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What is Hard Money Lending? 
 

What is a hard money lender? 

A hard money lender is an investor who makes loans secured by real estate, typically charging 

higher rates than banks but also making loans that banks would not make, funding more quickly 

than banks and/or requiring less documentation than banks. 

 

What differentiates hard money lenders from bank lenders? 

Hard  money  lenders  differ  from  bank  lenders  in  that  they  often  fund  more  quickly,  with  

fewer requirements. Hard money lenders are sometimes called “asset-based lenders” because 

they focus mostly on the collateral for the loan, whereas banks require both strong collateral and 

usually excellent credit and cash flow from the borrower. 
 

Hard money lenders are willing to foreclose on and “take back” the underlying property if 

necessary, to satisfy the loan. Bank lenders typically look at the borrower to be able to pay back 

the underlying loan from the borrower’s income, whereas hard money lenders are comfortable 

looking to a sale or refinance of the property as the method of repayment. 
 

Why do hard money lenders exist? 

Hard money lenders exist because many real estate investors need a quick response and quick 

funding to secure a deal when looking for a real estate loan. Banks and other institutional lenders 

that offer the lowest interest rates don’t provide the same combination of speed and transparency 

in their decision making process, along with quick access to capital. 
 

When does it make sense for a developer to use a hard money loan? 

In our experience, even investors/developers with strong financial statements and access to bank 

credit frequently choose to use private money loans (also called "hard money loans"). Situations 

where private money loans make the most sense include those where the borrower: 

 

 Requires a quick closing and banks cannot meet the 

deadline; 
 Has more good opportunities than 
cash; 
 Wants to avoid spending too much time raising equity or debt from many different smaller 

investors, but prefers to instead focus on finding new opportunities; 
 Lacks the patience or time to deal with the bureaucracy of securing a loan from 

a bank; 
 Has an excellent investment opportunity, but does not have sufficient financial strength to 

get a bank loan, and/or; 

 Has a bank line of credit but needs a larger loan than is allowed under the existing 

bank line. 
 

The common theme is that there is an opportunity for the borrower to generate substantial 

profit (or savings) quickly, and the cost of interest and origination fees is small relative to the 

anticipated profit, even given the higher interest rates charged by private lenders versus banks. 
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What are other terms for hard money loans? 

Hard money loans are also sometimes referred to by the following terms: (1) private money 

loans; (2) 

bridge loans; (3) short-term loans; (4) transitional loans; (5) asset-based loans; (6) 

rescue loans. 
 

Are hard money loans used mainly when the borrower is in distress? 

Some hard money lenders do focus on distressed situations such as when the borrower has 

another loan in default and needs to refinance. This is particularly true for commercial bridge 

loans. 
 

In the single family residential arena, most hard money lenders shy away from distressed 

borrowers who are owner-occupants. Lenders are not eager to foreclose on a borrower living 

in his or her own house. Furthermore, regulations make this type of foreclosure much more 

time consuming and difficult as compared to an investor-owned property. 

 

What are advantages of hard money lenders? 

Hard money loans can have a number of advantages over traditional bank financing 

including: 
 

 A simpler application process and quicker approval/disapproval 

decision; 
 Less  scrutiny  of the  borrower’s  personal  financial  situation,  including  income  and  

historical  tax returns, compared to bank loans; 
 Borrowers can allocate less time to seeking financing and instead concentrate on other 

business; 
 Borrowers can avoid the humiliation of being rejected by a 

bank; 
 Most hard money lenders do not expect perfect credit and substantial amounts of disposable 

income from borrowers, but instead focus on the merits of the specific deal under 
consideration; 

 Self-employment is not seen acceptable to private lenders, whereas many banks view self-
employment negatively and strongly prefer lending to professionals with very steady income. 

 

What are some disadvantages of hard money lenders? 

Disadvantages of seeking a hard money loan may 

include: 
 

 Hard money loans are more expensive than bank loans, with higher interest rates and 

origination fees; 
 The  quality  of  hard  money  lenders  varies  substantially  from  one  lender  to  another;  

some  are unscrupulous and may be seeking to have the borrower default in order to foreclose 
on underlying real estate as a business strategy; 

 Some lenders may collect non-refundable deposits without having the capital required to 
make the 
loan; they may either hope to find the capital once the loan is “tied up” or in rare cases, 
they may simply aim to collect the deposit with no intention of funding the loan. 
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What kinds of property do hard money lenders lend on? 

Hard money lenders will lend on both commercial and residential properties, although many will 

not lend on owner-occupied residences due to higher thresholds of scrutiny required by law. 

Commercial properties can include industrial, shopping centers, and office buildings. Some, but 

not all, hard money lenders will also invest in raw land slated for development and even hotels. 
 

Vacation homes (single family residences), even if not a primary residence, are considered 

“owner occupied” and may or may not be financeable depending on the lender’s criteria 

regarding owner-occupied home loans. 

 
 

When should you use a hard money lender? 

A borrower might consider using a hard money / private money loan in situations where he or she 

is willing to pay a higher interest rate and/or higher up-front fees in the interest of gaining access 

to capital more quickly, dealing with less bureaucracy and more transparency during the 

application process, and finding capital to pursue an opportunity that banks will not finance, either 

because they are unwilling or unable to do so. 

 

What does the term "hard" mean in "hard money lender"? 

The “hard” in hard money lending refers to the higher price which is charged to borrowers both 

in terms of interest rates (typically high single digits or low double digits) and higher loan 

origination fees (often around 2 percent of the loan amount, versus 1 percent or less for a typical 

bank loan). 

 

Who funds hard money loans? 

Hard money loans are typically funded by individuals or by funds that aggregate capital from 

multiple wealthy investors. Individuals who invest directly into a single loan are known as 

trust deed investors. Many trust deed investors are real estate investors/owners who invest in 

“bridge loans” to keep available capital working to generate a higher rate of return, rather than 

leaving the capital in banks earning minimal interest rates. Investors who prefer to invest 

passively in a fund are typically not as experienced in real estate investment and choose to 

pay the fund manager a fee to oversee the process of sourcing, selecting and originating a series 

of bridge loans. 

 

How do I get a hard money loan? 

The best way to secure a hard money loan is to know or be referred to a reputable hard money 

lender. The prospective borrower can simply call and describe the nature of the project for which 

capital is desired. When presenting a project to a lender, the borrower should be prepared to 

provide the following information: 
 

 Deadlines and dates which are critical to the transaction (for example, the closing date for a 
purchase if the borrower is seeking a purchase money loan); 

 The specific property address 

 Whether the loan is for a property acquisition or refinancing of an existing loan; 

 The purchase price of the property; 
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 The intended renovation budget; 
 The intended asking price for the property (assuming the project is going to be resold after 

renovation) 

 

What companies provide hard money loans? 

A variety of companies provide hard money loans, with some specializing in commercial, some 

residential, and some investing in both categories. Major commercial  banks often have 

bridge lending programs targeted at opportunities in the $20MM and greater loan size, while 

many privately operated funds specialize in the $10MM - $20MM range. At the $5MM and less 

loan size, there are mostly small regional operators, often comprised of real estate developers 

with sufficient cash liquidity that prefer to invest short term real estate loans rather than the stock 

or bond markets. 
 

On the residential front, in addition to private investors there are a number of funds that will 

invest in single family homes, including Arixa Capital Advisors, Lone Oak Fund, Genesis 

Capital, Athas Capital and Anchor Loans. 

 

Why are so many hard money lenders based in California? 

California  is  home  to  many  leading  hard  money/bridge  lenders,  including  those  listed  in  

the  prior paragraph. California has a tradition of private money borrowing and investing; it is 

a large stated with huge numbers of properties and developers; and it is a “non-judicial 

foreclosure state.” This means that if borrower defaults, the lender can get control of the 

underlying property fairly quickly to get repaid (as long as the home is not owner-occupied). In 

contrast, some states with a judicial foreclosure process are less appealing for private lenders, 

because the foreclosure process can be very long and arduous. 

 

Documentation, Terms & Conditions for Hard Money Lending 

 

What documents are involved in a hard money loan? 

Typical loan documents required for a hard  money loan  include a Note and a Deed of 

Trust; other documentation requirements do vary but may include a personal guarantee from 

borrower (sometimes non- recourse loans are issued without a personal guarantee); personal 

financial statements such as past tax returns and proof of income; and assurance that the borrower 

has access to sufficient cash to perform any and all proposed property renovations. 

 

What is the purpose of a Letter of Intent? 

The purpose of a Letter of Intent (LOI) for a hard money loan is to provide a quick means to be 

sure that both the prospective borrower and lender are on the same page. Although this document 

is not legally binding on either party, it serves to put the prospective deal “in writing” and helps 

to avoid any miscommunication or misunderstandings.  

 

Why does the lender need title insurance? 

Title insurance helps protect someone who has purchased real estate against another party making 
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a claim challenging the ownership of the property and the seller’s right to enter into a transaction. 

Well known title insurance companies include Fidelity National, First American Title, and 

Chicago Title. The title insurance company will handle any issues that arise during the property 

sale, and if a competing claim of ownership is deemed legitimate, the title insurance company is 

responsible for payment of any fees to the claimant. The reason why hard money lenders insist 

on being covered under title insurance is to enjoy the same protection as the borrower. 

 

What happens in the event that a Mechanic’s Lien is filed on a property? 

A Mechanics Lien is used in the construction trade when a property owner either fails to pay a 

general contractor for services rendered, or the general contractor fails to pay sub-contractors 

according to the terms of their agreements. Since title insurance does not provide any protection 

against this, hard money lenders will protect against possible Mechanics Liens by making sure 

that if a loan includes a renovation budget, that all sub-contractor and general contractor 

releases are properly executed before disbursing funds to a borrower. 

 

How much do hard money lenders charge? 

Hard money lenders typically will charge interest rates in the high single digits to low double 

digits, with a range of 7.5 percent to 12 percent being considered standard. Additionally, 

origination fees can range from 
1-3 points, with any additional points above this range usually signaling that there are numerous 

brokers involved in the transaction. It should be noted that points paid on a longer-term loan 

may be beneficial if the borrower needs capital for a longer period of time, as it is not 

uncommon for many hard money lenders to include pre-payment penalties which guarantee the 

lender a minimum number of months of interest on the loan principal. 
 

Borrowers should also be aware that extension options are possible on hard money loans and 

are a matter of negotiation with a lender. 

 

Do hard money lenders require deposits? 

Whether or not hard money lenders / bridge financing lenders require non-refundable deposits 

varies from one lender to another. This often depends on the following criteria: 
 

 How regularly does the lender make loans? 

 Willingness to risk the borrower changing their mind 

 

A deposit, when charged, can vary from $1,000 to tens of thousands of dollars 

in total. Deposits are usually not required for hard money loans on single 

family homes. 

 

Is a hard money loan personally guaranteed? 

Some lenders may require that a hard money loan be personally guaranteed by the borrower, 

although there are instances where lenders are willing to offer no-recourse loans based on the 

borrower’s history and the appeal of the specific opportunity. 

 

What are typical hard money lenders terms? 

The typical term for a hard money loan is 6 months to 3 years. Loans requiring greater than a 3-



 
 
Rise of the New Asset Class: an Educational Resource  Page 10 of 93 
Arixa Capital Advisors, LLC  ©2013 All Rights Reserved 

 

year maturity are usually outside the scope of this form of financing. 
 

Single family home renovations would tend to be 6-12 months in duration, while a commercial 

shopping center renovation term would likely be 2-3 years. 
 

Hard money loans often require a personal guarantee and require first positioning as the lender of 

record, although some lenders are willing to make subordinate junior loans where another lender 

holds the primary mortgage. 

 

Should I give a deposit to a hard money lenders? 

Prospective borrowers for a hard money loan should think carefully before paying a deposit to a 

lender; if a loan is for a single family home renovation there should not be a deposit charged. 

However, for larger, more  complex  transactions  with  a  lot  of  underwriting  requirements,  

payment of  a  deposit  is  more warranted. 

What are typical hard money lenders fees? 

The fees usually associated with a hard money loan will include origination fees of 1-3 points, 

possibly a deposit fee, plus an underwriting fee to ensure the loan conforms to necessary lender 

requirements. 
 

Borrowers should be wary of individuals or entities trying to make money from the deposit fee 

with the hope of getting a loan done “after the fact” due to a lack of available capital. 

 

What happens if a borrower doesn't pay the hard money lenders back? 

A borrower who defaults on a hard money loan ultimately is subject to having the lender 

foreclose on the property which has been put up for collateral. It should be noted that lenders 

typically follow a sequence of steps in order to try to avoid this final recourse. Such steps may 

include the lender attempting to reach the borrower to find out the current status and 

disposition of the property in order to see if things can be worked out cordially; the 

penultimate step is to file a Notice of Default if necessary to trigger the legal foreclosure process. 

 

What is the maximum loan-to-cost for hard money lenders? 

Hard money lenders utilize two different measures to evaluate deals: loan-to-cost (LTC) and 

loan-to-value (LTV) metrics. While risk tolerance is highly dependent upon the lender, most 

prudent private money lenders will not exceed a loan-to-cost ratio of 75 percent, while the loan-

to-value ratio is usually kept in the 

60 to 65 percent range to ensure a sufficient safety 

margin. 
 

Lenders may use the lesser of the LTC or LTV values to assess a loan, depending on when the 

property was purchased; in the instance of more recent purchases, lenders will look at what the 

borrower paid for the property. 

 

What due diligence information due hard money lenders require? 

Hard money lenders have different requirements for the due diligence process, but generally 

speaking, origination of commercial loans will require the most comprehensive list. 
 

Residential loans may require an appraisal from an outside party; a property inspection report; a 
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geology inspection (particularly based on the locale of the structure); and the borrower’s 

financial records. An in- person inspection of the property is nearly always part of the decision-

making process, which is why hard money lenders tend to have a localized focus.  

 

Are hard money loan interest rates usually fixed rate or floating rate? 

Most hard money lenders that specialize in single family homes offer loans that are based on a 

fixed rate but with commercial properties, a floating rate is more common due to the longer term 

of maturity. 
 

It is worth noting that floating rate loans may have a lower initial rate, but this can quickly 

exceed fixed rates if interest rates rise during the term of the loan. 
 

Are all hard money loans backed by real estate? 

While most hard money loans are backed by real property as collateral, some bridge loans 

are not real estate backed, the most notable exceptions existing when a hard money loan is 

backed by another loan from a third-party institution. 

 

Are owner-occupied home hard money loans different from all other types? 

Owner occupied hard money loans are different from other types, due to state laws requiring 

extensive documentation intended to protect the borrower from predatory lenders. Many hard 

money lenders are not set up for compliance in this regard and therefore will not make loans for 

owner-occupied residential properties. 
 

Can borrowers get a hard money loan even if there is another loan already in place? 

It is possible for borrowers to secure a hard money loan even if another loan is in place, 
although this will 
require either the borrower getting a new hard money mortgage to replace the existing first 

mortgage or qualifying for a subordinate junior loan which leaves the first mortgage in place. 

 

When does it make the most sense for borrowers to use hard money loans? 

While seeking a hard money loan is a personal decision which will vary depending on the 

individual, situations where hard money loans are generally a good recourse are when the 

borrower is a anticipating a large profit from a real estate transaction or realizing large savings in 

a short amount of time. 

 

How can borrowers negotiate the best rate on a hard money loan? 

A borrower can negotiate the best rate for a hard money loan by having multiple lenders willing 

to compete for the business. This in turn means that the prospective borrower needs to be well-

organized and have all necessary documentation ready for inspection; ideally having a strong 

credit history; and impressing upon prospective lenders that the proposed project meets their 

needs and risk profile. 
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What risks do borrowers face when working with a hard money lender? 

Borrowers that secure a hard money / private money loan face the 

following risks: 
 

 Risk of lost time if a lender does not perform; 

 Risk of lost deposit if a deposit is required, and the lender does not ultimately 
make the loan; 

 Market risk and execution risk on the underlying project; 
 Risk of associating with a less than reputable lender; 
 Risk that the lender fails to come up with the loan amount in a timely manner, possibly 

endangering a deal (for example, if money is not placed into escrow by a pre-determined 
deadline). 

 

What is the difference between Hard Money Lenders vs. Banks? 
 

How are hard money lenders regulated? 

Hard money lenders are typically regulated at the state level via the Department of Real Estate, 

as at least one person associated with hard money lending must have a valid Real Estate 

Broker License. Additional licensing requirements may be required on a state-by-state basis. 
 

Cross-state transactions fall under the jurisdiction of both states involved and are subject to 

each state’s respective requirements.  Securities licenses are usually not required for hard 

money lending unless a loan is classified as a securities offering due to the loan being 

syndicated to multiple investors. 

 

How do hard money lenders compare with banks? 

Hard money lenders are licensed differently with less regulatory scrutiny than traditional 

banks and can look at the merits of a loan more so than a bank, which must meet certain non-

negotiable criteria to issue a loan. 
 

How can you tell if hard money lenders are reputable? 

It is essential for borrowers to ascertain whether a lender is reputable, to avoid 

disappointments, wasted time, and lost opportunities. A borrower can research a prospective 

lender using the following techniques: 
 

 Ask for references from clients/borrowers and mortgage brokers; talk to the references. 

 Consider working with a local mortgage broker who has done transactions with that lender; 
 Confirm that the lender has a valid Real Estate Broker License; 
 Determine whether any complaints have been filed against the Real Estate Broker License; 
 Consider checking with the Better Business Bureau (BBB); 
 Find out what industry events the lender attends and ask people  at the event about 

the lender’s reputation. 
 

How long does it take hard money lenders to fund a loan? 

It generally will take a hard money lender 30 days or less to fund a loan, although some are 
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equipped to do this in two weeks or less. 
 

