
land and its location in relation to the distance from
the communities was beginning to be important. The
industrial age brought on the construction of the first
skyscrapers. After World War Il, single-family homes
began to dot the landscape. Basically. these symbols
represent achievement and prosperity which i1s the
heart of the American heritage. "Real estate has
epitomized the American Dream., that through hard
work and virtue any Man or woman can achieve
success and property" (Ochsner. 1).

Many pecople have become wealthy through
successfully investing in real estate. In the 1985

Forbes 400, Malcolm Forbes's annual list of the



richest pecople in America, the fortunes of 109
individuals and families were listed as a result of
successful real estate investments. Although many
people become wealthy through real estate
investments, thousands enjoy success on a lessor
scale. ranging from those just missing inclusion into
Forbes to those individuals looking for a little extra

cash (1).

Basics of Real Estate

In order to define real estate. recognize ils
basic characteristics. Two categories exist. real
property and personal property. The general rule is
that personal property is movable and
rcal property is not. Recal estate. called recal
property. includes land. buildings and plants it
contains. The land is the soil, water on the soil. the
air space above it, and everything below it to the
center of the earth. Land also includes anything
natural or artificial which is attached to it. Fixtures
are items that would normally be considered personal
property. but have been attached to real property in a

way that makes it an integral part of it (Wavner. 15),
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Houses., buildings of all kinds, parking lots, and
building lots are all real estate (Ochsner. 15).

Now that the definition of real estate has been
established. it is important to define the major
categories of real estate properties available for
investment. Investors must realize the different
tvpes of properties available when considering
investing in real estate. The most basic and enduring
element of the real estate scene is the single-family
home or more simply. a house. Apartment building.
office buildings. shopping centers. industrial
properties, warchouses, hotels and other property
types are also available. but normally require more
effort when investing. Although there are many
opportunities and categories of real estate properties
to invest in, investment in real estate does not
guarantee a profit (19-29).

Anthony Cook. in Money Magazine. describes an
instance where real estate investors suffered
significant losses. Sam and Jody Malhas of La Jolla.
California invest in real estate as a business. After
spending five vears during the 1980's buying.

repairing and selling single-family homes for a



profit. the couple decided to invest all of their
revenue into remodeling a 4.100 square foot beach
front home. A problem arose when no one wanted (o
pay the $1.5 million asking price for the remodeled
home. The couple is burdened with carrying costs of
$10.000 per month and is willing to sell the home at
a loss. The main problem with this investment was
timing. During 1990. a real estate crash hit
California. The Malhas' thought the La Jolla beach
front area would be immune to this crash. but they
were wrong. In February of 1992 they had still not
sold the home and real estate prices had dropped 10%
below the appraised value of $1.8 million. Now the
couple faced at least a $180.000 evaporation of
equity. Even though this couple had made significant
profits previous to this investment. they were still
vulnerable to experiencing a loss. since the market
conditions were not conducive at the time of the
investment.

Real estate investment is not an exclusive route
to real estate wealth. There are many different levels
of success in the real estate game. Barbara Platt,

author of the book. Residential Real Estate. explains




that while there are many investors making a million,
there are others at the same time that are losing
money in real estate. The question remains. why do
some people continue to make money. while others,
trying to do the same thing. end up with little or no
profit or even losing more money than they originally
invested? Barbara Platt contends that the answer lies
in the styvle used to invest. Successfully investing in
rcal estate is a style of acquiring, financing, leasing
and/or selling real estate which is active., creative
and ambitious. An investor seeking quicker returns
far greater in amount than traditionally anticipated
from real estate. views real estate with a unique
perspective. An investor views a piece of real estate
as an opportunity or an asset to be actively used to
turn little amounts of money into large amounts of
money in short amounts of time. Some investors
acquire recal estate with the hope that inflation and
other natural forces will increase its value. an
ambitious real estate investor doesn't wait for outside
forces. instead, attempts to make an investment
property's value increase immediately (2).

Real Estate As An Investment



There are few businesses that offer as many
opportunities and rewards as does real estate. Real
estate investing wouldn't be such a lucrative and
attractive business if it wasn't for land which is what
real estate investments first of all consist of. Land
continues to remain very unique. No parcel of land
will represent an exact mirror image of any other
parcel of land in the world. This is one recason why
"location. location. location" are cited as the threc
most important words in real estate in general. Land
is also indestructible. It can be mined., blown up,
carth can be moved. but the actual surface of the
carth will not be destroyed. Lenders consider land
good collateral because it will always be there. Land
is also immobile. A certain parcel of land can not be
removed from the face of the earth. it will always be
where it was yesterday. The uniqueness.
indestructibility and immobility are distinct features
of real estate. This creates a strong base to support
that investing in real estate makes sense. since real
estate has been defined. land and the improvements

thercon (Pisani and Pisani. 2).