Can borrowers who start with hard money lenders move on to working with banks instead? 

It is possible for borrowers who start with a hard money lender to transition to working with a 
bank later in 
the process. This may happen if the borrower has a recent credit issue (such as a past 
foreclosure or bankruptcy) and the hard money lender is used to “age out” that credit issue 
until the borrower qualifies 
with the bank. A borrower may also choose to enter into a hard money loan prior to seeking 
a traditional 
bank loan in order to demonstrate performance and credit 

worthiness. 
 

Borrowing from a hard money lender can act as a bridge to receiving future credit in that it 

builds a track record and can also enhance the borrower’s financial strength, assuming the 

underlying investment for which the loan is used proves successful. 
 

Why are bank loan interest rates so much lower than hard money lenders interest rates? 

Banks can offer lower interest rates than hard money lenders because banks can fund 
loans via retail 
deposits on which they pay minimal interest rates. Hard money lenders fund loans via private 

capital which has higher expectations. For example, in early 2013 most bank depositors earn 

1% or less on their deposits while most investors in private money loans expect 7% or more, 

to compensate for the greater risk of loss of principal. 
 

Competition Among Hard Money Lenders 
 

How do hard money lenders compete? 

Hard money lenders will compete on fees, interest rates, their reputation, and quality of 

service, which includes the ability to fund a deal quickly and being more accessible to the 

borrower during the term of the loan and/or flexibility in case of unforeseen events and 

how the lender responds to special borrower requests that may arise. 
 

How do hard money lenders differ from one another? 

Hard money lenders differ from one another in a number of ways, including their lending 

criteria such as loan-to-cost  and  loan-to  value guidelines; the  type  of real estate on  which 

they lend;  minimum and maximum loan size; the geographic region they serve; their 

industry reputation; and level of service which is provided. 
 

Do hard money lenders compete on price? 

Hard money lenders will compete on price, but the reputable firms tend to be close to each 

other in pricing due to the competitive nature of the market. Service is typically the greatest 

differentiator, along with the lender’s relationships, dependability, and ability to perform once 

a loan is agreed to. 
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What is Trust Deed Investing and How is it Related? 
 

What is trust deed investing? 

Trust deed investing is simply investing in loans secured by real estate. Most trust deed 

investments are relatively  short  term loans  (maturity  under  five  years,  with  many loans  

two  years  or  less)  made  to professional real estate investors. In the current economic climate 

professional real estate investors are buying properties needing   a substantial renovation, 

fixing-up these properties, and reselling them for a profit. Banks are reluctant to lend to this 

market not because the loans are particularly risky, but because banks have taken write-offs on 

real estate loans and are still wary of originating new real estate loans, other than the most 

“plain vanilla” loans. 
 

How does trust deed investing relate to hard money lenders? 

Trust deed investing and hard money lending are closely related. Trust deed investors are 

one of the sources of capital for the private money loans made by hard money lenders. 

Brokers work with trust deed investors to fund hard money loans for borrowers. In the case of 

funds that make private money loans, the funds can be said to be making trust deed 

investments when they fund a loan. For more information about trust deed investing, please see 

our Trust Deed Investing FAQ. 

 
 

More About the Hard Money Lending Industry 
 

What is the business model of a hard money lender? What is a hard money lender? 

Hard money lenders use private capital to fund loans secured by real property. The business 
model is fairly straightforward; there are one or more investors on one side of the deal and a 
borrower on the other; the entity issuing or brokering the loan must charge the borrower 
enough to pay the investor(s) the return they are seeking and retain enough to cover their own 
overhead and desired profit margin. 

 

How do hard money lenders make money? 

In order to understand how a hard money lender makes money, it is necessary to distinguish 

between those who are brokers only serving as a matching service between borrowers and  

trust deed investors, and “balance sheet lenders” which originate loans and then hold those 

loans in a portfolio until maturity. In the latter case, the lender suffers directly if the loan goes 

bad, but for brokers, the risk is primarily to their reputation since they are paid “up front” and 

typically do not invest in the loans which they broker. 
 

How can one find hard money lenders? 

A prospective borrower can find hard money lenders through the following means: 
 

 Attend real estate events held in your local area; 

 Ask other real estate investors; 
 Search online; 

 Through industry publications; 

 Ask mortgage brokers to refer a lender; 

http://arixacapital.com/about-us/trust-deed-investing-faq/
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 Seek referrals from real estate brokers and attorney specializing in real estate transactions. 
 

How do hard money lenders decide how much to lend? 

Hard money lenders make lending decisions based on either a  Loan-to-Cost (LTC) ratio or  

Loan-to-Value (LTV) ratio. These ratios measure the risk of the loan by comparing the loan 

amount to the cost and value of the underlying real estate, respectively. 
 

What events can I attend to learn about hard money lenders? 

Prospective borrowers can learn about hard money lenders by attending real estate events 

sponsored by various parties; by making inquiries at local business schools about real estate-

related events; through real estate  industry  publications;  and  via  various  professionals  

including  title  insurance  representatives, mortgage brokers and real estate investment 

brokers. In Los Angeles, UCLA has the Ziman Center for Real Estate and USC has the Lusk 

Center, both of which are focused on real estate-related research, education and fostering 

productive relations between academia and the real estate industry. 
 

What industry groups do hard money lenders belong to? 

Hard money lenders may belong to such industry groups as the American Association of 

Private Lenders and the National Hard Money Association. 
 

What jobs do hard money lenders employees do? 

The employees of hard money lenders primarily perform the following job 

functions: 
 

 Underwriting (determining what a property is actually worth and the creditworthiness and 
credibility of the borrower) 

 Marketing—to develop new borrowers and generate “deal flow” 
 Accounting  and  servicing  (servicing  is  billing  borrowers  for  interest  due  and  

tracking  interest payments) 
 Investor relations & reporting 

 

Why are most hard money lenders so localized? 

Hard money lending tends to be hyper localized because knowledge of the local real estate 

market is extremely important to enable property inspection and an understanding of 

actual  market values and transactions. 
 

Why aren't there more "name brand" hard money lenders? 

Hard money lending is typically a localized business, with few national brands. The reasons 

why include the following considerations: 
 

 The ability to inspect properties and to understand the dynamics of local markets is 

critical to a lender’s success, hence most lenders prefer to stick to markets they know, in 

their own area; 

 Lenders are heavily reliant on their reputation and referrals, which are often 

localized; 
 Overly aggressive lenders that invest heavily in marketing and geographic expansion 

http://www.investopedia.com/terms/l/loan-to-cost-ratio-ltc.asp
http://www.investopedia.com/terms/l/loantovalue.asp
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may be lax in their loan underwriting and have a high failure rate if and when investments 
go sour. 

 

How can I file a complaint against a hard money lender? 

Borrowers who believe that they have been taken advantage of by a hard money lender can 

contact their state’s Department of Real Estate (DRE) to file a complaint. Each lender must 

have a licensed real estate broker and the DRE allows complaints to be filed against such 

brokers. The complaint becomes public record and can be seen when looking up the licensed 

professional on the DRE website. 
 

Is there a stigma associated with hard money loans? 

Due to some unscrupulous lenders, the term “hard money loan” can have a negative 

connotation. This is especially true of loans made to owner-occupants in economically 

disadvantaged areas such as inner-city neighborhoods. In contrast, the term “bridge loan,” 

which means the same thing, does not generate as much controversy. Bridge loans are 

understood to be short-term loans to investors (not owner-occupants) who understand the role 

of such loans and can use them responsibly. 
 

Do legitimate businesses use hard money loans? 

Yes, many legitimate businesses use hard money loans responsibly to meet their funding 

needs, and to capture opportunities that require quicker funding than is available from 

traditional lenders. 

How Can I Invest in Hard Money Lending? 
 

How can I invest in hard money loans? 

Private individuals with disposable income can invest in hard money loans through a process 

known as Trust Deed Investing. Such investors may invest in individual loans or in a fund that 

manages a portfolio of loans to mitigate the risk associated with any single loan going into 

default. 
 

What are the advantages and disadvantages of investing in hard money loans? 

Advantages of investing in hard money loans include reliable cash flow (quarterly or even 

monthly distributions of interest) and risk mitigation, assuming deals are structured and 

underwritten conservatively. 
 

Disadvantages can include a lack of liquidity and if the investor is unfamiliar with real estate 

investment and operations, loss of principal and/or the need for active management of non-

performing loans. 
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SINGLE FAMILY INVESTING 

Frequently Asked Questions 
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The Case for Investing in Rental Homes 
 

  Why should I be interested in investing in single family homes now? 

 

There are a number of reasons why investing in single family homes has become more attractive 

over the past 12 months: 

 1) Home prices have fallen substantially and are now 34% below their 2006 peak and in many 

markets prices have now fallen well below their replacement value. This significant drop in 

housing prices has created an investment opportunity for investors to purchase properties below 

their fair value.  

 2) Given current house values, there exists a good chance for homes to appreciate over time. This 

increase has already been seen in some markets such as Phoenix, where homes prices are up 12% 

over the past quarter according to the S&P/Case-Shiller Index.  

3) The underlying home ownership equation has undergone a fundamental change in the U.S., 

substantially increasing rental demand. The U.S homeownership rate fell to 65% in the first 

quarter of 2012, the lowest it has been in the U.S. in over 15 years. Some experts project another 

five to six million households will lose their homes due to foreclosure of delinquency in the next 

five years, driving even further rental demand.  

4) New construction levels in the U.S are far below historical levels and there are not enough new 

housing units being built to support the growth in the population and households.  These factors 

create an opportunity to acquire assets at attractive prices and by renting them out, achieve a good 

yield on investment. In many markets, a yield of 6-7% can be achieved.  

5) Single family rentals provide a strong hedge against inflation and have limited correlations 

with other widely-held investment assets such as stock and bonds.  Home prices tend to be 

positively correlated with inflation so if it does begin to erode the value of other investments in a 

diversified portfolio, single family properties can provide a good hedge. Additionally, single 

family rental returns have shown a very low correlation to commonly held assets such as 10-year 

Treasuries, corporate bonds and major stock indices such as the S&P 500 and the Dow Jones 

index. 

 
  How can investors gain exposure to U.S. single family homes in their portfolios? 

 

The most direct way to gain exposure is through direct ownership of single family properties that 

can be rented to tenants. Investors can purchase homes directly or can engage a local real estate 

agent to assist them. If an investor prefers to invest in a more passive manner, they can invest in a 

real estate fund that purchases and leases out the homes or can partner with a local operator that 

will purchase homes and manage them on behalf of an investor in exchange for some agreed upon 

profit split and other fees. 

In addition, investors can invest in loans secured by homes to earn high yield fixed income-type 

returns. For more information on this strategy please reference our Trust Deed Investing FAQ. 
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Economics of Single Family Homes 
 

 How big is the residential real estate market? How should I consider the market when I look at  

 the opportunity? 

 

According to a late 2011 study from Morgan Stanley, there are approximately 20 million housing 

units in the single family rental market (defined as properties with between one and four units).  

This number represents just over 50% of all rental units in the U.S. at an average value per unit of 

$150,000; this represents a total market value of approximately $3 trillion.  Another important 

consideration when looking at the single family rental market is the expected increase in the 

number of properties that will be converted from primary residences to rental units. Some 

forecasts project that between five to seven million additional properties will be liquidated and 

converted to rental properties to meet the demand from former homeowners that need housing 

units.  

 

  Is capital appreciation likely for long-term investors who buy homes today? 

 

In our view, several factors working in conjunction are likely to drive prices higher for entry-level 

homes in many hard-hit areas. First, inventory levels have started to drop and demand from both 

investors and end users has strengthened. This combination has led to the stabilization of housing 

prices in a number of markets. We expect this trend to continue as large Wall Street investor 

funds continue to roll out programs to acquire single family homes for the purpose of renting 

them out.  As more capital enters this investment category, we do expect prices to rise.  

 

In addition, in many areas homes sell for dramatically less than “replacement cost,” which is the 

cost to build a new house, plus the cost of land improvements such as streets, curbs and utilities. 

In areas where the population is rising, we believe that a home in a solid neighborhood will not 

sell for a price dramatically below replacement cost for too long—perhaps a few more years, but 

not 10 more years. To put it another way, if an investor can purchase a home for half of 

replacement cost, and make it “like new” with a total cost still 30% below replacement cost, then 

that home should be very attractive when compared to a brand new home in a new subdivision 

located farther away from jobs. By the time home builders can justify returning to building out 

their suburban subdivision projects, more centrally located homes in solid neighborhoods in the 

same metropolitan areas are likely to have appreciated relative to their current values. 

 

Lastly, in many harder hit markets, there exists a significant discount between distressed and non-

distressed sales. Distressed sales primarily consist of short sales and REO (bank “real estate 

owned”) properties, which are discussed in more detail below. This discount takes into account 

the condition of the distressed properties and the nature of the sales, which are often made to cash 

investors or investors using private financing (vs. conventional mortgage financing). This 

“distressed discount” is as high as 40-50% in some markets such as Atlanta and Cleveland and 

between 15-25% in major California markets such as San Diego, Los Angeles, and Sacramento.  

These distressed sales continue to drag down the prices in these areas and as less distressed sales 
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take place, there should be a general rise in housing prices as non-distressed sales makes up a 

larger percentage of the total sales in a local area. 

 
  What is the upside scenario in investing in single family homes? 

 

Suppose you can acquire homes that once sold for $250,000 for $100,000 (total cost, after 

renovation). Assume a 6% return on your investment and a loan of $65,000. If that home 

appreciates to $160,000 during the holding period and is sold, with $15,000 of selling costs 

(broker fees, repairs prior to resale, etc.) the investor will have roughly doubled his equity, plus 

collected reasonable cash flow in the interim. If this happens over five to seven years, the 

annualized return will be in the neighborhood of 20% and could approach 25%. 

 
  How does renting single family homes compare to owning and operating apartments? Which is  

       better? 

 

The basic premise of investing in homes and apartments is very similar. Tenants in single family 

homes are more likely to be families and therefore stay on average for a little more than two years 

(source: Zelman & Associates). Tenants in apartment buildings typically do not have kids living 

with them and often stay for a shorter period of time as compared to home renters. For example, 

in Las Vegas apartments, more than half of tenants typically turn over every year. Operating 

expenses for apartments include items such as utilities and common area maintenance, whereas 

for homes, all utilities are typically in the name of the tenant. Overall, operating expenses for 

homes and apartments are probably similar, per unit per year, in the range of $4,000-$5,000 when 

reserves for capital expenditures are taken into account. The yield for investors buying large 

apartment buildings may be a little lower today vs. the yield on homes in the same area, because 

there are more well-capitalized buyers trying to acquire apartment buildings, though this is 

changing. The biggest difference is potential appreciation. Apartments are valued based strictly 

on cash flow, and today values are very high relative to cash flow (partly because interest rates 

are so low). Single family homes can be valued based on cash flow but also based on the intrinsic 

value to a future owner-occupant. Today, there are few owner-occupant buyers for foreclosed 

homes in many markets, but if and when the economy improves, single family home values in 

these markets might appreciate more rapidly than apartment values. 

 

 
  How long will prices be attractive? 

 

Predicting housing prices is a very imprecise science and is influenced by many factors. The most 

important drivers include the condition of the overall economy, especially job growth and growth 

in household income. The U.S. economy has been in a very prolonged slump that has destroyed a 

substantial amount of household net worth and reduced household income for many families. As 

these factors improve and consumer confidence gets stronger, housing prices will rise.  

Also, the supply of distressed inventory hitting the market (often referred to as “shadow 

inventory”) will be a big driver of future housing prices. The less distressed inventory that hits the 

market, the stronger housing prices should be in a given area.  
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Nobody knows how long prices will remain at current levels. At their current rate, banks will 

most likely need several more years to resolve the bulk of their delinquent loans. Most active 

single family investors expect that prices will move up substantially within one to two years. In 

some areas, prices have already moved up significantly. For example, homes in the Inland Empire 

area of Southern California that could be purchased for $80,000 in early 2011 might sell for 

$100,000 today. This represents a 25% increase in just 18 months. 

 

 
  What kind of yields can single family home investors expect? 

 

First, let’s define how yields are calculated for single family investors. Suppose you purchase a 

home for $85,000 and spend $15,000 on renovations such as paint, flooring and updating the 

kitchen. Your total cost basis for this property is $100,000. A rule of thumb is that you should be 

able to rent out the property for a monthly rent of at least 1% of your cost —in this case, $1,000 

per month. If you achieve this rental income, your annual rent would be $12,000 (this is called the 

“gross potential rent”). Your actual rent collected may be a little less once you account for 

vacancy, occasional bad debt and the like. Let’s assume actual rent is $11,000 per year. Your 

operating expenses including property taxes, insurance, repair expenses and property 

management fees might be $5,000 per year. This would leave you with $11,000-$5,000=$6,000 

per year in cash flow (“net operating income” or “NOI”), which represents a 6% yield on your 

cost basis of $100,000. In many markets today, for investors who purchase carefully and renovate 

cost effectively, these types of yields or “capitalization rates” are achievable and in some cases 

can be exceeded.  This represents an unleveraged yield in which all of the investment is made in 

cash. Below we describe how yields change with the use of leverage. 

 

 What are the operating costs of a single family home? 

 

They vary widely from one region to another, but usually fall within the range of $3,000 to $6,000 

per house, per year for an entry-level home in a middle income area. Sometimes investors look at 

operating expenses as a percentage of collected rent, in which case a normal range is 35% to 45% 

(however, in very low income areas operating expenses can be a higher percentage of collected 

rent). 

Investors would be wise to consider all the items that must be deducted from gross potential rent to 

determine net operating income (“NOI”). These items include the following: 

Vacancy: The period in which there is no rent being collected. 