An investors understanding of real estate has a
direct impact on the profits or losses realized from
real estate investments. An investor needs to
carefully examine an investment and then grasp a
good understanding of the investment in its entirety,
A few of the concepts of real estate requiring
understanding are as follows:

. Real estate is often a long and not short-term

investment. On occasion investors may find

property that can be bought and sold quickly for
a profit. Although. most individuals that move
hastily into real estate for a quick profit often
lose their investment.

. Real estate is not a liquid investment. The

money invested in real estate will stay tied up
until the property is either sold or refinanced
and therefore not easily accessible.

. "Bargain" investments are normally bad news.

Bargains usually carry baggage of high risk.
meaning that what vou thought was a bargain
may end up to be too risky for the potential
profit anticipated. This is not to say that there

are no "bargains" out there. Just be: careful and



understand all factors involving the investment
before taking the plunge.

. High risk investments do not equate to high

return investments. Although get rich quick

seminars and books may tell investors to look
for those risky investments in order to receive
high returns. sound investments are based on
careful investigation of the venture. Some risky
investments can offer a high rate of return. but
only looking for those types of investments may
continually lead investors to the wrong tyvpe of
investment property (4-7).
Understanding real estate and the basic
characteristics associated with it can help better
equip an investor when viewing real estate as a
potential means for investment (9).

Stephen Wayner. the author of Buving Right.

states that real estate will remain a common sense
investment. Compare real estate investing with
investing in stocks and bonds, or gold and silver. 1In
real estate investing. price. terms, potential for
profit, as well as other aspects of a deal. are in the

investor's control. The potential for profit may exist
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in other types of investments. however. no one can
predict what their values will be six months from
now. Recal estate markets are predictable. 1In real
estate. market knowledge. will play an important role
in the profitability of investments (Ochsner, 4).
Listed below are more reasons why real estate is
considered a "common sense”" investment:

@ Real estate does keep up. with inflation. As

inflation increases. the cost of real estate goes
up. The most desirable real estate investments
are the ones that do more than just keep up with
inflation. but exceed that happy medium and

offer high returns on investment dollars (Platt,

ad
o

- Real estate offers an excellent tax shelter. Those

individuals wanting a legal method by which to
reduce their tax exposure turn to real estate.
Although recal estate investments do provide
varied tax incentives, the tax benefits alone do
not constitute a sound real estate investment.
Investing in real e¢state for tax rcasons alone
makes for an instable investment (3). The Tax

Reform Act of 1986 adjusted tax issues involving
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real estate, however, for the homebuyer the
greatest tax advantage is still intact. For
example. allowing the deduction of mortgage
interest on first and second homes. This will
continue to fuel home sales for vears to come
(Pisani and Pisani. 3).

Real estate offers a relatively high level of

security. Carefully sclected recal estate
investments are usually safe. For example, if a
single-family home is purchased for $40.000. but
has a market value of $60.000, the investment is
a relatively safe one. Of course., this depends
on proper analysis of monthly costs in mortgage
payments. utilities and other incidentals for the
period of the investment until it is sold (Platt.
3).

Real estate is excellent for the utilization of

leverage. The full benefit of the gains on an
investment property are realized even though the
actual amount of personal funds invested are
small (3). Leverage investing is the primary
way Lo acquire real estate with little or no

money down. For example. if the appraised
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value of a piece of property is $100,000 and the
purchase price is $75.000. the existent equity
can sometimes be used y safe one. Of course,
this depends on proper analysis of monthly costs
in mortgage pavments., utilities and other
incidentals for the period of the investment
until it is sold (Platt. 3).toward the down
payment of the purchase (Ochsner, 2). Utilizing
other peoples money to make money is the
primary advantage to developing and investing in
real estate (Pisani and Pisani, 2).

Real estate investing offers personal

satisfaction. There is a tremendous feeling of

accomplishment in investing in real estate. The
investor has relied on a careful. creative process
by which to evaluate real estate and makec a
decision on its potential profitability (Pisani
and Pisani, 4).

Real estate can offer self-emplovment for some

investors. Some view sclf-employment as the
ultimate way to earn a living (3).

The demand for real estate will always exist.

The population continues to increase. which
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increases the demand for real estate. Housing,
shopping centers. office buildings. schools and
industrial facilities eventually age and require
replacement. For example., Pisani and Pisani
found that aging. fire. flood and other hazards
require approximately 100.000 to 400.000 homes
each year to be repaired or replaced (4).

Real estate can create income. Buying and

selling real estate can result in income.
Property can be sold on a contract where monthly
payments are collected over a specific period of
vears. Also., rental property can be bought and
sold. or held in order to generate monthly
income (Wavner. 11).

Real estate offers the opportunity to depreciate a

portion of the investment. Although land can

not be depreciated. the buildings and all related
fixtures can be. since they will slowly lose their
value over time. Depreciation is referred to as
this constant lessening of value. Normally,
while an investor is depreciating property. the

property itself is appreciating (12).