Loss to Lease: Refers to tenants who are allowed to stay at below-market rent. 

Concessions: Refers to promotions such as “one month free with a one year lease.” 

Bad Debt: Losses from tenants who leave without paying their rent. 

Total Collection Loss: This term is used by experienced operators to track the total difference 

between gross potential rent and actual collected rent; usually expressed as a percentage of gross 

potential rent. 
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Payroll: Wages for any employees who assist in maintaining and/or leasing properties. 

Utilities: For example, water bills to keep lawns watered while property is vacant or other utilities 

such as electrical and gas that need to be paid on vacant properties. 

Repairs & Maintenance: Includes fixing appliances, cleaning carpets, gardener, etc. 

Marketing: Costs to advertise properties for rent. Many operators include the leasing fee paid to a 

property manager or realtor on this expense line. 

G&A (not including property management): This might include the cost of office supplies, fuel 

or business meals. 

Insurance: Property insurance that provides protection in case of fire or other hazards. 

Property Taxes: In California this is usually set at about 1.2% of purchase price, plus an annual 

increase. 

Management Fee: Management companies charge 7-10% of collected rent to manage single 

family homes. 

Capital Reserves: An amount set aside each year (as an accounting entry) so that there is enough 

cash available for occasional capital expenditures as required, such as to replace the roof or other 

large expenses every five to 15 years, etc. 

 

 

  How do yields differ from one region or neighborhood to the next? 

 

Generally the yields are lowest in the most desirable locations and also have the highest priced 

homes. For example, if you purchase a foreclosed home in Beverly Hills, you might pay $1 

million to acquire the home. To earn a 6% NOI on this investment you would need $60,000 per 

year in net cash flow. Your actual cash flow is likely to be more like $30,000. The reason is that, 

in the most desirable locations, even today, there will be fierce competition from families who 

want to purchase the home for themselves and those homeowners with the financial position to 

own in these areas will pay higher prices to live in desirable neighborhoods that offer great 

schools and other valuable benefits to those living in these neighborhoods. 

On the other hand, in more distressed or less desirable areas such as Stockton, CA it may be 

possible to purchase a home for $50,000 and get a 10% or 12% NOI. However, the neighborhood 

may be crime-ridden and the tenant will probably not take good care of the house. In California, 

coastal markets generally feature low single-digit yields while inland markets feature mid or 

higher single-digit yields. In the best neighborhoods and for higher-end homes, even in inland 

markets, yields are much lower. 

 

  What about investing in an area that has a crime problem? 

 

The highest-yielding investment homes are typically those in high crime areas. The yield is high 

because most real estate investors prefer not to invest in areas where they feel unsafe. Investors 

who are set up to manage properties in high crime areas might earn good returns, but home 

appreciation in these areas may be more modest than in safer and more desirable neighborhoods. 

 



The Rise of the New Asset Class  Page 24 of 93 
Arixa Capital Advisors, LLC  ©2013 All Rights Reserved 

 

  How does using leverage affect returns? 

 

Using leverage—in other words, putting a loan on an investment property—tends to magnify 

returns. If a property appreciates, as long as interest rates are reasonable, leverage will greatly 

enhance returns. If a property drops in value, leverage will magnify the losses. Furthermore, 

leverage can either increase or decrease the “cash-on-cash” return of an investment. For example, 

suppose you own a house with a total cost of $100,000 and it generates $8,000 per year in net 

income (after accounting for all operating expenses). If you own the property free and clear, your 

cash-on-cash return is 8%. If you can get a $65,000 loan with 10 year maturity at an interest rate 

of 4.5%, with 30 year amortization, your cash-on-cash return will rise to almost 12%. However, if 

you had to pay an 8% interest rate, with the same 30 year amortization, your cash-on-cash return 

would drop to about 6%.  

Below is a link to a useful spreadsheet for figuring out the monthly payment on a given loan (it is 

a little easier to use than a calculator):  

http://arixacapital.com/loan-amortization-worksheet%E2%80%94my-pick-for-1-most-useful-

excel-spreadsheet-ever/.  

 

  Is leverage available for rented single family homes with today’s challenging lending     

  environment? 

 

Getting a loan for a rented investment home in today’s market is not easy. Fannie Mae does 

provide such loans, up to a maximum of 10 homes per investor, but to qualify the borrower needs 

to have strong cash flow. The process is more difficult than receiving a loan for one’s own 

primary residence. Some banks provide “balance sheet” loans on rented homes, particularly if the 

home has been rented for some time. A balance sheet loan is one which the lender will keep on its 

own balance sheet for the life of the loan, as opposed to loans which are sold soon after they have 

been originated. Some lenders required that rental homes have a “seasoned” income stream, 

meaning that they have been rented and generating positive cash flow for some minimum period 

of time. Finally, there are certain private money lenders who provide loans on rented homes; 

however their rates tend to be in the neighborhood of 8-10%, plus a 2% origination fee, making 

such financing costly. If bank financing is available, both the rate and the up-front fees are likely 

to be lower. Regardless of the lender, most loans for rental homes are limited to about 65% of the 

appraised value of a property. 

 
  What is the tax treatment of investing in single family homes? 

 

Like owning apartments, owning leased homes features two significant tax advantages. First, the 

building can be depreciated so that a significant portion of net rental income is sheltered from 

taxation. Second, if and when a home is sold it qualifies for capital gains tax treatment rather than 

ordinary income treatment. 
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  How does investing in homes compare to investing in commercial real estate? 

 

Commercial real estate such as shopping centers, office buildings and industrial buildings tend to 

feature a little more current cash flow than apartment buildings. One reason is that analysts expect 

apartment rents to rise more rapidly than rent for other property types. For example, shopping 

centers face ever increasing competition from online retailers, limiting growth in demand from 

“brick-and-mortar” stores. Also, investors prefer apartments because their income is perceived to 

be more stable. There is a perception that apartment vacancy issues can be resolved more easily 

than vacancy in other types of property. In general, there has been too much capital chasing a 

limited number of commercial real estate opportunities, resulting in high prices for commercial 

real estate, making single family investment more attractive, however this may change as capital 

pours into single family investment. 

 

Challenges and Risks of Investing in Homes 

 
  Is it hard to find homes that work well as rental properties? 

 

In some markets, such as Ohio, Michigan and Indiana, where average home prices are much 

lower than coastal markets, it is very reasonable to purchase homes that provide substantial 

monthly cash flow as rentals. In other markets, such as Southern California, there is substantial 

competition for any property that might cash flow well as a rental. In June 2012, California had 

the highest foreclosure rate in the U.S. (1 out of every 288 homes received a foreclosure filing 

(source: http://www.realtytrac.com/trendcenter/trend.html)). Even so, there are dozens of bidders 

at California foreclosure sales, and when homes have been renovated, in many areas there are 

actually bidding wars among qualified buyers for these properties. The best properties for rental 

tend to be more standard homes that do not have many elements that could cause problems (e.g. 

pools), that were built more recently and meet the needs of a large pool of potential renters in 

your target price point.  Many families like 3 and 4 bedrooms that have a minimum of 2 

bathrooms and some private front or back yard space. While it is not always possible to find these 

elements in a rental property, it is important to think about the ongoing expenses and challenges 

with a particular property when you consider how it might fit into a rental portfolio.  

 
  What can go wrong if I invest in single family rentals?  

 

For inexperienced investors, the list of possible issues includes: (1) paying too much for a 

property; (2) underestimating the cost of renovations or not completing the renovations in a 

satisfactory manner; (3) having trouble renting the property (though rental demand is strong in 

most areas for quality properties); (4) choosing a bad tenant; and (5) having poor systems and 

procedures for maintaining and managing the property. Paying too much for a property and/or 

going over budget on renovations will reduce returns substantially as these mistakes impact your 

upfront investment. On the other hand, choosing a tenant poorly will not only hamper returns but 
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it could also absorb substantial amounts of time and may well lead to remorse on the part of the 

investor. In another area of this FAQ we address a scenario in which the owner could not evict a 

tenant for more than six months, in part because the tenant filed for bankruptcy protection. 

Having the experience to choose tenants well may be the strongest argument for investing 

passively with an expert rather than purchasing and leasing properties directly. 

 

If an investor is not able to maintain their properties on a regular basis, this could lead to 

substantial problems that require large capital expenditures. These issues could involve problems 

with a furnace or air conditioner, roof issues, plumbing or electrical issues or other items that 

could be expensive to repair and make the property non-leasable while the repairs are being 

made.  

 

  What are the challenges of investing in rented single family homes? 

 

The biggest challenge is the lack of economies of scale in managing a portfolio of rental 

properties. This is especially challenging when compared to investing in an apartment building. 

Owning 30 homes is a lot more cumbersome to manage than one 30-unit apartment building. 

Also, finding a competent and dependable property manager for single family homes is more 

difficult.  

 

  What are some of the main risks of investing in single family homes? 

 

The risks include property-specific risks, market risks, legal risks and execution risks, among 

others. 

 

  What are property-specific risks? 

 

Some examples include a cracked foundation, which can be very costly to repair; structural 

problems, especially on properties built on sloping ground; mold; roof problems; electrical 

problems; and problems with plumbing, water and sewer lines. Purchasing property without first 

inspecting it thoroughly increases the risk of unwelcome surprises and extra expenses, and 

therefore dictates a larger discount to projected retail value. 

 

  What are examples of market, legal and execution risk? 

 

Market risk refers to the possibility of property values falling dramatically and/or the inability to 

find tenants to rent a property. Legal risks range from title problems (such as unanticipated liens 

affecting title to the property, including lawsuits that attach to the property) to legal problems 

evicting the prior owner and/or tenants. Execution risk includes issues such as theft of rent by the 

property manager to poor organizational systems resulting in inordinate delays in getting 

properties repaired and rented, as well as poor choice of tenant resulting in turnover and bad debt. 
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  What are the risks of buying homes and leaving them vacant? 

 

Homes that are left vacant frequently deteriorate quickly. Risks include moisture and mold, theft 

of appliances, HVAC units and even wiring, vandalism and squatting. 

 

Market Conditions in 2012 
 

 How long do I have to invest in single family homes? 

 

 While today’s housing prices make single family home investing quite attractive, there will be a    

 long-term need for quality single family housing units. Many investors and operators that we  

 work with have been managing rental portfolios in their markets for 10, 20 even 30 years. They  

 purchase their properties at a good price and manage and maintain the properties in a way that  

 attracts and retains quality tenants.  They have been able to continue to produce yield through  

 holding their portfolio. Some investors consider their rental portfolio a key part of the retirement 

 assets and seek to create a long term income stream that can supplement their earnings after  

 retirement.  The good news is that single family home investing has been a good source of income  

 and investment returns for many years and should continue to be a good opportunity for both  

 passive and active investors for many years to come. The change in today’s investment  

 environment is that there are new ways to gain exposure to this sector through professionally  

 managed investment funds that provide similar returns to active management of a rental portfolio  

 without the other issues referenced above. 

 

  Can investors expect appreciation? If so, how much? 

 

 

 

 

 

 

 

 

 
 

 

Nobody can predict the future of home values accurately. That 

being said, in many hard-hit areas, some appreciation is likely, 

especially where employment and population is likely to rebound. 

U.S. home values have fallen dramatically from their peak in the 

mid 2000s, as shown on the chart below. As of late 2011, The 

Economist calculated that home values were 22% below their 

long-run average, when compared to average household income 

(source: http://www.economist.com/node/21540231). Given that 

the U.S. population is growing and the U.S. economy is still more 

dynamic than other developed economies, the U.S. housing 

market has a good chance of rising in the next five to ten years. 
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Participants in the Market 

 
  Which large-scale investors are targeting this area? Why are they so interested? 

 

The companies most likely to reach a scale that would allow for a public REIT offering include 

Waypoint, Colony American Homes (Colony Capital), Beazer Pre-Owned Homes (a joint venture 

of Beazer Homes and KKR), and American Residential Properties. Other players who have 

announced big plans for this strategy include Blackstone and Fundamental REO Access. The 

large players are attracted by low prices, attractively priced leverage and strong potential cash 

flow. Additionally, the large single family residential market allows these large investors to 

deploy large sums of capital. Some of these funds are seeking to invest more than $1 billion into 

this sector. 

 

  Will there be REITs devoted to single family homes and if so, when? 

 

Most industry watchers believe there will be several public REITs devoted to owning rented 

single family homes by the end of 2013. There might be four to six public REITs in this area 

eventually. The most likely candidates to bring REIT’s focused on single family rentals include 

the large institutional investors listed above. It will likely be necessary for a company wanting to 

take a REIT public to have a minimum of 1,000 to 2,000 properties under management and 

perhaps even more.  For small investors, if companies do become public REIT’s, this could create 

a very compelling and much shorter term exit option for smaller investors who may be able to sell 

their leased portfolios at a nice profit from their investment basis.  

 
  What challenges will the larger funds investing in single family homes face? 

 

The single family rental business has diseconomies of scale. The biggest challenge for them will 

be to keep their costs low while trying to scale up substantially while still maintaining 

consistency and quality in their rental portfolio. If these larger investors end up paying too much 

on any level—acquisition, renovation or property management—and/or not getting high quality 

work done, their returns could suffer substantially. Additionally, most of the larger funds have 

historically focused their resources and capital on other real estate categories such as commercial 

or apartments. This shift into such a different investment category may prove challenging for 

such large funds.  

Investing Passively vs. Managing Actively 
 

   What are the advantages and disadvantages of active versus passive investing in single family     

   rentals? 

 

Being a successful active investor in single family rentals requires expertise in selecting 

profitable investments, renovating properties cost effectively,  and an on-going time commitment 
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to managing the properties.  On the other hand, a successful passive investment strategy 

necessitates selecting a good manager (or partner), as well as a close look at the fees involved.  

With active investing, finding profitable rental properties can be a rewarding endeavor, but by the 

same token you should be confident in your ability to find the right deals. Paying too much for a 

house is the easiest way to lose money.  In order to be a successful buyer of rental homes you will 

have to be able to accurately assess the value and condition of a home, estimate a realistic range 

for the costs of renovation, understand how to create a pro forma operating budget, and be 

knowledgeable about the local rental market.  If you do not have the expertise or inclination to 

invest on your own, hiring a fund manager or finding a partner can be an excellent alternative.  

By leveraging the expertise of a professional you can not only save yourself time and effort, but 

you may also be able realize investment returns that were unachievable on your own.   

 

  How do I invest in single family rentals passively? 

 

In most cities there are local real estate operators who raise money from wealthy individuals to 

purchase income-producing properties. Some of these operators have set up programs to accept 

investors for single family rental strategies such as those described in this FAQ. A smaller 

number of groups have set up single family rental real estate private equity funds which differ 

from small syndications in that they typically have more formalized legal documentation (such as 

a complete private placement memorandum) and have more thorough reporting.  

 

  Are the fees that fund managers charge justified? 

 

In selecting a manager consider his track record in order to determine whether or not he has a 

history of delivering value for investors.  If you are working with someone who has the ability to 

find properties at a significant discount and/or is adept at adding value through cost effective 

renovations, then the returns achieved by working with professional may very well justify their 

fees. Additionally, consider that the risk profile of a fund that owns dozens of properties is 

superior to personally owning a small number of properties.  This is an added benefit of the fund 

structure and should also be taken into consideration when assessing fees.  

 

  What should passive investors look for in a sponsor/active manager? 

 

In considering a passive investment, a critical factor is the skill, dependability and integrity of the 

sponsor who will be actively building and managing the portfolio and handling investors’ funds. 

For a single family strategy, multiple capabilities are required including (a) a proven ability to 

purchase property at attractive prices from banks; (b) the ability to renovate homes cost-

effectively; and (c) strong property management and accounting infrastructure. 
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What if I want to invest in this sector actively? How do I know whether direct ownership of 

 investment homes is the right choice for me? 

 

Owning rental homes requires a commitment far beyond purchasing shares in a REIT or investing 

in a real estate fund. You might hire a property management firm to handle paying the bills and 

responding to tenant repair requests. However, it is not always easy to find good property 

managers willing to handle a few single family homes for years at a time. Alternately, you can 

manage the property yourself, but that requires a commitment of time for accounting, paying 

bills, arranging maintenance and leasing the property when necessary. If you are handy with 

household repairs and maintenance and you don’t mind spending time every month managing 

your property, or if you have a partner who is good in these areas, direct ownership might yield 

the best returns. If not, you might do better investing in a professionally-managed fund focusing 

on single family home rentals. 

 
  How can I purchase a home at a favorable price? 

 

The best buys are typically made from the most motivated sellers, and the most motivated sellers 

of all are banks. They are under pressure from regulators to get troubled loans off their balance 

sheets. There are three main ways to purchase from banks: (1) at foreclosure auctions; (2) buying 

bank-owned properties listed by a local real estate agent; and (3) buying via a short sale. 

 
  How should I decide where to buy? 

 

A good guideline is to buy within an hour drive from your home or office. Otherwise, if and when 

you encounter problems, you will not be able to manage them easily nor will it be easy for you to 

visit and inspect your properties. Purchasing out-of-state properties as an active investor only 

makes sense if (a) you are investing on a scale that warrants regular flights and overnight stays, 

and (b) you have a very experienced, trustworthy partner or operator on the ground in the city 

where you are buying. 

 
  How do I analyze whether a particular home is a good investment? 