. Investing in real estate allows an investor to

build up equity in their investment. A portion

of monthly mortgage payments pays off part of
the principal amount owed, the debt. As the
principal on the loan debt is paid, equity 1is
built up. For example Wayner. in his research,
found that most amortization mortgage
schedules arc set up so that each month a greater
amount of principal is being paid. therefore
building up equity faster (13).

. Real estate appreciation can add value to

investment. No other investment has rcal

estate's track record for appreciation and has

consistently kept up with inflation (13).

Statement of Purpose

Real estate has been considered a precious.
valued commodity evidenced throughout history. Real
estate acquisition began to equate to value and wealth
over time. Many investors found their fortune in real
estate and others simply invest for supplemental
income. Investing in real estate can result in the

achievement of various levels of success (Ochsner, 1).
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In order to achieve success in real estate
investing, one must understand the basics of real
estate. The tvpes of properties available for
investment are endless. However. the most common
starter investment remains single-family homes.
Research into the basic concepts of real estate can
help ecquip an investor to make profitable investments
(Blatt; 2y

Given the historical impact that real estate has
had and the opportunities that are currently available
in real estate. it seems plausible to support real
estate as has had and the opportunities that are
currently available in real estate, it secems plausible
to support real estate as an ideal investment. Still
some hesitate to understand the reasoning behind
investing in real estate. Reasons from potential self-
employment to the utilization of tax shelters support
rcal estate as an investment that can return profit
(Pisani and Pisani. 2).

The purpose of this study is to investigate the
plausibility of a systematic plan enabling an investor

to successfully invest in real estate.



Chapter 11

LITERATURE REVIEW

In order to examine the plausibility of a
systematic plan to successfully invest in the real
estate industry, an investor must first evaluate the
investment opportunities available historically,
currently and projected for the future. Once the
investor targets a specific market for investment.
significant homework is required in order to
determine which property has the most potential for
profit. Selecting the right property is an important

key to successfully investing in real estate.

Broad Real Estate Overview

In an October 1991 article in Pension World.
Drier and Holmes stated that the real estate industry
in the United States was enduring severe problems.
They even stated that it was the worst down cvcle
since the recession of 1974-1976. The realities of
the 1991 situation were clearly evident and driven by

specific influential factors (27).
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The Savings & Loan industry was in turmoil
since they had lost hundreds of billions of dollars
in bad real estate loans. $500 billion was the
estimate of the taxpayers cost to correct this
problem. The effects of poor performing real
estate loans were also causing the Commercial
banks to suffer (27). And, the office space overall
vacancy rate in the country was 20%, up from
14.5% between 1983 and 1989. There was an
epidemic of financial problems for deveclopers as
well as property foreclosures. A record level of
office construction was put in place in the United
States between 1983 and 1989, During that same
period, office space vacancies increased from
14.5% to 20% (27). The concern was the cause of
this massive overbuilding. There were many
contributing factors that led to an unparalleled
level of capital investment in real estate during the
1980s.

Savings & Loans were allowed. for the first
time in history. to make commercial real estate
loans, and make them they did. Savings & Loans

established themselves as a tremendous source of
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new capital that resulted in the building frenzy of
this period. During the 1980s. commercial banks
significantly increased their levels of real estate
lending, partially in response to the Savings &
Loans strong competition. In 1980. banks held
$265 billion in real estate loans and by 1989 the
total outstanding was $800 billion. Non-performing
bank loans predictably increased from $17 billion
in 1980, to $36 billion in 19890, An additional
capital source was provided for by large
institutional pension funds. Their investment in
United States real estate had increased from $20
billion to over $60 billion between 1980 and 1989,
Also, tax syndication deals allowed opportunities
for individual investors to purchase small portions
of huge commercial office buildings and retail
malls. Many of the tax driven rcal e¢state deals
resulted in overly aggressive financial projections,
which frequently led to bad investments and in some
cases property foreclosures. The Reagan
Administration's Tax Recovery Act of 1981
contained some attractive depreciation write-off

avenues and other tax incentives that served as a
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stimulus for real estate building and investment.
During the 1980s, foreign investment increased
dramatically (27-28).

Japanese investment alone increased from an
annual level of $1.86 billion in 1985, to $16.54
billion in 1988. Additionally., there was an
increase in capital from the Pacific Rim, Dutch,
British and German investors as thev increased
their United States real estate portfolios (28).

These contributory factors provided the largest
amount of capital for recal estate investment that
our country had ever seen. This huge surge of
available capital found its way into the capable
hands of real estate developers. These ecager
developers started building and didn't stop until the
United States was seriously overbuilt and the
readily available sources of capital began to dry
up. By 1990. the results of the overbuilding and
free spending had become painfully evident in
significantly lower rents, high vacancies, higher
concessions, and lower property values (28).