 

There is no single method that applies to all investors as it will depend on your investment 

objectives, holding periods and the type of investment that you are making. Some of the relevant 

factors to consider include: (1) Is there good rental demand and assuming there is, what kind of 

cash flow will you receive during the ownership period, using realistic expense projections, and 

including a reserve each year for capital expenditures? (2) Is the location desirable enough that 

you will be able to sell the property if and when you want to exit the investment (e.g. are there 

jobs nearby, are the schools acceptable, etc.); (3) Do you have the ability to manage the 

investment, given the location and your skills, or, do you have a solid partner or property 

manager available to do so?; (4) Are you purchasing the property at an attractive price, relative to 

recent sales of similar homes in the same neighborhood?; (5) Can you add significant value 

through renovations?; and (6) Do you believe that the local market is likely to rise in the coming 

years, given demographics, desirability of the location, and economic health of the area? If the 
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answer to all of the six preceding questions is “yes” and your assumptions are correct then you 

will almost certainly make money with that investment. If the answer to most of the questions is 

“no,” then you are probably not going to be pleased with the results of your investment. 

 
  What about investing in a condo as a rental? What are the special considerations? 

 

Buying a condo brings special issues. For example, if many owners in a condo association are not 

paying their monthly association dues, then the association may not have sufficient funds to 

maintain common areas such as roofs, elevators, mechanical systems such as HVAC and 

landscaping. Also, obtaining financing for an investment condominium may be harder than for a 

single family home, and reselling a condo may be more difficult because the pool of condo 

buyers is limited. 

 

 
  What are the advantages and disadvantages of buying at foreclosure sales? 

 

Foreclosure sales can offer bargains for all-cash buyers who are able to make quick decisions 

with limited information about what they are buying. They offer a legitimate way for investors to 

put money to work into single family homes and purchase single family properties at discounts to 

their fair value. Unfortunately, these auctions have become very popular precisely because they 

are an “easy” way for large investors to accumulate properties. Prices at foreclosure sales on 

average have moved closer and closer to fair market value recently in many markets and many 

savvy investors no longer feel they are being compensated for the risk involved in buying a house 

that may have an occupant who must be evicted, or without the benefit of full information about 

the condition of the property (since it is usually impossible to inspect the interior of homes sold in 

foreclosure sales prior to the sale). 

 
  What about buying bank-owned homes that are listed by real estate agents on the Multiple  

       Listing Service (“MLS”)? 

 

 REO properties have already been through the foreclosure process. In non-judicial states like 

California, the bank was the high bidder at the foreclosure sale and took title to the property. 

Typically, the prior owner has left the property after the foreclosure has been completed. 

Sometimes REO properties have been repainted and otherwise fixed up by the bank that now 

owns the REO, and on other occasions they are sold in their “as-is” condition, which may be very 

poor. 

 REO homes are listed with local REO agents who tend to have experience managing the sale of 

these types of properties. As actively listed properties, these properties can be inspected to 

determine their condition, which is an advantage relative to buying homes at foreclosure sales. 

However, because these homes are publicly listed in the local MLS, there can be quite a bit of 

competition for each property and many of the buyers seeking these properties will be cash 

buyers that can close in a very short period (10 to 21 days). 
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  What are the pros and cons of buying via a short sale? 

 

In a short sale, the buyer purchases the home from the existing occupant, but the purchase price is 

less than the amount owed to the lender. Therefore, both the owner and the lender need to 

approve the sale. Short sales offer the best opportunity for buyers, but they are the hardest to 

orchestrate and often take months to conclude.  Thus, short sales are not very practical if you are 

seeking to purchase properties at a specific time. 

 

Short sale pricing has started to converge much closer to REO pricing in many markets, 

especially in judicial foreclosure states such as Florida, Illinois, New York and Pennsylvania. To 

understand why short sales are frequently priced attractively, consider that in the first quarter of 

2012, the average U.S. foreclosure took 370 days to process (source: RealtyTrac), but in some 

markets this process exceeded 500 days. When purchasing an REO, the bank has already incurred 

the huge cost of a foreclosure, which includes holding a non-income generating asset for more 

than a year, and the cost of evicting the occupant. In the case of a short sale, the bank can avoid 

the foreclosure process, significantly reduce their holding periods when they receive no payments 

on their loans and they can avoid the costs of fixing up the property and potentially evicting the 

tenant through a long and costly foreclosure process.  Additionally, several large mortgage 

servicers such as Bank of America and Wells Fargo entered into a national settlement with 49 

state attorneys general. This settlement requires these large servicers to provide funds for 

borrowers to avoid foreclosure and some of these funds will be used to complete short sale 

transactions.  

 
  Should I renovate a home after I buy it? If so, how much should I spend on renovations? 

 

Different investors take different approaches as it relates to renovations. Of course the condition 

and “bones” of the home upon purchase may dictate significant renovations or virtually none at 

all. We prefer to invest in a home upfront, to bring the property up-to-date and make it attractive 

for our tenants. We feel this attracts a higher-quality tenant who will pay a little more in rent and, 

just as importantly, will take better care of the property and stay longer. A typical range of 

renovation for an entry-level rental home is $5,000 to $20,000. Most homes will benefit from 

even simple cosmetic improvements such as new paint, new carpet and new appliances.  The 

homes will need to be fully functional to support most tenants so this may require updates and 

fixes to items such as electrical and plumbing. 

 
  Can I hire a property manager? What do they charge? 

 

In most populated areas, there will be multiple property managers to choose from if you choose to 

engage a property manager to manage your rental property. A good place to start is with one of 

the established realtors in the city that works with rental investors. Some of these realtors will 

provide property management as an additional service, or will be able to refer you to someone. 

Another resource is the Institute of Real Estate Management, the trade association for 

professional property management companies. Some of their members designate that they offer 
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management of single family homes. The established rate for property management is 7-10% of 

collected rent, plus a leasing fee that might be one-half to one full month’s rent. 

 
  What if there is a major repair required, such as replacing the roof? 

  

Major capital investments such as repairing or replacing the roof and plumbing will inevitably be 

required, especially for older homes. When these repairs are needed, the cost can easily be $5,000 

to $10,000 or more. Assuming one $5,000 capital expenditure every 10 years, an owner might 

budget a “capital reserve” of $500 per year, in addition to the cost of routine repairs and 

maintenance (which may be another $1,000 or so per year). A common mistake made by novice 

landlords is to underestimate their expenses by ignoring these capital reserves. A property might 

operate with expenses of just $3,000 per year for several years in a row, but if in the fifth year a 

$10,000 one-time expense is incurred, the real operating costs over the five year period would 

have been closer to $5,000 per year. 

 
  How important is resale value of the home? How can I determine resale value? 

 

Suppose you buy a home for $100,000 and it appreciates by 2.5% per year, or $2,500 per year. If 

your down payment is $40,000, the $2,500 of appreciation per year represents more than a 6% 

increase in equity per year. This is likely as much as the net cash flow after debt service. 

However, appreciation is speculative while income is much more predictable. Therefore, savvy 

investors often premise their investment on the income only, leaving appreciation as “icing on the 

cake.” 

 
  Should I be concerned if there are lots of other rental houses in the neighborhood? 

 

There is no simple answer to this question. Some neighborhoods are transitioning from owner-

occupied neighborhoods to rental neighborhoods. For example, most homes sold by banks in 

Phoenix and Las Vegas today are purchased by investors who rent them out. A neighborhood 

transitioning from owner-occupied to rental homes might feature a rising crime rate, lower pride 

of ownership and/or lower prospects for future home value appreciation. However, if the 

alternative is a large number of homes that are in foreclosure or otherwise “underwater” then a 

transition from owners who expect to be foreclosed upon to investors with the means to take care 

of their investment homes may be beneficial. 

 

 

  What happens if a tenant does not pay his or her rent? 

 

The tenant must be notified that he or she is delinquent and given a period in which to bring rent 

current. If rent is not paid then an unlawful detainer action must be filed and eventually the tenant 

must be evicted, by a sheriff if necessary. Some states such as California are very tenant-friendly 

while other states such as Texas are more landlord-friendly in case of failure by the tenant to pay 

rent. In California tenants may be able to delay eviction by weeks or even months, if they know 

the system, file for bankruptcy and/or file a series of motions delaying the eviction process. 
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  What if my tenant files for bankruptcy?  

 

Before investing in any real estate directly, you should identify an experienced real estate lawyer 

whose hourly rate you can afford if you need to retain their services in the future. If a tenant files 

for bankruptcy, the owner and owner’s counsel need to monitor the process, submit filings and 

make court appearances as needed until the tenant can be evicted. The owner will not be 

reimbursed for any of these expenses, which highlights the importance of choosing tenants 

carefully. 

 

 
  Can I invest in non-performing loans secured by single family homes? How does that work? 

 

Investing in non-performing loans is a very specialized strategy that can yield strong returns for 

expert investors. Investors purchase loans at a discount to par value and then negotiate with the 

borrower/occupant. Possible outcomes include restructuring the loan with a lower loan amount 

and/or monthly payment; foreclosing on the home, renovating and selling it; performing a deed-

in-lieu of foreclosure; and/or renting the home back to the borrower. Usually non-performing 

loans are sold in pools rather than individually. Therefore the buyer needs to be able to handle 

multiple loans and borrower negotiations simultaneously, and frequently also navigate diverse 

state-by-state real estate laws. This strategy is not recommended for inexperienced investors. For 

example, in New York state it takes more than 1,000 days on average to foreclose on a home 

(source: RealtyTrac; see http://money.cnn.com/2012/04/13/real_estate/foreclosures/index.htm). 

 

 
  Where can I find more information about investing in single family homes? 

 

The best resource is to meet local investors who already own and operate single family homes. 

They can provide the most realistic input on rental demand, operating costs and any challenges 

unique to a particular area. Clubs exist in many areas where investors can meet each other. Local 

realtors who specialize in selling homes to investors are another good source of information. The 

www.arixacapital.com website also provides a lot of updated information on investing in single 

family homes. 

 

 

 

 What are the advantages and disadvantages of active versus passive investing?  

 

Being a successful active investor in single family rentals requires expertise in selecting profitable 

investments, renovating properties cost effectively,  and an on-going time commitment to 

managing the properties.  On the other hand, a successful passive investment strategy necessitates 

selecting a good manager (or partner), as well as a close look at the fees involved.  With active 

investing,  finding profitable rental properties can be a rewarding endeavor, but by the same token 

you should be confident in your ability to find the right deals. Paying too much for a house is the 
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easiest way to lose money.  In order to be a successful buyer of rental homes you will have to be 

able to accurately assess the value and condition of a home, estimate a realistic range for the costs 

of renovation, understand how to create a pro forma operating budget, and be knowledgeable 

about the local rental market.  If you do not have the expertise or inclination to invest on your 

own, hiring a fund manager or finding a partner can be an excellent alternative.  By leveraging the 

expertise of a professional you can not only save yourself time and effort, but you may also be 

able realize investment returns that were unachievable on your own.   

 

 Are the fees that fund manager’s charge justified? 

 

In selecting a manager consider his track record in order to determine whether or not he has a 

history of delivering value for investors.  If you are working with someone who has the ability to 

find properties at a significant discount, and/or is adept at adding value through cost effective 

renovations, then the returns achieved by working with professional may very well justify their 

fees.  Additionally, consider that the risk profile of a fund that owns dozens of properties is 

superior to personally owning a small number of properties.  This is an added benefit of the fund 

structure and should also be taken into consideration when assessing fees.  
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Overview 
 

In February 2012, Warren Buffett drew attention to the U.S. housing market as an investment opportunity 

in an interview on CNBC. An excerpt of the interview is provided below. 

 

 “If I had a way of buying a couple hundred thousand single-family homes… I would load up on 

them… it's a very attractive asset class now. I could buy…them at distressed prices and find 

renters and … [take a] mortgage, it’s a leveraged way of owning a very cheap asset and I think 

that’s as attractive of an investment as you can make.” Warren Buffett CNBC's Squawk Box, 

Monday, February 27, 2012 

This white paper aims to present key facts about the U.S. housing market today; to explain the main ways 

that investors can gain exposure to this asset class; and to highlight both the opportunities and the 

challenges associated with each strategy. The goal of the white paper is to provide a realistic snapshot of 

the market as of early 2012, and to assist interested investors in making decisions that fit with their 

capabilities. Above all, the author hopes to help investors to form realistic expectations about the market 

prior to making investment decisions. 

 

At the same time, the white paper aims to explain that the solution to the housing crisis that has held back 

the U.S. economy is relatively simple and is right in front of us. Thousands of local operators purchase 

homes from banks, renovate them, and either rent them or resell them. They have been doing this for 

several years and they will keep doing so, attracted by appealing profit margins and strong 

returns.  Policy-makers should recognize that the solution to the housing crisis will come from these 

operators, not from Washington, D.C. or from Wall Street. Over a period of about five years, with about 1 

million homes renovated per year, operators will clear the backlog of foreclosures and the housing market 

will return to a more normal state. 
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Recent History of the Single Family Residential Market 
 

As American homeowners know all too well, the decade that began in the year 2000 featured a great run-

up in home prices, a borrowing binge supported by loose lending standards, irrational pricing and finally a 

price crash. The chart below shows this up-and-down cycle clearly. 

 

 

 
 

In the mid 2000s, just as prices were peaking and affordability of home ownership was lowest, investing 

in homes and residential development speculatively was a popular pursuit among tens of thousands of 

investors small and large. While many of these investors who invested in residential real estate at the 

height of the market did not see positive results from their investments, today’s conditions has created a 

much different investment climate.  This white paper will explain how the current housing market, with 

home prices declining and home ownership falling further and further out of favor, have created very 

favorable conditions for investing in single family homes.  

 

Even more than in commercial real estate, the pendulum of investor sentiment that bubbled so positively 

for single family homes has now swung back too far in the opposite direction. This white paper outlines 

the two main strategies that value-oriented residential real estate investors are pursuing to profit from the 

wave of distressed selling by banks and other lenders. This wave of selling has already been underway for 

four years, but is expected to continue for at least another four years, offering savvy investors attractive 

risk adjusted returns relative to those available elsewhere in the investment universe. 
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Current Market Status and Key Trends 
 

For investors in single family homes, one of the most important metrics is the number of homes that will 

change hands in distressed transactions in the upcoming years. Each home will require a renovation prior 

to being returned to the market either as a rental property or as a resale to an owner-occupant. The chart 

below, developed by Amherst Securities, estimates the number of defaults at between 8 million and 10 

million homes over the next six years. 

 

 
 

Not all homes that go into foreclosure will be purchased by an investor at a foreclosure sale. According to 

one source, about 29% of recent California foreclosures are purchased by third parties (investors).
1
  The 

remaining 71% become bank-owned property (“real estate owned,” or “REO”).  According to another 

study, about 40% of REO properties are purchased by an investor.
2
  

 

Putting together these two estimates, we can approximate the number of homes that will be purchased by 

an investor: 29% of all transactions at foreclosure sale, plus 40% of the remaining 71% of transactions, or 

29% + 28% = 57% of all foreclosures. 

 

Using the 10 million home figure from Amherst Securities, we can estimate that 5.7 million homes might 

credibly be purchased by investors over the next six years or so—approximately 1 million homes per 

year, on average. 

 

 

                                                           
1
 The Foreclosure Report, October, 2011, ForeclosureRadar.com.  

2
 Distressed and Dumped: Market Dynamics of Low-Value, Foreclosed Properties during the Advent of the Federal 

Neighborhood Stabilization Program, February 10, 2012, Dan Immergluck, Georgia Institute of Technology. 
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Overview of Investment Strategies 
 

When investors purchase homes, either at a foreclosure sale, via short sale, or directly from banks, these 

homes almost always need some level of renovations before they can be occupied again either as a rental 

property or as a resale.  In most cases, the prior occupant of the property lost his or her home through 

foreclosure or a short sale.  Owners who know they will lose their homes do not generally spend money 

keeping their homes in good condition, since they will not be in the home to benefit from repairs.  

Frequently, the buyers of such properties need to spend $10,000 to $30,000 per home to perform repairs, 

including painting the inside and outside of the house; replacing carpet or other flooring; renovating 

kitchens and bathrooms; and/or re-landscaping the front and back yards. 

The scope of the renovation is dictated by the investor’s strategy for the property. The two main 

investment strategies are: (i) renting the property as an income investment, with the hope of realizing 

appreciation over time as well as current rental income (the “fix-and-rent” strategy); and (ii) reselling the 

property for a profit, usually within six months of the purchase (the “fix-and-flip” strategy). 

One study suggests that 44% of REO property purchases in the local market that was examined are resold 

again within a year, typically for a healthy profit.
3
 In the California market, anecdotal evidence gathered 

by the author suggests that many investors are shifting their emphasis from the fix-and-flip strategy to the 

fix-and-rent strategy. 

 

Demand for Rental Housing.  As shown on the chart on the following page, the homeownership rate is 

falling. The U.S. Census estimates that the homeownership rate has declined from its peak of 69% in 

2005-2006 to its present level of 66%.  These current figures include 2.8 million homeowners who have 

either not made a mortgage payment in over a year or are in foreclosure.
4
  This imminent decline of 2.8 

million homeowners represents a fall in the homeownership rate of more than 2 percentage points.  

Therefore, the homeownership rate has further to fall and will likely continue to fall below its historical 

range of between 63%-65%.  Any household that does not own their residence is likely renting in some 

fashion (or living with another household, in which case the two households become a single household). 

Therefore every 1% decline in the homeownership rate represents approximately 1 million households 

transitioning from homeownership to renting. For a more detailed analysis of these statistics, the author 

has written an article on SeekingAlpha.com which goes into further detail about the housing market and 

homeownership rate.
5
 

 

Additionally, a confluence of factors including tighter lending standards, depressed economic conditions, 

and a sentiment among young people today that is far more negative towards homeownership than it was 

in the past, suggest that the equilibrium rate of homeownership may be lower than the recent historical 

average. By comparison, in 1950 the homeownership rate was only 55%.
6
   

 

                                                           
3
 Transforming Foreclosed Properties into Community Assets, Furman Center for Real Estate and Urban Policy, 

December 2008. 
4
 Outlook for the U.S. Housing Market, Laurie Goodman, Amherst Securities, presentation to the CFA Society of Los 

Angeles, January 25, 2012. 
5
 See http://seekingalpha.com/article/295832-how-investors-are-restoring-equilibrium-to-the-housing-market.  