Jack Cohen., in the National Real Estate

Investor, offers a similar observation. He claims
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that real estate professionals in the late 1980s had
outsmarted themselves. Cohen reiterated that much
of the overbuilding throughout the U. S. resulted
from decrecased capitalization rates. lenders
motivated to place loans. investors motivated to
place equity and developers willing to accept
greater risk for less profit (Cohen, 157-158)

Carl Tash in a comparable analysis. revealed
similar concerns. Tash stated that the investment
climate was characterized by oversupply., little
demand., and lack of capital. As a result, few
investors were willing to invest money in the
residential and home building arena. In addition to
the changes in supply and demand in the real estate
market, taxes became a more 1mportant issue than
ever for the investor (Tash., 15-18).

In addition, Ted Frost, in a 1992 Dunn &
Bradstrecet Report, stated that the White House and
U. S. Congress were in disagreement over the issue
of capital gains taxes. Capital gains are profits
resulting from a capital asset's sale or exchange.
Presently, these gains are being taxed at the same

rate as ordinary income as a conscquence of the Tax
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Reform Act of 1986. Prior to 1987. the capital
gains tax rate was much lower than the rate for
which income is taxed. George Bush and his
government staff favored the lowering of the
current capital gains tax rate to stimulate capital
investment. Congress, on the other hand, opposes
any tax cut on capital gains because they feel it
will only benefit the wealthy since only the rich
generate substantial capital gains income. There
scems to be a greater support for the reduction of
capital gains tax. Even though Congress believes a
capital gains tax reduction would only affect the
rich, it will however affect every entreprencurial
investor. Since entreprenecurs may not be making
significant profits on each investment. paving
almost one third of their profits to taxes does seem
significant (Frost, 52). Entreprencurs in genecral
wanted the capital gains tax cut because of this
significant effect (Saddler, B2). Even though most
investors were negatively affected by this tax
adjustment. the occasional investor or general

homeowner could be positively affected (Frost. 52).
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The gencral rule of the Tax Reform Act of
1986 was simple. When an individual or
entreprencurial investor sells a house., they don't
have to pay an immediate capital gains tax on any
profit., providing they buyv and occupy a new house
within two vears before or after the sale. Also,
they must pav as much or more for the new house as
they sold the old house for. The gain is then rolled
over by subtracting it from the cost basis of the
new house. thus lowering its value for tax
purposes. If the second house is sold later and the
gain is not rolled over again, the taxable profit
will be figured from the lower basis. In order to
receive this tax break at all, the house must be
vour main residence and can be a house, houseboat,
mobile home. cooperative apartment, or
condominium. The regulations covering the
rollovers are specific and must be conformed to
exactly or the tax advantage could be lost (Profit-
Building Strategies for Business Owners. 7).

Some believed these overall facts painted a
grim picture of the real estate opportunities

available in the real estate market in 1991. On the
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surface it appeared that the logical strategy was to
avoid all real estate investing until the market
turned around. Although that argument did have
merit, there was a contrary view of the facts. Some
believed that there were incredible real estate
investment opportunities available in the
marketplace for those who scc the glass half full,
instead of half empty. "The secret is to know when
to get into the market and when to cash out" (Drier
and Holmes, 28).

Investors who purchased real cstate and sold it
in the 1980s profited. However., investors who
purchased in the late 1980s and sold in 1990-91
more than likely realized a significant loss (27-28).
A perfect example of money to be made in the real
ecstate industry occurred with the Malhases of
California. The Malhases launched the first of
their renovation projects by purchasing a three-
bedroom house for $365.000 in September of 1986.
This turned out to be one of their casiest
investments. The couple performed minor painting
tasks., cosmetic improvements such as french doors.

and added landscaping. Seven months later, they
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sold the house for $525.000. Allowing adjustments
for renovation costs, their net profit was $75.250.
This converted to approximately $7.000 a month, a
188% return on the initial $40.000 they laid out to
purchase the property. The Malhases considered
this their casiest and quickest investment project
(Cook, 155-158).

The Malhases second project involved a larger
investment and a smaller profit. In May of 1987,
they purchased a $685.000 house and an adjacent
$375.000 lot in the fashionable Lower Hermosa
scction of La Jolla, California., By the time they
sold the house. built a house on the vacant lot and
sold that property in July of 1988, they realized a
profit of $27.400. This reflected a 26% return on
their $105,000 cash investment. They realized,
however, that they had sold too soon. They could
have received an extra $500.000 if they had just
waited another six months to sell. The mistake they
made was simple. They hadn't learned that moving
to a high demand. low supply status would create a
more difficult resale environment, however, they

didn't know to look for these conditions. Their



24
timing was slightly off. and even though they still
made a sizeable profit, they could have realized a
lot more (155-158).

The critical principle of timing has
consistently been present during each cycle of
purchasing and sclling real estate. This accurate
timing provides a window of opportunity for those
investors who correctly interpret these signs of
change during the real estate cvcle (Drier and
Holmes., 27-28).

Samuel Zell, a Chicago entrepreneur and
investor, discusses the outlook for real estate
investments in the 1990s given the situation of the
industry. Zell anticipates, as other investors do.
that capital will become less available in the
1990s. This will be advantageous to owners of
existing. well- maintained and high-quality recal
estate, which will benefit from future higher
prices, decreased capitalization rates and attractive
investment opportunities in the oversupplied and
somewhat distressed market (26-27).

Rec¢asons that real estate investors should buv

property in the 1990s are self explanatory. Many



developers have been saddled with huge problems
and will need to raise capital quickly which will
lecad to highly motivated sales of reduced prices.
Also, most banking institutions will be cager to
remove these assets and, in turn, sell at reduced
prices (Drier and Holmes, 28). The highest priority
of lending institutions will be to clean up their
balance shects by converting non-carning or
underperforming recal estate assets to earning
assets. Institutions will also be eager to switch
hard assets such as real estate to paper asscts such
as securities. Even though the picture looks grim
for the real estate industry, it is a perfect
opportunity for investors to purchase quality real
estate for prices significantly less than actual
replacement cost (Barth and Weil, 109).

The issue of timing consistently remains an
important factor in successful real estate investing.
If an investor buys what other investors are buving
and when their buying i1t, the opportunity for a
bargain declines. The time to buy 1s when fewer

investors are buving (Drier and Holmes, 28).
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R. Gary Barth and S. Douglas Weil also
support the theory that United States recal estate
should be a profitable investment for the 1990s in
an article in the National Real Estate Investor.
They believe the kev is for investors to do their
homework and have the patience to find the right
opportunity (Barth and Weil., 109).

Barth and Weil state four basic ecconomic laws
affecting the real estate industry in the 1990s. The
first is to buy low and sell high, of course. They
agree that as financial institutions are forced to
scll their rcal cstate asscts to meet newly imposed
capital requirements and organizational goals,
asking prices have plummeted. Those who buy now
should be able to sell at a profit in four to six
vears as the oversupply of well-designed
commercial buildings diminish and the lending
institutions return to the market. Se¢condly. chaos
crecates opportunity for those with informational
advantages: although, observers would classify the
current market as chaotic and in paralysis. Unlike
other cycles. most observers expect the most

strategically located and best designed properties
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to recover. Thirdly. positive leverage works.
Although mortgage money is scarce, it is available
at low loan-to-value ratios and is relatively cheap.
The last law states that inflation will return and
when it does. hard assets will outperform paper
assets (109).

Barth and Weil project that the 1990s will sce
a new group of entrepreneurs who will be buving
properties from institutions early in the decade
and, as the market improves, selling the properties
at significant profits to institutions re-entering the
market. These factors create an environment which
offers acquisition bargains to those investors who
can negotiate and structure transactions while
addressing the needs of the troubled institutions
and individuals (109).

The four essential requirements for
participating in this market are cash, access to
asscts, understanding the changing ecconomics of the
real estate marketplace. and the skills to know what
to do with the assets upon acquisition. The
property which onec buys is extremely important.

Unlike past cycles, not all property tvpes will
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recover at the same time or rate. The last decade
was marked by a series of rolling recessions. The
1980s also saw continued migration from the cities
to the suburbs. For the first time in memory.
suburban office buildings in many metropolitan
arcas now produce higher net rents after allocation
for all expenses than downtown office buildings
(109).

Barth and Weil state that in order to make
moneyv in the 1990s, investors must do their
homework. Theyv must identify the types of
buildings in which they want to invest and who will
be responsible for structuring investments and
operating the properties. Additionally, investors
must reserve sufficient funds, not only to pay for
new tenant improvement where necessary. but for
the capital required to modernize utility systems
and public areas (109).

John W. Stroesser also supports. in a June

1989 article 1in Pension World. that real estate

markets continue to be dominated by an over supply
of space. such as office buildings. hotels. and

rescarch and development facilities. Stroesser
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states that the real question and resulting
challenge. is not whether real estate currently is an
attractive investment vehicle. because it most
certainly can be. However, it has become
increasingly difficult to identify and purchase
acceptable investments that promise high returns.
Investment return can, however, be increased
through the use of non-standard investment
approaches without materially increasing investment
portfolio risk (Stroesser. 14-16).

Non-standard investment programs can include

a varicty of investment opportunities such as:

Undervalued acquisitions either as an
individual property or a portfolio of
properties acquired from distressed financial
organizations or individuals (18).

. Outright acquisition or joint ventures with
property development companies which are
undercapitalized (18).

* Land development programs such as
subdivisions and retail malls (18).

- Property development programs run and

managed by an investment manager (18).
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B Acquisition of existing underperforming or

underdeveloped propertiecs that have the

potential for upgrade renovation and

revitalization (18).