6
 U.S. Census Bureau, http://www.census.gov/hhes/www/housing/census/historic/ownrate.html.  

http://seekingalpha.com/article/295832-how-investors-are-restoring-equilibrium-to-the-housing-market
http://www.census.gov/hhes/www/housing/census/historic/ownrate.html
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Buying Right and Renovating Cost Effectively 
 

There is a common thread to both strategies outlined in the previous section. In both cases, the operator’s 

most important job is to purchase properties at favorable prices, and get them renovated cost-effectively 

in a way that will add additional value in excess of the money spent on renovations. In doing so, the 

operator should be able to create substantial value equity within 30 to 60 days after purchasing a property. 

 

First, the total volume of properties owned by banks today is much higher than historical norms. There 

are currently 6.1 million mortgages that are non-performing with 2.1 million mortgages in an active 

foreclosure process.
7
  Also, competition from owner-occupants is more limited since many families prefer 

to rent or cannot qualify for a loan to purchase a home in today’s extremely tight lending environment. As 

a consequence of the sheer number of distressed homes and the lower demand from owner-occupants, 

distressed homes are trading at a deeper discount to retail market value than they have historically.  

Whereas in the past it was typical to purchase distressed homes at a 5% discount, today these homes can 

be purchased for discounts ranging between 14-46%.
8
   Today’s market environment allows, investors in 

single family homes to make more money “on the buy” than usual, thus creating the conditions for very 

attractive risk-adjusted returns in 2012 and 2013. 

 

It should be noted that banks also own an unusually large quantity of commercial real estate today. 

However, in that market, banks are generally less motivated to sell, while the number of opportunistic 

buyers with cash available is high, resulting in far fewer opportunities and lower risk-adjusted returns, in 

the author’s experience. While fix-and-flip operators in the residential market might be able to create 15-

20% gross profits (before accounting for selling costs) on a typical project, in the commercial market 5-

10% is probably more typical. For this reason, “flipping” in the commercial market is less common. Most 

                                                           
7
 LPS Mortgage Monitor: February 2012 Mortgage Performance Observations, Lender Processing Services. 

8
 “Housing 2.0: The New Rental Paradigm, Morgan Stanley Research,” Oliver Chang et al, October 27, 2011, pg. 7. 
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buyers in that market are prepared for a multi-year holding period in order to generate a combination of 

income and, eventually, capital gains. 

Fix-and-Flip Business Model 
 

The fix-and-flip business model is relatively simple. It is premised on buying a property at a wholesale 

value, typically from a bank; renovating the property in a way that would appeal to a prospective 

homeowner; and then selling it for a price that covers all of the renovation and transactions costs, plus a 

profit for the renovator/operator. This model is premised on the fact that many homes that require 

meaningful renovations will  not qualify for a traditional home loan from Fannie Mae, Freddie Mac 

(“conventional loans”) or the U.S. Department of Housing and Urban Development (“HUD”) or Veterans 

Administration (“VA”).  These lenders and the banks who sell loans to these government entities account 

for over 95.7% of all purchase money home loan originations.
9
  

 

Buying at “Wholesale” Cost/Distressed Sale Value.  The profit built into the fix-and-flip business 

model can be divided into two parts: The first part comes from buying the property at a wholesale value 

from the bank that is below the “as-is” retail value at the time of purchase. The absence of competition 

from typical buyers who need a Government Sponsored Entity (“GSE”) loan allows investors to purchase 

at 5% to 15% or more below retail value, since retail value is defined as what typical buyers would pay if 

the buyers were able to secure conventional financing for their purchase.  

 

Renovating Cost Effectively.  The second element of the fix-and-flip operator’s value creation is the 

renovation itself. The operator determines what repairs and upgrades are needed to maximize the appeal 

of the home to retail buyers who are looking to purchase a home in the area. Typical upgrades include 

interior and exterior paint, new carpeting, and kitchen and bathroom renovations. Sometimes 

improvements are more extensive such as removing walls or otherwise re-configuring space in the house, 

or even adding space such as an extra bedroom or bathroom. The operator then gets these upgrades 

completed cost-effectively by negotiating favorable rates from outside contractors and suppliers. The 

operator’s total cost for these upgrades might be $20,000 or $25,000, but the value to a retail home buyer 

might be much higher, because the retail home buyer would have to take time to plan the renovation, pay 

a contractor to oversee the project, and generally spend a great deal of energy doing things that the 

average retail home buyer does not have the time or expertise to do. 

 

Fix-and-Flip Typical Profit Margins.  It is not uncommon for a fix-and-flip operator to generate a 10% 

return on investment over a five or six month period, after accounting for selling costs of about 5%-6% of 

the sale price of the property. To do so requires about a 16% return on investment before accounting for 

selling costs. This profit margin might well be divided into two roughly equal components—one based on 

buying right, and the other based on renovating cost-effectively and providing a “turn-key” property for 

the retail homebuyer. 

 

                                                           
9
 Inside Mortgage Finance analysis of first half of 2011 data, as reported in DoctorHousingBubble.com, 

http://www.doctorhousingbubble.com/arrival-of-housing-purgatory-housing-bad-investment-until-2015-low-
mortgage-rates-make-debt-cheap-yet-no-income-growth-jobs-household-formation.  
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Use of Leverage by Fix-and-Flip Operators.  Assuming a 10% return on investment in 5-6 months, 

many fix-and-flip operators are generating 20-25% (or higher) annualized returns. Given such attractive 

returns, many fix-and-flip operators are eager to buy as many projects as they can. As a result, they 

frequently use private money loans in order to spread out their equity investment dollars over as large a 

number of projects as they can. Banks will not generally provide financing to fix-and-flip operators, 

because banks do not like to underwrite properties for loans that will be paid off in a few months.  

 

In order to justify the work to underwrite a property, lenders require some minimum amount of profit per 

investment (say, $10,000 including interest income and origination fees). This amount of profit usually 

equates to a high effective interest rate for the borrower, since the $10,000 is being charged on a small 

loan over a relatively short period of time. Banks are not generally comfortable charging double-digit 

interest rates to their customers, since they are paying less than 1% interest on deposits from those same 

customers. As a result, this market of lending to fix-and-flip operators is generally left to private money 

lenders for whom these loans can be an excellent investment. 

 

One of the ways that investors can participate in the fix-and-flip business is to provide debt financing to 

operators in this market. That strategy is outlined in detail in a prior white paper published by the author 

of this white paper.
10

 

 

Challenges and Limitations of Fix-and-Flip Strategy 
 

There are several disadvantages of pursuing the fix-and-flip strategy as an operator. These challenges 

include: 

Competition from Other Fix-and-Flip Operators.  Profit margins for fix-and-flip operators have 

declined as more operators and more capital have entered the market in the past few years. Acquisition 

techniques that once generated large profits margins, such as buying properties at foreclosure sales, now 

generate thinner margins.
11

 Operators who are not experienced can easily lose money on one or more 

transactions. 

Capital-Intensive Business; Unsteady Cash Flow.  Fix-and-Flip operators need plenty of cash in order 

to take advantage of buying opportunities when they arise. They also need cash to cover renovation costs. 

Even very experienced operators who make money consistently often find themselves with too much cash 

at some times and not enough at other times. 

Weak Demand for Housing Upon Exit. The fix-and-flip market is premised on selling the home to an 

owner-occupant family once the home has been renovated. Monetary easing has provided very low 

interest rates with correspondingly affordable monthly payments for those buyers who qualify for a loan. 

However, some buyers who would qualify for a loan already own a home, partly because of the now-

                                                           
10

 “Opportunities and Issues Regarding Investing in California First Trust Deeds,” by Jan B. Brzeski, July 2010; 
http://arixacapital.com/white-paper-opportunities-and-issues-regarding-investing-in-california-first-trust-deeds.  
11

 “Buying Chances Tumble for Flipper,” Los Angeles Business Journal, March 5-11, 2012 Edition. Available at 
http://arixacapital.com/articles/CalBusJournal_March2012.pdf. 
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expired Federal stimulus provision which provided very generous first-time home buyer tax credits. With 

a relatively small number of families still looking to buy, selling a home takes longer today. For this 

reason, among others, many operators are moving toward holding homes as rentals rather than selling 

them. 

Specialized Business; Not a Good Fit for Most People.  Buying, fixing and flipping a home may sound 

like an enjoyable activity, and TV networks such as HGTV have spurred interest and to some extent 

glamorized this activity. However, the reality of buying, renovating and re-selling homes is very hard 

work requiring specialized skills and resources, together with solid organizational abilities. Most 

successful operators work 60-80 hours per week at this activity and manage large teams of sub-

contractors. Being an operator requires full time attention and “street smarts” about how much a given 

project should cost, and how much a home can be sold for, which most investors don’t have. 

In spite of the challenges outlined above, the fix-and-flip business remains viable for experienced, 

efficient operators. They are providing a service which is greatly needed in our economy and will remain 

in demand for years to come, as millions of distressed loans pass through the mortgage system and 

foreclosure process and are recycled back into productive use. 

 

Fix-and-Rent Model 
 

In the fix-and-rent model, the investor or operator purchases the distressed property, performs 

renovations, and then rents it out to a tenant to generate current income. The renovation typically includes 

less work than what would be performed under the fix-and-flip model.  Renovations would normally 

include items such as painting the interior, replacing carpet and other flooring, and upgrading appliances. 

Other items such as landscaping the yard, replacing windows and doors and upgrading kitchens and 

bathrooms are typically excluded from fix-and-rent renovation projects, since tenants often will not pay 

significant extra rent for these upgrades. Zelman Associates estimates there are 13.6 million rented single 

family homes in the U.S. today. They report an average occupancy rate of 93.9% among respondents to 

their survey of professional managers of such properties.
 12

 

 

The fix-and-rent operator is looking for enough income from rental operations to generate an attractive 

return on the total cost of the property, which includes the renovation cost. A typical target today is an 8% 

return on cost.  In the world of income property, this would be referred to as an 8% capitalization rate, 

defined as net operating income divided by total cost. Note that for a property that cost $100,000, 

including renovation cost, the required net operating income would be $8,000. Given operating costs of 

$4,000-$5,000 per year on average, plus an allowance for vacancy and bad debt, the required rental rate 

would be $1,100 to $1,200 per month. 

 

In California, it is possible to achieve an 8% capitalization rate in certain selected locations. Generally, 

the purchase price of the home must be around $100,000 or less for this target to be achieved.  In early 

                                                           
12

 January 2012 Single Family Rental Survey, January 18, 2012, Zelman Associates, pg. 2. 
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2012, the median sales price for homes in California was $246,000.
13

 Clearly, these rental homes are in 

the most affordable areas and not likely to be in the main urban areas. However, in order to generate 

steady rental income, they must also be close to employment centers, and not in areas that are too remote. 

 

Investors could also assemble homes at a cost of $150,000 or $200,000 each, however, without 

proportionately higher rent, the return on cost (capitalization rate) would likely be closer to 6% for these 

homes. A 6% capitalization rate is also acceptable, and is comparable to the capitalization rate on 

apartment buildings. These higher-priced homes may offer attractive upside appreciation opportunities in 

the future when compared to lower priced homes.  As an example, 10% appreciation on a $200,000 

property would generate a $20,000 increase in equity for an investor, while the same 10% appreciation on 

a $100,000 home would only generate a $10,000 increase in equity. Also, higher-end homes may attract 

more credit-worthy tenants who also treat the property with more care. As in the apartment investment 

market, there is a trade-off between current yield and property/neighborhood quality. 

 

Advantages of the Fix-and-Rent Program 

 

Late 2011 and early 2012 have seen a number of research reports and announcements touting the benefits 

of the fix-and-rent investment thesis.
14

 
15

 This program has a number of advantages including those listed 

below. 

 

Attractive, Steady Current Income.  Like an apartment building, a portfolio of rental homes has the 

potential to generate steady current income. Some people have called such portfolios “horizontal 

apartments” because of the similar low risk characteristics of this strategy to apartment ownership. Losing 

a single tenant can generate a huge change in income for shopping centers or industrial buildings, but 

losing one residential tenant in a portfolio of properties results in a smaller vacancy loss. 

 

Ability to Create “Instant Equity”.  Like successful fix-and-flip operators, fix-and-rent operators are 

able to purchase homes at wholesale prices from banks or in short sales and renovate them cost-

effectively. As a result, once a home is fixed and ready to rent, its value should be substantially higher 

than the operator’s cost basis. While the fix-and-rent operator does not realize this gain until years later, 

when the property is sold, the ability to create value immediately enhances the returns of the fix-and-rent 

strategy. 

 

Tenant Turnover Likely Lower vs. Apartments.  Apartment tenant turnover can be high, depending on 

the market. In Las Vegas, the average tenant moves after one year or less.  Turnover carries a cost, since 

units must be painted, sit vacant for a period of time, and concessions (frequently one month of free rent) 

may be necessary to induce a new tenant to sign a lease. Families renting a home are more likely to have 

                                                           
13

 “California Home Sales Rise in December; Median Price Falls Again,” Los Angeles Times, January 19, 2012; 
http://articles.latimes.com/2012/jan/19/business/la-fi-home-sales-20120119.  
14

 “US Housing Among Most Attractive Assets: Marc Faber,” CNBC.com,, February 17, 2012 ; 
http://m.cnbc.com/us_news/46425342/1  
15

 “Housing 2.0: The New Rental Paradigm, Morgan Stanley Research,” Oliver Chang et al, October 27, 2011. 
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children and may not want to move frequently, because of school and other considerations. Recent market 

research indicates that the average single family home renter stays for 33 months.
16

 

 

Ability to Use Leverage.  A portfolio of rented single family homes has similar financial characteristics 

to an apartment building. In particular, it will tend to have steady income with high operating margins 

(operating profit/revenue, which is typically above 50% for apartments). As such, both apartments and 

rented homes are excellent candidates for using leverage as part of the capitalization of the portfolio. 

Furthermore, the cost of a loan secured by real property with a proven ability to generate income should 

be substantially less than a loan on a project that does not generate income. Low-cost debt financing can 

enhance the returns of the fix-and-rent strategy. 

 

Multiple Exit Pathways.  The owner of an apartment property can either hold the investment for income 

or sell it to another apartment investor. The owner of a portfolio of rental homes has the option to sell a 

given property in the future either to an investor, or to an owner-occupant. This added exit opportunity 

has the potential to increase returns substantially because at certain times in the real estate market cycle, 

owner-occupants will pay much more for a home than investors. By analogy, commercial real estate 

investors like to invest in surface parking lots located close to the city center of major metropolitan areas. 

These lots have a value as an income property, but they might have a much higher value in the future to 

developers who could build high rise buildings on the properties, if and when the market is strong enough 

to justify this higher and better use. For single family homes, the highest and best use—and the highest 

valuation--is likely to again be owner-occupancy at some point in the future. 

 

To illustrate the fix-and-rent strategy, Figure 1 below depicts two actual fix-and-rent investments.  Both 

properties are located in Southern California’s Inland Empire region, which was one of the hardest-hit by 

the real estate market crash, and as a result both properties were purchased at a substantial discount to 

renovated retail market value.  The net operating incomes as a percentage of total cost represent a 9% and 

7% yield, respectively.  The second property, with a cost basis including a light renovation of $82,100 in 

early 2012, last sold in 2001 for $239,500. 
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 January 2012 Single Family Rental Survey, January 18, 2012, Zelman Associates, pg. 2. 
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Figure 1 

 

 

 

Rental Demand 
 

Supporting the fix-and-rent model is strong demand for rental housing as of early 2012, as well as 

attractive price-to-rental income ratios from the investor’s perspective. 

 

Rental Demand is Strong.  Demographic trends are positive for rental housing. New household 

formations are forecast to average 1.4 million per year through 2015. The author believes that 

approximately half of all new households will become renters as opposed to homeowners for a number of 

reasons, including, among other factors, a negative sentiment towards homeownership, tight lending 

standards for mortgages, and difficult personal economic circumstances resulting from the recent 

recession. In addition to newly formed households, homeowners who lose their homes to the foreclosure 

process will also typically enter the rental market, creating additional demand. Further detail is provided 

in the Marcus & Millichap’s 2012 National Apartment Report: 

All 44 markets tracked in the National Apartment Index are forecast to post continued 

employment growth and effective rent growth in 2012. Recovery has moved beyond the 

cyclical surge in demand to a more sustainable expansion, as remarkable shifts in demographic, 

economic and social patterns underpin demand for rental housing.  U.S. vacancy should reach 

5.0 percent by the end of 2012, a 40-basis-point decline since 2011, and resulting in 4.8 percent 

effective rent growth. Forecast completions will total nearly 85,000 units, still critically short of 

a conservative demand forecast for 120,000 units, initiating a new development cycle. 

Household formations are forecast to increase by 29 percent to an annual average of 1.4 million 
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through 2015, aided by rising immigration and 2.1 million echo boomers entering the prime 

renter age cohort. 

Price-to-Rental Income Ratios are Favorable.  As shown in the graph below, the price-to-rent ratio for 

U.S. homes has dropped to levels last seen in the 1990s.
17

 

Morgan Stanley’s Housing 2.0 report looks at the price-to-rent ratio in specific markets, and also 

compares the price-to-rent ratio for distressed sales to that of non-distressed sales, concluding that the 

ratio is particularly attractive for those who purchase in distressed sales (see table below). 
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 www.calculatedriskblog.com.  

http://www.calculatedriskblog.com/
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Challenges and Limitations of Fix-and-Rent Market 
 

According to Zelman & Associates, there are 13.6M occupied single family rentals in the United States 

and roughly 2.7M properties that are professionally managed.
18

 Most are held in small portfolios by 

individual investors who oversee property management personally. While there are apartment REITs that 

own 100,000 units or more, there are no operators of single family rental homes on such a large scale.  