In summary, Stoesser states that non-
traditional investing can be a powerful tool to
enhance return on investments (20).

In the spring 1990 Real Estate Review Journal,

Joseph J. Ori emphasizes the changes that have
occurred in the real estate market in the 1990s and
what strategies will help make real estate
opportunities profitable. Most real estate
investors will agree that the industry has changed
in the late 1980s to early 1990s. The business of
investing in real estate has become extremely
competitive. Investment returns are low making
new opportunities somewhat less appealing. Also,
the no-growth movement resulting from
overdevelopment is hindering further investment
opportunities in many arcas. Ori states that the
industry has become "globalized" due to these

industry changes (Ori, 94).
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These real estate industry changes can cither
be beneficial or detrimental. Only those real estate
firms and investors that adapt to these changes can
benefit from them and remain profitable in their
investments. Ori emphasizes three principal
adaptations required today and categorizes them as
diversification. specialization and affiliation (94).

Many real estate firms are diversifying by
product type. Real estate brokers., developers. and
investors concerns may be involved with office
buildings., retail centers, industrial buildings,
apartments and hotels. This type of diversification
by product type insulates investors from lower
returns from one product category. Thus, a real
estate consulting firm can diversify its business
into asset management and advisory services thus
eliminating total exposure for loss or profit in one
arca. Another type of diversification i1s by
geographic location (95).

Diversification by geographic location
insulates recal estate investors from volatile
markets. It is no secret that firms that

concentrated their investments in the Southwest in
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the early 1980s are now deeply troubled or out of
business entirely. It is difficult for local firms to
expand into other arecas of the real estate market.
"Most real estate entreprencurs believe that the
rcal estate business 1s primarily a local operation
and that knowledge of the local market, zoning
laws, economy. and development process are the
kevs to success”" (95). Establishing specific
investment programs is another tvpe of
diversification.

Diversification by investment program offers
many arcas of possible emphasis for investment.
When establishing investment programs the most
important concern deals with evaluating whether the
returns being realized from specific real estate
activity are superior to those that could be realized
from other recal estate investment opportunities. If
during a specific period returns from certain real
estate categories are low, the investor or firm will
obviously concentrate activities in other recal estate
arecas 1n order to gain maximum returns on
investment programs. Although diversification is

recommended by product tyvpe, geographic location



33
and investment program, these strategies are
available only to large firms. Specialization may
be the key for investor survival in the 1990s (94-
95Y%.

Specialization can help an investor establish a
market niche thus allowing the investor to become:
more competitive and profitable. Ori discusses an
example of specialization relating to the hotel
industry.

During recent vears, the hotel industry has
become increasingly specialized or stratified. Ten
years ago, hotels could be divided into three
categories: full service, luxury, and budget.
Today. there are more types of lodging industry
specialties which have been fragcrﬁented from the
basic categories of yesterday. Now, there are
hospitality categories such as full service, all
suite, limited service, extended stay, luxury, and
various others. Budget hotels are now divided into
budget. super budget. and economy lodging (96).

This same type of specialization is occurring
in other types of real estate investments as

investors seek to remain competitive and profitable
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in the 1990s. Commercial properties included
specialties like medical buildings, high-rise
buildings. execcutive office buildings. high tech flex
projects and many others. There are corner
convenience strips, neighborhood centers,
community centers, specialty centers and malls in
the area of retail.

"Although specialization of product tyvpe and
within product types 1s an important strategy for
real estate firms, specialization alone will not lead
to success unless the firm has the necessary human
recsources and targets its product to the right target
market" (96).

Investors and developers in the 1990s will be
faced with larger equity requirements than in
previous vears. Markets are currently overbuilt
almost everywhere in the country. Because they are
experiencing high default levels from overleveraged
properties, many real estate lenders are now
demanding the principals make 15-25 percent equity
investments. The $10 million dollar deal 1is
becoming impossible to finance because it is too

small to interest institutional investors, and the
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substantial equity requirement is more than most
real estate firms are willing to contribute (96).

The institutions will aggressively attempt to
form alliances, as real estate firms secek to
establish institutional relationships in the 1990s.
Institutional investors will be seceking the expertise
of real estate firms that specialize in specific
niches, have a high degree of management
capabilities, and have substantial knowledge of
local markets.

Ori concludes by emphasizing that the major
risks that recal estate investors face in the 1990s
are competition for viable product in overbuilt
markets, a fluctuating economy. a volatile tax
policy, and declining profitability 1n a relativley
high real interest rate environment. Astute real
estate investors will concentrate on three strategies
of diversification, specialization, and affiliation in
order to cope with the risks. Although these
strategics should be pursued individually, they do
not remain mutually exclusive and whenever
applicable should be combined to create a well-

balanced, adaptable real estate investor (96).
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Specific Real Estate Opportunities

Hugh Kelly in the National Real Estate

Investor Journal, stated that the single-family
housing market increased during 1992, Evidenced
by a rising number of sales and increased
construction. the single-family housing market
recbounded during 1992. The primary engines
driving the recovery were exceptionally low
mortgage interest rates and reduced sales prices.
This. in turn. increased the number of first-time
home buvers and sparked some activity in the
market. The market had nowhere to go but up since
1991 was the worst year for homebuilding since
World War II (Kelly. 23).