The largest national property management companies in the residential sector manage less than 10,000 

properties as of early 2012. One reason is the challenge of scaling the operations of this type of portfolio. 

Some of the disadvantages of the fix-and-rent strategy are discussed below. 

 

Few Economies of Scale.  In a large apartment building, the units come in a limited number of floor 

plans and tend to use one or two types of systems (for example, air conditioning systems and appliances). 

In a portfolio of single family homes, there will be a wide variety of floor plans and systems. Instead of 

having one maintenance person for every, say, 100 units, it may be necessary to have a larger 

maintenance staff, especially if the homes are not located close to one another. 

 

Potential for Heavy Wear and Tear.  In an apartment complex, the management can create and enforce 

policies designed to create a professional appearance and minimize wear and tear on the property. For 

example, many buildings do not allow large dogs. In rental houses, the management staff is not on-

property and cannot easily enforce policies. Houses may therefore need more substantial repairs when a 

                                                           
18

 Zelman Associates, pg. 2. 
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Investment Returns: A Tale of Two Sources

1. A Historic Dislocation Between Rents and Home Prices: While most overall price to rent ratio analysis focuses on average home prices, we choose to break 
this out by the distressed nature of the sale. In our Outlook for 2011 (see “2011 SPG Outlook”, December 8, 2010), we calculated the price to rent ratios for non- 
distressed prices across several MSAs. Here, we look at the same ratios, but calculated based on the distressed price, since those are the prices that investors are 
paying for these target rental properties. Across 20 of the largest MSAs in the country, it is clear that not only do the ratios indicate that distressed property is cheap 
on this basis, but that they are significantly cheaper than they have been since 2000, which includes the pre-bubble period. At the same time, non-distressed prices 
remain high on the same basis for most MSAs. The conclusion, therefore, is that gross rents are historically attractive relative to current distressed prices. Adding to 
this attractiveness is the fact that multifamily data shows rents continuing to rise.

2. Capital Appreciation without Home Price Appreciation?: Usually, we would attach the concept of capital appreciation to that of home price appreciation, and 
model capital returns based on our home price projections. However, in the current market environment, we believe there are actually two separate sources for capital 
appreciation. First is the fundamental underlying HPA, which we believe will remain close to 0% over the next five years. Second is the capital appreciation that we 
believe exists from the convergence of distressed to non-distressed prices as the backlog of inventory is cleared. Historically, there has been about a 5% discount for 
distressed properties due to quality issues. Currently, this discount ranges from 30-45% depending on the MSA. We believe this greater discount is due to the 
excessive inventory of distressed properties. If this is the case, then eventually when the distressed inventory returns to a more normal level, distressed prices should 
also converge toward their non-distressed counterparts. While not all of this convergence will be from the bottom up (indeed, we believe non-distressed prices have 
more to fall), a good amount of capital appreciation should still occur simply due to the magnitude of the current discount. Furthermore, as the distressed inventory is 
removed from the market, the overall housing environment should improve and eventually lead to fundamental home price appreciation as well.

Price/Rent Dislocations

Source: DataQuick, Morgan Stanley ResearchSource: CBRE, Case-Shiller, Morgan Stanley Research

Distressed Discounts

MSA
Distressed Price-to-Rent 

Ratio (100% in 2000)
1

Non-Distressed Price-to-

Rent Ratio (100% in 2000)
2

Detroit 41.8% 60.3%

Cleveland 50.9% 88.1%

Atlanta 59.2% 109.8%

Columbus 63.6% 98.3%

Chicago 64.6% 104.1%

Miami 71.6% 96.4%

Las Vegas 72.7% 84.1%

Phoenix 73.2% 96.7%

San Francisco 79.5% 127.4%

Minneapolis 80.3% 110.4%

Boston 81.4% 125.9%

Jacksonville 81.7% 111.9%

Sacramento 83.4% 100.2%

Seattle 86.8% 127.1%

Washington DC 87.1% 131.5%

New York 87.7% 129.1%

Philadelphia 88.0% 121.7%

Charlotte 89.2% 126.3%

Denver 89.8% 115.7%

San Diego 90.1% 112.9%

San Jose 92.8% 132.7%

Los Angeles 99.2% 132.3%

MSA
Distressed / Non-

Distressed Ratio

Potential 

Appreciation from 

Convergence
Atlanta 53.9% 85.5%

Cleveland 57.7% 73.2%

Chicago 62.1% 61.0%

San Francisco 62.4% 60.3%

Boston 64.7% 54.7%

Columbus 64.7% 54.5%

Washington DC 66.2% 51.0%

New York 67.9% 47.2%

Seattle 68.3% 46.4%

Detroit 69.2% 44.4%

San Jose 69.9% 43.0%
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Minneapolis 72.7% 37.5%
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Los Angeles 75.0% 33.4%

Phoenix 75.7% 32.0%

Denver 77.6% 28.8%

San Diego 79.8% 25.3%

Sacramento 83.3% 20.1%

Las Vegas 86.4% 15.7%

1. Compares the ratio of distressed home prices to multi-family rent in Q2 2011 to the ratio of non-distressed home prices to multi-family rent in Q1 2000.

2. Compares the ratio of non-distressed home prices to multi-family rent in Q2 2011 to the ratio of non-distressed home prices to multi-family rent in Q1 2000.
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tenant moves out and will likely incur more wear and tear during the period that a tenant occupies the 

property. 

 

Absence of Highly Professional, Scalable Property Management Organizations.  Property managers 

of single family homes typically charge 7% to 10% of revenue as a property management fee. Assuming 

rent of $1,100 per month, this amounts to $77 to $110 per month, per unit. Frequently, local realtors 

provide property management as an added service for their clients, since it helps them to generate 

brokerage fees when properties are purchased or sold. However, given the inherent challenges of 

managing single family homes, even the best groups are unlikely to want to or be able to scale above a 

limited number of units. The owner must monitor performance carefully and is likely to find some 

property managers are capable in some areas during certain periods of time, but it will be difficult to find 

property managers who are consistently excellent and also able to scale up and cover multiple cities 

effectively. One way to mitigate this issue is to partner with local operators who are sharing in both the 

initial investment and in the profits, so that they have an incentive to maximize income beyond a 

relatively small property management fee. 

 

Federal Government Policy and its Implications 
 

Government policy affects the housing market in significant ways. Some of these policies and their 

implications are outlined below. 

 

Interest Rates for Home Buyers.  The Federal government provides artificially low interest rates for 

home buyers via an implied government guarantee of Fannie Mae and Freddie Mac-issued debt and an 

explicit guarantee on FHA and VA loans. This has the effect of propping up home values, since most 

home buyers shop based on the monthly payment they can afford, not the purchase price of the home. 

Most experts believe that this and other subsidies for home ownership will continue for many years to 

come. 

 

Fannie Mae currently allows investors to purchase up to 10 investment properties using a Fannie Mae 

loan. This can be an attractive option for investors with good credit and healthy cash flow, since the 

interest rate on Fannie Mae loans in early 2012 is 4%-5% and other lenders charge significantly more. 

 

Sales of Government-Owned Homes.  According to a recent Business Week article, Fannie Mae, 

Freddie Mac and various other entities owned by the Federal Government currently own almost 250,000 

homes.
19

 The number would be much higher if the government and GSEs foreclosed on many homes with 

loans in default. The government does not want to put all of these homes up for sale at once, because 

home prices would drop, undermining the economic recovery. The government cannot hold onto the 

homes indefinitely because they will deteriorate if not maintained.   

 

                                                           
19

 “Foreclosures: Uncle Sam and His 248,000 Homes,” Business Week, September 1, 2011, 
http://www.businessweek.com/magazine/foreclosures-uncle-sam-and-his-248000-homes-09012011.html 
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In late 2012, the government announced plans to begin selling portfolios of REO properties to investment 

groups who will operate them as rentals. There has also been discussion of providing attractive financing 

to the investors. The rationale is that homes can be sold over a period of many years, when the housing 

market is stronger.  This mass disposition may represent a major opportunity for investors who are well-

capitalized and able to execute on a fix-and-rent strategy. As of early 2012, many of the largest private 

equity firms were organizing themselves and forming partnerships to take advantage of this opportunity. 

How Investors Can Gain Exposure to Residential Investment 
 

There is no simple, publicly-traded security that gives passive investors direct exposure to either the fix-

and-flip or fix-and-rent strategies outlined in this white paper. Both of these strategies are being executed 

overwhelmingly by private groups typically consisting of a few key individuals, usually backed up by a 

team of contractors and real estate professionals and perhaps a small number of employees. The lack of 

public market investment vehicles, in fact, explains the attractive returns available to investors who find a 

way to access these investment niches successfully. The “big money” on Wall Street simply hasn’t found 

a way to direct significant capital into this business; hence the continued above-market risk-adjusted 

returns for strong operators and connected investors. 

 

With this being said, there are several ways in which investors can participate. This section explains 

several strategies: (a) purchasing REO properties directly; (b) investing as a joint venture equity partner 

with an operator; (c) investing in one or more first trust deeds secured by individual properties; and (d) 

investing in a fund pursuing one of these strategies. 

 

Purchasing REO Properties Directly. In this strategy, the investor personally acquires a home, 

determines the extent of renovations and the renovation budget, hires contractors or subcontractors, and 

either sells the home or rents it out after completing the renovations. If the home is rented, the investor 

either acts as the property manager personally, or finds a property manager locally to rent the property, 

collect the rent, and perform repairs and pay bills. 

 

Advantages: This model is the most profitable for the investor, if the investor can devote time to 

the process of buying direct from banks, is efficient, and has the right skills and time available to 

oversee each aspect of the strategy.  

 

Disadvantages/Risks: Unless the investor has developed deep experience, there is a great deal of 

room for inefficiency and error in each part of the strategy (buying, renovating, leasing and 

operating/maintaining, if applicable). A mediocre operator might end up spending a huge amount 

of time with hit-and-miss results. 

 

Investing as a Joint Venture Equity Partner with an Operator. Once an operator has developed the 

infrastructure and team to perform either the fix-and-flip or fix-and-rent strategy, he or she is usually 

eager to pursue as many profitable projects as possible. As a result, operators need capital and usually 

turn to their friends and family for additional financing. Investors might seek out an operator with 

experience and provide equity financing in return for a share of the profits. A typical profit split is 50/50 
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between the investor and the operator, after some minimum preferred return has been met. A typical 

preferred return is between 10% and 15% in the fix-and-flip model, with a lower preferred return in the 

rental model. Usually the operator invests some amount of money (usually between 5% and 20% of the 

total capital needed) and this investment is often subordinated to the passive investor’s return of capital. 

In other words, the operator guarantees that the third-party investor will at least receive his or her capital 

back before the operator does. 

 

Advantages:  This strategy can be very profitable without requiring hands-on involvement or a 

large time commitment. Returns of 15%-20% annually are not uncommon for the fix-and-flip 

model. This strategy can provide the opportunity to evaluate each investment individually as 

opposed to investing in a pool where the investor has no say regarding which specific investments 

will be made. 

 

Disadvantages/Risks:  Many operators lack the experience and/or judgment to sponsor an 

investment successfully. Other operators may not be honest about expenses. Returns are likely to 

be volatile as even good operators have some unprofitable investments. Operators my “cherry 

pick,” in other words, they may keep the best projects for themselves personally and only offer 

the less profitable projects to their base of investors. 

 

Investing in One or More First Trust Deeds Secured by Individual Properties.  For investors 

concerned about volatile results, one approach is to invest in a first trust deed secured by a property being 

rehabilitated. The investor agrees to cap his or her upside potential in return for having an investment that 

is secured by a property, with the borrower providing cash equity that acts as a cushion for the first trust 

deed investor in case the project does not go according to plan. If the borrower defaults, the lender can 

foreclose on the property and own the property at a favorably low cost basis. Executed properly, this 

approach allows the lender to exit the transaction without a loss, even if the borrower defaults. 

Specialized mortgage brokers offer trust deed investments where they purportedly have performed all the 

required due diligence work and the investor’s responsibility is limited to funding the investment. 

 

Advantages:  If the lender limits the first trust deed to some amount less than cost, ensuring at 

least 20-30% cash equity from the borrower, this strategy should provide a margin of safety and 

reduce the probability of a loss. Because the lender’s investment is recorded as a first lien, the 

need for a deep, trusting relationship with the borrower is reduced, as the borrower cannot 

extinguish the lien on the property without the lender’s consent, which takes the form of a 

notarized “reconveyance”. Investors can achieve returns of 8% to 10% or even slightly more on 

these investments. 

 

Disadvantages/Risks:  The investor must be prepared to foreclose on the property, take 

ownership, and liquidate the investment in case of a borrower default. The investor must check 

title to make sure that there are no other liens on the property. It is critical for the investor to 

personally check that the loan amount is conservative relative to the value of the property. Also, 

while returns are appealing, the investor must continually reinvest funds into new trust deeds 

when existing investments pay off, since most of these loans pay off every six months or so in the 

fix-and-flip model. When considering the “down time” when cash is idle, the total return from 
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this strategy may be below 10%. If investors are using a broker to source loans, investors should 

not rely 100% on a broker to perform all of its due diligence correctly. The investor needs to do 

his or her own homework. 

 

Investing in a Fund Pursuing One of the Above-Referenced Strategies.  Passive investors can gain 

exposure to residential investment through a fund. Dedicated funds exist for several of the strategies 

described in this white paper, for example, fix-and-flip equity, fix-and-rent equity, and fix-and-flip 

debt/first trust deed investing. The fund manager takes responsibility for making investments in keeping 

with the fund’s mandate, which is outlined in a private placement memorandum and operating agreement. 

A fund’s historical results may be available, and the results may be audited, providing added comfort as 

to the manager’s track record, reputation and probity. 

 

Advantages:  The investor has no day-to-day responsibilities. The investor’s capital commitment 

is usually limited to the amount invested (no capital calls). The investor’s liability is limited. The 

responsibility to keep capital deployed (as opposed to having idle cash waiting for a new 

investment) falls on the fund manager, rather than on the investor. 

 

Disadvantages/Risks:  The fund manager charges a fee, a portion of which is usually levied 

regardless of the returns of the fund. While fund managers usually provide more transparency and 

better reporting than individual operators, the investor still must research the manager’s 

reputation. Some fund managers have been unscrupulous. Investors should be cautious about 

strategy creep, namely, fund managers who might increase risk in an effort to maintain returns, 

when market conditions change. 

 

Conclusion 

 

The author generally agrees with Warren Buffett’s endorsement of investment in single family homes 

given current market conditions in early 2012. The key drivers of this opportunity include (a) a huge 

volume of properties whose owners are highly motivated to sell; (b) a relative scarcity of capital in many 

niches, when compared to more mainstream investment areas; and (c) strong demand for rental housing, 

supporting the fix-and-rent strategy. These drivers combine to create a fertile environment for value-

oriented investors who understand real estate. To realize good results, investors should make a realistic 

assessment of their skills and capabilities, and choose the level of involvement that fits (active, passive, or 

somewhere in between). Finally, before investing, the investor must perform thorough due diligence not 

just on individual properties (for active strategies), but also reference checks on any partners or service 

providers.  This is important particularly for more passive investors. 

 

For policy-makers, the conclusion is that natural market forces are healing the housing market already. 

The solution lies in many thousands of operators who are buying, renovating and then renting or selling 

homes that have been through the foreclosure process. The great housing workout will take years to 

unfold but should be allowed to do so naturally. Large-scale policy efforts are not needed and in many 
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cases would be based on a faulty understanding of what is already happening on the ground in America’s 

hard-hit neighborhoods, namely, a clear trend towards stabilization that is unfolding one property at a 

time. 
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The Basics of Trust Deed Investing 

What is trust deed investing? 

 
Trust deed investing is simply investing in loans secured by real estate.  Most trust deed investments 

are relatively short term loans(maturity under five years, with many loans two years or less) made to 

professional real estate investors.  In the current economic climate professional real estate investors 

are buying properties at foreclosure sales for bargain basement prices, fixing-up these properties, and 

reselling them for a profit. Banks are reluctant to lend to this market not because the loans are 

particularly high risk, but because banks have a great deal of bad real estate loans on their balance 

sheets as a consequence of the loose lending practices of recent years.  Presently, banks are unwilling 

to make real estate loans unless they fit a very strict set of criteria. They often do not want to lend to 

opportunistic real estate investors because the property which is security for the loan is not “move-in 

ready” at the time of loan funding—it usually needs some work.  For this reason, real estate investors 

have limited financing options available to them, and lenders to this market are able to command 

relatively high interest rates.  

 

Who are the borrowers and how can they afford to pay double digit interest rates? 

 

The borrowers are savvy real estate investors who are planning to make a very large return and/or 

strike a very favorable deal, and are willing to pay for a quick and simple source of capital. 

 

These borrowers can often afford to pay lenders low double digit rates of return, even though the loan 

is well-secured, because the borrowers are typically aiming to make an annualized return of 20%-50% 

on their investment. Paying the lender a much lower return (relative to their projected returns) allows 

them to enhance the returns they earn on their cash investment. 

 

Why are banks reluctant to lend to this market?  

 

As of the end of the second quarter 2011, nearly 20% of the $2.6 trillion in mortgages on banks’ 

balance sheets were delinquent.  The secondary market for non-conforming mortgage backed 

securities is a fraction of what it used to be. For these reasons banks have tightened their lending 

standards and are reluctant to lend to anyone with less than picture perfect credit. It is precisely the 

banks’ reluctance to participate in this market that has created the attractive investment opportunity in 

short term real estate loans.  The fact that banks are not lending to this market has created a 

supply/demand imbalance that doesn’t have anything to do with the quality of the borrowers, but 

instead with the condition of banks’ balance sheets. 