The number of single-family home sales were
substantially increased due to greater affordability.
Home sales over the last yecar were up by more than
4%, which was a sharp contrast to the anemic
performance reported during 1990 and 1991. Sales
prices have modestly started to climb spurred by

the higher levels of demand in the market (23).
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Kelly states that a rapid escalation in existing

home prices in 1993 are not likely. Although the
inventory of existing homes for sale has been
declining, it still remains above both 1989 and
1990 levels. New single-farnily home prices may
grow, over the short term, at a brisker pace given
the reduced amount of construction that has
occurred in recent years. Single-family permits
averaged 774,000 units per year during 1990 and

1991. This was down 20% from the 1989 average.

Inventories of new homes available for sale remain

under the 1989 through 1991 levels, and currently
represent less than a six-month supply. New home
are anticipated to become more plentiful over the
next few years (23).

As Kelly mentioned, the substantially reduced
mortgage interest rates and moderate home prices
have encouraged first-time home buyer purchases
(23). This type of market allows for successful
investments in some nonstandard investment
programs such as the acquisition of existing

underperforming or underdeveloped properties that

S
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have the potential for upgrade renovation and
resale (Stoesser., 20).

In the Journal of Property Management. M. A.

Ahrweiler, Gerald Erlich, and Gary Hofstetter
explain that new development has been slowed by
evaporating financial and community-fueled slow
growth initiatives. as recal estate enters the 1990s.
Renovation and revitalization, not new development,
has become the strategy of choice. "Increasing the
value of what vou already have has become the name
of the game". These writers also state that 52
cents of every development dollar 1s spent on
renovation. This does not even include the smaller
scale building refurbishments that are becoming
matters of marketing necessity (Ahrweiler, Erlich
and Hofstetter, 16).

Maximum value of a real estate investment
opportunity may be as simple as upgrading existing
investments in response to new demographics and
changing compositions of the arca. Great rewards
arc available to those with the vision to recognize

and respond to more pronounced changes in demand
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such as thosec mentioned above in the single-family

arcna (16).

Investment Analysis

In an article in a July 1992 issue of the

Appraisal Journal. William Ted Anlyn discusses

entreprenceurial profit derived by real estate
investments. Anlyn states that entreprenecurs
require an incentive to purchase distressed
property. The incentive represents a monetary
reward for the risks associated with purchases of
distressed real estate and is appropriately termed
uncarned entreprencurial profit.

The opportunity to ecarn entreprencurial profit
involves both skill and taking risks. In order to
introduce the right mix and timing of purchasing
potentially profitable property, skill is required.
Risk taking is also required to encounter unforesecen
construction, marketing. and financial conditions
(Anglvn, 366). The Dictionary of Real Estate
Appraisal, second edition, defines entreprencurial
profit as: "A market-derived figure that represents

the amount an entrepreneur expects to receive in
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addition to costs: the difference between total cost
and market value" this is also known as
entreprencurial reward (104).

Provisions for enterepreneurial profit should
be recognized in all real estate valuations.
Entreprenecurial profit and uncarned entreprencurial
profit are vertually synonymous. Anticipated profit
is a difficult component to quantify because there
are no cost manuals or periodical publication data
available which documents expected or actual
profit. Historical profit is much casier to quantify
since analysis can be based on sale prices of
comparable sales and associated costs related to
those comparable sales. The difference between the
sale prices and the associated costs represents the
indicated profit for the entrepreneur. The
forecasting process of determining unecarned
entreprencurial profit involves comparing future
profit expectations with historical profit trend
analysis of the investment being considered for
purchase (Anglyn, 366).

Forecasting entreprencurial profit requires

both judgment and probability analvsis of what
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incentive is essential to entice an entrepreneur to
purchase a distressed real estate property for
investment. The remaining amount of unearned
profit is not always obvious. The amount of profit
an entreprencur requires will vary from investment
to investment depending on the relative bargaining
power of participants of the market. taking into
consideration the perceived risks for that property
investment (367).

In the Fall 1991 issue of the Real Estate

Review Journal, William C. Handorf and J. Minor
Sachlis explain what real estate analysts must
evaluate when considering prospective investments.
In order to make sound investment analysis
investors and analysts must identify the
investment's relevant cash outflows and inflows as
applicable. Also, the investor must recognize the
timing of the flows. It is a manageable task to
analyvze the attractiveness of real estate
investments by evaluating cash flows and their

timing (Handorf and Sachlis. 55).
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How to Find Profitable Renovation Investments

Joseph F. Schram mentions that when shopping
for the right renovation investment property. don't
keep it a secret. Spread the word in both social
and professional circles. Friends and relatives can
often lead an investor to houses that never appear
in the newspaper or on a rcal estate listing. Tell
friends and relatives what tvpe. size, style and
location of house being sought. Networking is an
excellent way to find those "hard to find" real
estate investments. Also, contact your local real
estate agent or broker who has access to literally
hundreds of home listings via the Multiple Listing
Services (MLS) and personal contacts (9).