 

What makes trust deed investing attractive? 

 

If structured properly, trust deed investments offer an attractive current yield with relatively low risk.  

Trust deed investors usually earn high single-digit annual returns, paid monthly. In some cases, 

returns above 10% are possible. These returns are very favorable relative to other investment options 

with similar risk profiles.  The risk of losing money in a trust deed investment is mitigated by a built 

in “margin of safety.”   
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What is the margin of safety in a trust deed investment? 

 

The margin of safety is the difference between the loan amount, and the value of the underlying 

property. The core concept of trust deed investing is that if the borrower does not perform, the lender 

can foreclose on the property and sell it to recoup the investment, plus any past due interest. If the 

loan is sufficiently conservative, i.e. the property value is high relative to the loan amount, then the 

investment should not lose money even if the borrower defaults on the loan.  A well structured trust 

deed investment might have a loan-to-value of 65%.   

 

What are the disadvantages and risks associated with trust deed investing? 

 

Trust deed investments are not liquid. In other words, you cannot decide you want your money back 

one day and quickly convert your investment into cash, as you could with a municipal bond or shares 

in a blue chip company. You need to be willing to stick with your investment until the borrower pays 

off the loan, or, in case of default, until you have foreclosed and sold the underlying property. 

 

With Trust Deed investing there is little chance for capital appreciation.  For the most part the only 

returns that the investor will be entitled to will come from interest income generated from the loan.      

 

Directly investing in trust deeds requires that the investor identify borrowers, assess deals on their 

merit, and conduct due diligence on the borrower and the property.  This all requires a particular 

knowledge set that the investor must be acquire.  

 

Trust deed investing is not without risk. A small flaw in the documentation or due diligence of a trust 

deed investment could mean that an otherwise very safe investment becomes very risky. For example, 

litigation or title problems could cause problems if the borrower or some other party can make a 

credible claim that your trust deed instruments are not valid, or that they have some interest in the 

underlying property that is equally or more valid, the trust deed investor might need to battle to 

protect the investment.   

 

 

Trust deed investing is not for the faint of heart.  Amateurs need to take particular care, and seek 

guidance from trusted experienced investors. That being said, there are tens of millions of valid trust 

deeds owned by banks as well as hundreds of thousands owned by private investors. Creating a valid 

trust deed and accompanying note is not rocket science. 

 

What returns can trust deed investors expect? 

 

As of 2011, investors can receive returns of 9-12% on trust deeds with a solid margin of safety (loan-

to-value of, say 65% or less). Even higher returns are possible for professional trust deed investors, 

because they invest frequently and have close relations with mortgage brokers and mortgage banks 

that create trust deed opportunities.  Such professional investors can frequently negotiate to receive 

one or more points in addition to interest as part of their investment, increasing the overall yield. 
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Why do trust deeds yield more than bonds? 

 

Individual trust deed investments are relatively small when compared to government or corporate 

bond issuance.  For this reason it would be difficult for large institutional investors to put a lot of 

money to work into trust deeds. Therefore, the trust deed market is left to smaller investors who also 

have the expertise to distinguish good trust deed investments from bad ones. It turns out that the 

universe of such investors is fairly small compared to the universe of borrowers who are seeking 

private money loans.  

 

The combination of limited supply and high demand results in a high price—in other words, a high 

yield for trust deed investors. 

 

Additionally, many investors place a high value on liquidity — being able to sell investments quickly 

and convert them into cash.  Corporate and government bonds are some of the most liquid 

investments in the world.  Trust deed investments on the other hand cannot be converted into cash 

quickly.   This lack of liquidity contributes to the higher yield of trust deed investments.    

 

Trust deed investing seems too good to be true. What is the catch? 

 

 

The risk adjusted returns of trust deed investments are very attractive.  That being said, there is no 

such thing as a free lunch.  First of all these investments are not liquid and therefore cannot be 

converted into cash quickly. Secondly, there is real risk involved, the most obvious of which being 

that the borrower defaults and the lender cannot sell the home for more than the amount of the loan.  

To a great extent this risk can be mitigated by properly valuing the property and structuring the deal 

with a high enough margin of safety.   
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There is also the possibility of unanticipated legal disputes involving the property, the navigation of 

which could easily destroy investment returns. It is necessary to have advisors with relevant 

experience should a situation such as this arise.  Furthermore, while there are safeguards in place to 

protect against fraud, real estate transactions are susceptible to unscrupulous individuals looking to 

take advantage of unsophisticated lenders. Realizing the superior risk adjusted returns offered by trust 

deed investing is not for the faint of heart and requires a certain level of sophistication.   

 

That being said, investing in trust deeds can be done in a safe manner. The investor needs to be armed 

with the proper knowledge and to take care in crafting each investment including conducting the 

proper financial analysis and thorough due diligence. 

 

During the recent financial crisis, real estate loans caused billions of dollars in losses.  How are new 

investments in real estate loans any safer? 

 

During the financial crisis, real estate values dropped about 40% from peak to trough. Given that 

many real estate loans were set at 75% or more of market value, there was no way to avoid lenders 

taking losses. In the latest financial crisis, lenders' losses were exacerbated by a number of factors 

including the following: (1) many residential loans were made at 80%, 85% or even 90% of market 

value, so that the original margin of safety for the lenders was very slim; (2) many loans were made 

to borrowers with poor credit; (3) in the case of commercial real estate loans, some loans were for 

development of high rise buildings and subdivisions that only made sense under very optimistic 

assumptions. 

 

Today's real estate loan investments are not immune from losses. However, the risk is lower to the 

extent that: (1) another 40% drop in values from today's much lower values is unlikely; (2) 

experienced bridge lenders limit their loan amount to 60% or 65% of current market value; (3) most 

bridge lenders require a personal guarantee and require that the borrower have good credit and a good 

balance sheet. 

Why don't major Wall Street firms offer trust deed investments? 

 

In short, Wall Street firms cannot make enough money from trust deed investments to make it worth 

their while. The size of each investment and the work involved in creating each investment properly 

combine to make this business “non-scalable” from their perspective. It is the absence of huge 

amounts of capital in this market that explains the strong risk-adjusted returns available to those 

willing and able to participate in the market.  However, Wall Street banks are major players in the 

securitized loan industry, which does relate to trust deed investing.    

 

How does the securitized loan market relate to the market for trust deed investments? 

 

In the universe of real estate loans, many loans are funded by a bank or other financial institution and 

held on the bank's balance sheet as an asset. Other loans are funded by the lender with the intention 
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that the loan will be sold off within a period of weeks to an investor who will package the loan with 

others and then sell a security in the capital markets whose underlying assets include the loan. 

 

Yet another variation for commercial real estate loans are Commercial Mortgage Backed Securities 

(CMBS). In this case, a Wall Street firm makes the loan using its own funds and then sells off the 

loan as part of a security when enough loans have been funded to create a diversified pool of loans. 

 

What will happen if Wall Street increases its issuance of Commercial Mortgage Backed Securities 

(CMBS)?  

 

During the financial crisis, the volume of CMBS loans plummeted from the record levels achieved 

before the crash. As the CMBS market recovers, it will absorb more loans that might have otherwise 

gone to private lenders. However, for opportunistic situations that require quick funding, and for 

unstabilized properties that don't have steady cash flow, there is always a role for competent private 

lenders and trust deed investors. 

 

How to Invest in Trust Deeds 

How can I invest in trust deeds?  

 

There are four options for an individual to invest in a trust deeds 1) personally source individual loans 

and lend money directly to real estate investors 2) purchase loans backed by real estate from brokers 

3) invest in a fund that invests in trust deeds 4) identify people who are directly investing in trust 

deeds as a group and invest along with them.   

 

Is personally sourcing individual loans and lending money directly to real estate investors for me? 

  

At the risk of sounding flip, if you’re asking this question, the answer is “no”.  Personally sourcing 

deals, evaluating them, negotiating terms, and managing the legal issues is for very experienced real 

estate investors.  While trust deed investments do have the potential to generate excellent risk 

adjusted returns, there is tremendous risk for investors who do not know what they are doing. Certain 

very experienced investors do put together deals on their own, but this requires legal expertise to 

review all the key documents, such as the loan documents, title issues and borrower underwriting.   If 

outside counsel is hired, the legal fees associated with small trust deed investments can result in 

excessive transaction costs.  

 

What can I do to gain the experience necessary to become an active trust deed investor?  

The best way to take advantage of the opportunities available in trust deed investing right now is to 

invest with the help of a trustworthy expert.  One way to do this is through a fund structure, where a 

professional investment manager is responsible sourcing and evaluating trust deeds. If your ultimate 

goal is to gain the knowledge necessary so that you can invest in trust deeds yourself, find somebody 

to personally show you the ropes.  Find someone who is actively investing in these types of deals and 
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would be willing to show you their process.  Once you become comfortable with the basics allow this 

person to mentor you as you try to apply the process and evaluate deals on your own.  

 

Is it safe to invest on my own with the help of a broker?  

If you are not an experienced real estate investor, investing with the help of a loan broker is very 

risky.  Brokers are not a disinterested party.  They work on a commission basis and are incentivized 

to fund as many deals as possible.   This is not to say that there are not good brokers who are looking 

out for the interests of their clients, but ultimately their job is not to evaluate deals. The onus is on the 

individual investor to evaluate the risks of a particular deal, which requires a specialized knowledge 

set.  For experienced real estate investors, brokers can be excellent allies, a good source of 

information, and a great way to source trust deed investments. Most individual trust deed investors 

rely on the broker to ensure that the loan is put together properly.  However, remember that the broker 

often has no “skin in the game” beyond their broker fee, this can be risky. 

 

What is the minimum investment for trust deed investments? 

 

The minimum depends on who is offering a trust deed investment. Some investment firms allow 

investments as small as $10,000 while others require $100,000 or more. The minimum amount will 

similarly vary by broker.  As a practical matter, the author of this FAQ believes it is better to invest a 

slightly larger amount, and to perform more thorough research on each investment, rather than 

spreading funds across a large number of very small investments where the research behind each 

investment was more superficial. 

     

Why can very small trust deeds be more dangerous? How small is too small? 

 

In some parts of the U.S. such as Detroit, homes in distressed neighborhoods now sell for as little as 

$20,000 or even less. If you make a loan of $10,000 secured by a property that is selling for $20,000, 

that is a 50% loan-to-cost, which should normally be fairly safe. 

 

The problem is that while 50% LTC is good, in this case the margin of safety in dollars is only 

$10,000.  If the loan goes into default, the cost to process a foreclosure might be $7,500 or more. 

Once the foreclosure is done, the lender’s new cash investment in the property is now $17,500 rather 

than $10,000.  The margin of safety is no longer enough to ensure a profitable exit.   

 

Now suppose you discover work that needs to be done on the home that will cost $5,000.  The total 

cost to foreclose and fix the property, plus the loan amount, equals $22,500, which is more than the 

value of the property. 

 

In addition, when it comes to selling the home to recoup the investment, normal costs are 5% of the 

selling price which is split between buyer’s broker and seller’s broker. In this case, with a $20,000 

value, that would only be $1,000 ($500 each) and few good brokers would bother with all the work of 

selling a house for a $500 commission. 

 

For all of these reasons, very small loans hold unique risks. With a loan amount of $100,000 on a 

home worth $200,000, for the most part these issues go away. 
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Should I invest in an individual trust deed or in a trust deed fund? 

 

Investing in individual trust deeds may yield a higher return than investing in a fund. This is the 

preferred approach for very active investors who have deep knowledge of real estate investing.  Each 

loan requires a great deal of analysis and due diligence on both the borrower and the property.    

Furthermore, when a loan pays off the money sits in cash until it can be redeployed. Investing in 

individual trust deeds requires constant sourcing of deals so that when one loan pays off, the money 

can be reinvested quickly in another.    

 

Investing in a professionally-managed fund is less time consuming and is often preferred by passive 

investors and those without deep real estate investment experience. A good fund manager will have 

the infrastructure and expertise to perform the requisite analysis and due diligence on the individual 

loans.  An established fund manager will also be in a better position to source deals and ensure that 

money is continuously reinvested.   

 

In either case, researching the “key person” who is creating the investment is very important—in the 

case of an individual investment, that is the broker arranging the loan. In the case of a fund, it is the 

fund manager.  

 

What are the main risks of investing in a fund? 

 

When investing in a fund, investors are delegating all day-to-day decisions to the fund manager. 

Evaluating the competence and character (trustworthiness) of the fund manager is critical. If the fund 

manager is lacking at all in either area, the investment is a no-go. Investing in trust deeds can be done 

in a responsible low-risk manner, however, an incompetent fund manager can make mistakes that 

result in money being lost.  In the worst case, a dishonest fund manager, such as Bernie Madoff, 

could steal the money that is supposed to be invested.  

 

Is it risky to participate in a loan with other investors? 

 

There are some risks to purchasing a participation in a loan with other investors. Typically, the 

consent of a majority interest in the loan is required to make key decisions such as whether or not to 

begin the foreclosure process when a loan goes into default. Another challenge is that in some cases 

more cash may need to be invested into a property (for example, to fix it up so as to facilitate a sale at 

full market value). Different investors have different appetites and resources to invest further funds, 

which could create challenges to doing what needs to be done. 

 

Which is better, investing in trust deeds or investing in real estate? 

 

It is not a question of which is better.  Investing directly in real estate equity and investing in trust 

deeds are simply two different types of investments, each with advantages and disadvantages.   

 

With any investment there are two possible sources of return, income and capital appreciation.  A 

direct investment in real estate can generate income and also appreciate in value. Trust deed 

investments only generate income.   

 

That being said, there is a great deal of risk associated with a direct real estate investment.   There is 

the possibility that properties generate negative income or lose value.  Well-structured trust deed 
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investments on the other hand, have a margin of safety not present in real estate ownership, due to a 

low loan-to-value ratio.  In other words, the loan is secured by a property that is worth significantly 

more than the amount of the loan, which protects the lender in the event of a default.  Additionally 

due to the recent credit crisis and banks’ unwillingness to make these types of loans, the current yield 

on trust deed investments is significantly higher than what is available from a direct real estate 

investment.     

 

        Additional differences between the two types of investments are that income from real estate has 

favorable tax treatment, while trust deed interest income is treated as ordinary income. Also, real 

estate investors can use leverage to enhance their returns. And real estate investments lend themselves 

to a “buy-and-hold” approach.  Trust deed investments have a natural maturity, at which time the 

investor must find a new investment in order to continue earning a return. 

 

 

Which are better as an investment, residential or commercial trust deeds? 

 

Neither is better, but they are different. Commercial properties such as multi-unit apartment buildings 

or shopping centers are valued based on the cash flow they produce each year. Single family 

residential properties are value based upon comparable property sales in the neighborhood, not on 

their income potential. 

 

Commercial property trust deeds require extra due diligence that is not familiar to the average 

investor. For example, when investing in a trust deed secured by a shopping center or an industrial 

building, it is critical to have an environmental assessment of the property prior to funding. The 

presence of any environmental problems is a major red flag and could expose the trust deed investor 

to significant liability. 

 

In either case (commercial or residential trust deeds), the key is to make sure that the loan-to-value 

(LTV) is conservative—60% or less is a good rule of thumb. See the paragraph on the meaning of 

LTV elsewhere in this FAQ. Having an LTV that is far below 100% ensures a margin of safety for 

the trust deed investor. 

 

Can I use an IRA for trust deed investing? 

 

Yes. The first step is to work with a self-directed IRA custodian company. These firms specialize in 

administering IRAs that are invested in alternative asset classes such as real estate, trust deeds and 

commodities. Two established firms based in California that provide these services are Pensco Trust 

(www.penscotrust.com) and Entrust (www.theentrustgroup.com).  Costs for administration are in the 

range of 0.3% to 0.5% of assets under management, per year. 

 

 Why would I want to use IRA funds instead of other funds to invest in trust deeds? 

 

Income received into an IRA or other qualified retirement account can be re-invested tax-free.  The 

taxes are due when the funds are withdrawn from the account. Income from trust deed investments is 

treated as ordinary income.  In other words, it is taxed at a relatively higher rate than some other types 

of income. Investing in trust deeds from an IRA account neutralizes this disadvantage of trust deed 

investments vs. some other types of investment that are taxed at a lower rate. 
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What Can Go Wrong 
 

What can go wrong in TD investing? 

 

Trust deed investing results in one of two outcomes: (1) the borrower performs, or makes all interest 

and principal payments stipulated in the loan agreement; or (2) the borrower defaults. In the case of a 

default, the lender has a clear pathway, called foreclosure, to taking over the property that is the 

security for the loan. Once the foreclosure is done, the investor can sell the property to recover the 

investment. I had an illustrator create the cartoon below to show the two possible paths. 

 

As with any investment, there are risks and in case of a default by the borrower, there are several 

things that could create challenges. Some examples include the following: 

 

 a sharp drop in real estate values; 

 a mistake in estimating the property’s true value; 

 bankruptcy by the borrower; 

 litigation affecting title to the property; and 

 mortgage fraud or other defects on title. 

 

These five situations are discussed in their own respective FAQs. 

 

 

What happens if real estate values drop sharply during the course of a trust deed investment? 

 

The equity risk of the real estate investment is borne by the borrower.  If real estate values drop, the 

borrower takes the first loss on their investment, and is still obligated to make interest payments and 

ultimately pay off the loan.  In the event that the borrower defaults on the loan (stops making interest 

payments or fails to pay off the loan at maturity), then the lender generally has two choices. The 

lender may either (1) foreclose and sell the property, hoping that the proceeds are still high enough to 

pay off the loan even in light of the drop in values; or (2) encourage the owner to sell the property 

without pursuing a foreclosure.  