The National Association of Realtors show that
95% of all residential homeowners sell their
property with the help of a real estate firm. Real
estate agents devote considerable time and effort to
learning their trade before taking an extensive test
which they must pass in order to be licensed in the

state in which they plan to work (9-10).



In dealing with a Realtor, the benefit of not
only training, experience and knowledge is
available. but also access to literally hundreds of
"for sale" listings which can be narrowed down to
specific areas, size and price range. Generally
speaking, this service will cost vou nothing. since
the agent will not be paid until a sale 1s completely
closed (10).

In order to make money in property renovation,
Allen Cymrot states that the property must be
acquired for a low enough price that once
renovations are made. the cost won't exceed. but
will be a margin less than the market value. The
purpose of buying houses in need of repair,
renovating, and then selling them is to make money.
A seller that has a house on the market in neced of
significant repair 1is normally asking a price that is
commensurate to the present condition of the house.
The seller., just as an investor will, has consulted a
rcal estate agent or appraiser on comparable houses
in the area to attain perceived market value. More
than Likelyv. the seller is unable or unwilling to

perform repairs prior to selling. Most individuals
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have a difficult time picturing a house in need of
repair, renovated, and this will work to an
investors advantage when seeking investments. The
advantage alone however will not be the only
advantage neceded (11-15).

Barbara Platt reveals in a similar evaluation
that the type of neighborhood the house is located
is also an issue. Statistically, the largest
identifiable group of buyers are the people who buy
single family homes in middle class necighborhoods.
Since most of an investors profit arrives at the
time of sale, it makes sense to be where the action
1s. which has been determined to be the middle
class neighborhoods. This type of neighborhood is
a good place to target investments, since this is
where the greatest number of future buyers will be
when it's time to sell (31).

Schram discusses that the house considered for
renovation investment should be in satisfactory
condition and be in a necighborhood of comparably
priced or higher priced housing. Be sure to
consider the location of railroads. airports, busy

thoroughfares. and heavy industry in the area and


















Appendix C

Questionnaire on the Plan, Successfully
Investing In Renovation Real Estate

Section I: Establish a Network

1. Is the type of network described in the plan essential in locating potential renovation real
estate investments? Explain.

2. Do you have any additional basic networking possibilities that will enhance this section
of the plan? Explain,

Section II: Market Extraction
3. Is analyzing market condition necessary when investing in real estate? Explain,

4, [s the market extraction analysis described in the plan sulficient for establishing the
general current market conditions? Explain.

Section I11. Finding Renovation Property

5. Do you support the 1dea that timing 1s everything when searching for investment
properties? Explain.

6. [s the size of the potential investment property important in relation to those properties
surrounding it? Explain.

Section IV: Location, Location, Location

T Does the location of the investment property have an effect on its salability? Explain.

Section V: Neighborhood and Lot

8. Do a majority of homebuyers look for neighborhoods which are conveniently located to
schools, churches, hospitals, shopping malls and parks? Explain,

9 As an mvestor should you be concerned about the appearance of the houses in the
mvestment property area? If so, explaim.

10. Is the condition of the lot an important factor when evaluating investment property?
Explain.
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11 Can landscaping increase the salability of the investment property? Explain.

Section VI: Price Evaluation

12. How important is it to compare the investment property with others like it in the
surrounding area? Lxplain,

Section VII: Floor Plan Functionality

13. [s the functionality or the ability of the floor plan to be altered for functionality important
when evaluating a house for investment purposes? Lxplain.

Section VIII: House Evaluation

14, Is it really necessary for an investor to evaluate the condition of the housing structure?
Explam.

15. Are there any additional items that should be evaluated when mspecting the house?
Explain.

Section IX: Cosmetic Improvements

16. Is "remaining neutral” in your cosmetic renovations a safe approach to targeting the
average homebuyer? Explain.

Section X: Renovation Necessities

17. Do you agree that by evaluating the area market norm you can determine what
renovations will add value to the house? Explain.

Section XI: Summary of Cost Analysis

18. Are there any other items that you would consider a "rule of thumb" for evaluating cost in
relation to a potential renovation property investment? Explain.

Section XI1I: Myvths of Renovation Investment

19. Do you agree that skill, creativity and hard work are all traits of a successful renovation
real estate investor? Explain.

Section X1: Cost Analysis

20. Should additional considerations be made when analyzing the cost of the investment?
Explain.
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