 

If the proceeds from such a sale are not enough to satisfy the loan in full, then the transaction is 

referred to as a “short sale.” It is “short” in that the lender is agreeing to the sale even though the 

lender will come up “short” of the amount of money they should receive under the loan terms.  In 

either case if the property is sold for less than the value of the loan and interest owed, the trust deed 

investor (lender) would take a loss on the investment.    

 

The lender can protect himself against a sharp fall in property values and a subsequent default by 

ensuring that the loan-to-value (LTV) is conservative—60% or less is a good rule of thumb.  The 

higher the value of the property relative to the loan amount the greater the margin of safety. The 

lower the LTV, the more the property value would need to fall before the lender would take a loss.   

 

What happens to trust deed investments when interest rates rise? 

 

Trust deed investments are generally short-term loans of 12-36 months. Because they have a short 

maturity, the value of a trust deed investment will not change much even if interest rates rise. 
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In contrast, fixed income investments with a longer maturity, such as municipal or corporate bonds, 

drop in value when interest rates rise. For reference, see 

http://www.schwab.com/public/schwab/research_strategies/market_insight/investing_strategies/bonds

/should_you_worry_about_bond_funds_if_interest_rates_rise.html.   

 

For example, a bond with 15 years left until maturity might fall as much as 15% in value if the 

interest rate rose by just 1%. For those who are interested in the math, see 

http://en.wikipedia.org/wiki/Bond_duration.   

 

What happens if the value of the underlying property is estimated incorrectly? 

 

Suppose you make a $200,000 loan investment on a property whose value you estimate to be 

$300,000.  The margin of safety is $100,000.  In case of default and foreclosure, the $100,000 should 

be enough to pay a brokerage fee (5% of $300,000, or $15,000) plus any legal fees incurred during 

the foreclosure (perhaps $5,000 or so). 

 

Now suppose that the real property value at the time of the loan was only $250,000.  The margin of 

safety was only half what it was intended to be. In this case, there is still enough equity in the 

property to exit without taking a loss. 

 

Now combine a mistake in estimating the property value with a drop in real estate values, or 

deterioration in the condition of the property (such as a leaky roof that results in extensive water 

damage, or theft of appliances). At this point the trust deed investors may not be able to recover their 

entire investment. 

What happens if the borrower files for bankruptcy? 

 

In short, this will cause a delay in being able to foreclose on the property. In California, the 

foreclosure process takes about four months from the time of filing the notice of default to the time of 

the foreclosure sale. If the borrower files for bankruptcy, that could add weeks or months to the 

timeline. In general, if there is equity in the property, the bankruptcy process will take longer. Also, a 

bankruptcy judge has the ability to re-write key terms of the loan. For example, the judge could 

reduce the interest rate on the loan. 

 

What are some examples of title issues or litigation that could cause problems? 

There are any number of legal issues that might arise clouding title to a property, compromising the 

lender’s claim to the collateral securing the loan. 

An example of what could happen is that the lender finds out, after it’s too late, that a property line 

cuts through the building securing the loan.   

Another issue could be that an adjacent property owner sues, and places a lis pendens on the title, 

claiming that the subject property violates building codes and subsequently diminishes the value of 

their property. 

The property securing your loan may have previously been involved in a case of mortgage fraud, 

resulting in a lis pendens being placed on the property until the case is resolved.   
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It is also possible that the borrower, unbeknownst to you, takes out two loans on the same day using 

the property as collateral, one of the lenders will invariably end up in a junior position. 

These are just a few examples of what could happen.  Property titles are susceptible to legal disputes. 

And as a trust deed investor it is important to conduct due diligence on the property in order to avoid 

becoming involved with a property with the potential for becoming the center of a dispute.  Of course 

in the event that legal issues do arise, it is important to be able to navigate these issues as expediently 

a possible less legal fees destroy investment returns.   

 

 

What is a lis pendens? How does litigation surrounding a property affect a trust deed investor? 

 

The term “lis pendens” means “legal action is pending”. For example, suppose someone sues the 

owner of a property, alleging that the owner owes money and the property was pledged as collateral 

for a loan. The plaintiff’s lawyer may file a lis pendens on the property in question, to prevent the 

owner from selling the property and hiding the proceeds. A lis pendens is a very serious action 

because it clouds title to the property in question and could take many months to resolve. In other 

words, other parties will stay away from entering into any transactions involving a property so long as 

the lis pendens remains. Therefore, recording a spurious lis pendens exposes the party recording the 

lis pendens to liability. 

 

For a trust deed investor, a lis pendens is one of the more dangerous developments that can take 

place. If the legal case has merit, then the lender may have trouble exiting the transaction in a timely 

way, even assuming the lender has done nothing wrong. 

 

 

What is mortgage fraud? 

 

Mortgage fraud occurs when a borrower has stolen money from a lender without giving the lender the 

security promised, or has otherwise conspired to defraud the lender. 

 

In one type of mortgage fraud, the borrower obtains a false appraisal and borrows more money than 

the property is worth, with no intention of paying the money back. Another scheme involves bringing 

in an unsuspecting party to become the owner of the property and using his or her good credit to 

borrow money. 

 

The best way to ensure no mortgage fraud enters into a trust deed investment is to assess the 

credibility of all the parties involved in a transaction, and to make sure that all of the pieces of the 

transaction make sense for each party involved. 

 

 

What if a fire destroys the building that is security for a trust deed investment? 

 

The lender should be named as an “additionally insured party” on the fire insurance at the time of the 

investment. This way, in case of a fire, the lender should receive their original investment back even 

if the borrower defaults. 
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What if an earthquake destroys the building that is security for the trust deed?  

Southern California is a highly seismically active area and there is a possibility that an earthquake 

severely damages or even destroys a building.  If the borrower carries earthquake insurance the lender 

should be named as an “additionally insured party”.  In the event that the building is not insured and 

is destroyed in an earthquake, and the borrower defaults, the trust deed investment will lose the 

majority of its value. 

Investing in a diversified fund that holds a portfolio of properties would mitigate the risk of loss due 

to a severe earthquake.  

 

Details of a Trust Deed Investment 
 

How much time does it take to invest in trust deeds? 

 

To be an active trust deed investor, the largest time investment is the up-front investment required to 

learn how to distinguish between solid investments and risky ones. Once those skills are learned, trust 

deed investment is not necessarily very time consuming. It takes much more time than buying a bond 

or mutual fund, but it need not be a full-time job. The tasks involved include sourcing prospective 

deals, evaluating the deals on their economic merits, and conducting due diligence on the property 

and borrower.  Most trust deed investors integrate these tasks with other related work such as 

managing real estate that they own.  Experienced trust deed investors might spend ten hours over the 

course of a week to identify and consummate an individual investment.  

 

 

Participants in the trust deed industry: 

What is a hard money lender? 

 

A hard money lender is a non-bank lender that makes loans that fall “outside the box” of bank lending 

standards.  To compensate themselves for moving quickly and funding loans banks won’t fund, hard 

money lenders charge higher rates than banks. They also charge a fee to the borrower at the time a 

loan funds. This is called an origination fee and is expressed in points. Each point corresponds to 1% 

of the loan amount. 

 

Hard money lenders are frequently successful real estate investors who have extra cash. They prefer 

to lend money rather than leave the cash in a bank account or money market fund earning 1% interest 

or less. 

 

There are two main types of borrowers who are willing to pay the double digit interest rates charged 

by hard money lenders: (i) savvy investors who are planning to make a very large return and/or strike 

a very favorable deal, and are willing to pay for a quick and simple source of capital; and (ii) 

homeowners with poor credit who don’t qualify for any other type of loan.  
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Trust deed investors should only invest in loans to the first type of borrower.  

 

 

Is there a difference between bridge lenders and hard money lenders? 

 

The terms bridge lender and hard money lender are sometimes used interchangeably. Both types of 

lenders focus on making short-term real estate loans. Sometimes the term hard money loan signifies a 

loan where the borrower's credit is not good, whereas bridge loans are frequently loans where the 

borrower's credit is good but the property is not in a condition to qualify for a traditional bank loan. 

Hard money loans are always expensive whereas bridge loans can sometimes carry interest rates close 

to those on traditional/permanent bank loans. 

What is the role of the mortgage broker in a trust deed investment? 

 

Most trust deed investors work through a broker who brings together the borrower and the trust deed 

investor. In some cases, the broker allows multiple investors to purchase participations in a single 

trust deed. This is particularly common on larger, commercial real estate trust deeds. 

 

In many cases, the investors rely on the broker to a large extent to perform the key tasks that ensure 

the trust deed is a safe investment. For example, the broker frequently runs the credit on the borrower; 

opines on the value of the real estate that is security for the loan; and signs off on the acceptability of 

the title report and loan documents. 

 

When investors rely on the broker to perform these key tasks, they need to understand that an error by 

the broker could easily result in a loss of some or all of their investment. In other words, the investor 

should retain their own real estate legal counsel on each investment (for title and loan document 

issues), and/or choose very carefully which broker or brokers to work with. 

 

What is the role of the loan servicer? 

 

The loan servicer collects interest payments from the borrower and disburses them to the lender. The 

servicer also initiates the foreclosure process at the request of the lender in case of default by the 

borrower. One of the largest servicers for trust deed investments in California is called FCI Lender 

Services. For more information, see www.trustfci.com.   

 

 

How can I check out a provider of trust deeds? 

 

When choosing an advisor or broker in the trust deed arena, make use of a wide variety of techniques 

to check out the person’s reputation.  The best technique is to find someone you know and trust who 

has worked directly with the broker. Web-based professional networks such as LinkedIn can be useful 

in finding mutual connections. Ask your friends and professional contacts for references to reputable 

people involved in the trust deed market. Lawyers and CPAs who deal with real estate matters can 

often recommend someone. Ask for references from people whom you know and trust, and whom 
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you believe to have good judgment in the area of investing. These people will tend to recommend 

capable professionals who know what they are doing. 

 

How do I know if a particular TD is safe. 

 

There are four broad areas of due diligence required for a trust deed investment: (i) property/value 

assessment; (ii) borrower; (iii) legal items; and (iv) other items, including the broker/intermediary, if 

applicable. A trust deed is safe if all four areas check out properly. Each area will be addressed in a 

separate FAQ. 

 

What is a junior loan? Why are junior loans riskier than senior loans? 

 

A junior loan is any loan other than the first trust deed. Junior loans are riskier than senior loans 

because they have lower priority in case of a default by the borrower. If the senior loan on a property 

goes into default, the junior lender stands to lose his or her entire investment. To protect the junior 

lien, the investor in the junior loan must “cure” the default in the first, which means making the 

payments on the senior loan. For this reason, junior loans need to generate a much higher return in 

order to be worth the extra risk. See also the next FAQ for more details on this subject. 

 

 In the term “first trust deed”, what does the word “first” mean? 

 

A first trust deed is a first lien on the subject property, meaning that there are no other loans that have 

a superior position in case of a default and foreclosure sale. In contrast, a second trust deed is second 

in line in case of a default.  If the first trust deed holder forecloses on the property, the second trust 

deed holder’s investment is wiped out. On the other hand, if a second trust deed holder forecloses on 

a property, the first trust deed is NOT wiped out. The second trust deed holder becomes the new 

owner of the property, subject to the existing first trust deed, which remains in place. 

 

Do I need to see the property before investing in a trust deed? 

 

Yes, if you are investing directly into a trust deed, you should see the property first. By inspecting the 

property and recent comparable sales nearby, you can determine for yourself whether you think the 

value of the property is as represented or not. Also, suppose that a fire destroyed the property the day 

before you planned to invest. The only way to know for sure that you are in a good position is to see 

the property itself. 

 

In the case of a passive investment in a fund that holds trust deed investments, the responsibility to 

inspect each property falls on the fund manager. 

 

What should I look for when I inspect a property prior to investing in a trust deed secured by that 

property? 

 

First, do not skip the important step of inspecting the property prior to funding a trust deed 

investment.  By seeing the property, you will learn things that you could not find out any other way.  

Especially if the loan goes into default for some reason later, you will be much calmer being able to 
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visualize the property and the neighborhood, and this will allow you to make better decisions. Seeing 

the property after a default is important too, but it is no substitute. 

 

When inspecting the property, you should focus on two questions: (1) how much is the property 

worth?; and (2) how easily could I sell the property if I took it back through foreclosure and I needed 

to get rid of it?  As to the value, you will look for the same kinds of things a home buyer would look 

for. Is the neighborhood appealing? How does the home show? Are the flaws things that could be 

fixed easily, such as needing new paint and carpets, or major issues, such as structural issues? Be 

cautious about hillside properties and look for any signs of structural problems, which could be very 

expensive to fix. 

 

As to marketability, beware of neighborhoods with excessive numbers of homes in foreclosure. These 

homes will make it hard to sell any other home in the neighborhood, without dropping the price to a 

“fire sale” price. Look for pride of ownership in neighboring properties. Even inexpensive homes can 

be kept up with care, and this is a good sign that the neighborhood is sound and that buyers will want 

to live there. 

 

 

How do I perform a value assessment of the property? 

 

Let’s assume the property is a single family home. The key technique is to look at recent sales of 

similar properties nearby. Sales more than six months old are not reliable, because the market might 

have changed.  Look at the absolute price at which the properties sold, as well as the price per square 

foot. Assuming you can find homes of similar size and quality that sold nearby recently, the amount 

of your loan should be much lower than the typical selling price of the other homes—both in absolute 

dollars in dollars per square foot of living space. 

 

For example, if I am lending $200,000 on a 2,000 sq. ft. house, which equates to $100 per sq ft, then I 

want similar homes to be selling for $300,000 or more, or $150 per sq ft or more. This ensures that I 

have a large margin of safety in case of a drop in the market during the loan term. 

 

What is LTC? Why is it important? 

 

LTC means loan-to-cost.  If a property is being purchased for $300,000 and the trust deed investor is 

providing a new loan for $200,000 on that property, then the LTC is 66.7%. LTC is important 

because it shows how much “skin in the game” the borrower has. Even if a borrower is making a 

terrific buy, we will not lend 100% of their cost, because in that case the borrower would have no 

cash investment and nothing concrete to lose in case things did not go as planned. 

 

 What is LTV? Why is it important? 

 

LTV means loan-to-value. If a property is worth $400,000 and the loan amount is $240,000, then the 

LTV is the ratio of these two numbers (60%). The LTV is important because the margin of safety is 

directly related to the LTV. A low LTV means a higher margin of safety for the lender. An LTV of 

60% or lower is generally a good signal, although for a very small loan even a low LTV may not 

equate to a safe loan (see FAQ on very small loans, below). 
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What is the difference between LTV and LTC? 

 

Homes purchased at foreclosure sales are often purchased for less than their fair market value.  Loan-

to-cost (LTC) is a measure of how much equity a borrower has in a property and therefore is an 

indication of their financial motivation to repay a loan. Loan-to-value, on the other hand, is a more 

relevant measure of a lender’s margin of safety.  Both ratios are important considerations when 

structuring a trust deed investment.  As an increasing number of investors bid on homes at foreclosure 

sales prices are being pushed up closer to fair market value, narrowing the gap between LTV and 

LTC.    

 

How do I assess the quality of the borrower? 

 

First, remember not to lend on owner-occupied homes in California. State law is very owner-oriented 

resulting in potentially extreme delays and obstacles to being able to foreclose in case of a default. 

 

Assuming you are lending to an investor on a non-owner occupied property, you need to evaluate 

both the creditworthiness and the character of the borrower. To evaluate creditworthiness, review a 

credit report and also make sure you look at the borrower’s personal financial statement and tax 

returns. Focus on the liquidity of the borrower.  If something unexpected goes wrong, will the 

borrower have the cash available to solve the problem and get the project done?  

 

Regarding the borrower’s character, this is a complex topic hard to address in an FAQ. Suffice to say 

that, if you intend to make direct trust deed investments, you need good judgment and a good nose for 

sniffing out anything that doesn’t seem right. If you don’t have this skill, you are probably better off 

investing passively in a fund managed by a reputable, expert investor. 

 

How important is the borrower's credit? How does one read a credit report? 

 

The quality of the borrower’s credit—in other words, the likelihood of a default by the borrower, all 

other things being equal—is very important in any trust deed investment. 

 

We all know some people who take their commitments very seriously and other people who are more 

nonchalant.  The credit report, and the FICO scores in such a report, are one tool for determining a 

borrower’s credit.  For more information about credit scores, see 

http://en.wikipedia.org/wiki/Credit_score_(United_States). 

 

Just as important as a credit report is a personal financial statement.  The next FAQ addresses this 

tool. 

 

 What is a personal financial statement? 

 

A personal financial statement is a snapshot of an individual’s assets (such as cash, securities, real 

estate and automobiles), liabilities (including mortgages on any real estate owned) and net worth 

(defined as the difference between assets and liabilities).  

 

Lenders require borrowers to submit a personal financial statement before deciding whether to make a 

loan. The personal financial statement tells a lot of information about the borrower. Does this person 

drive fancy new cars even though the person has a small net worth? Does the person have the 
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maximum amount of leverage possible on every asset? A good borrower is one who is not pushing 

the envelope in every way. Ample liquid assets are always a good sign from the lender’s perspective.  

 

 What are points? 

 

The term points refers to the origination fee charged by a private or hard money lender at the time a 

loan is funded. Each point corresponds to 1% of the loan amount. A fee of three points on a $400,000 

loan would be $12,000.  Hard money lenders typically charge between one point and three points for 

high quality loans. For riskier loans, a larger origination fee is common, up to five points or even 

higher. 

 

 What is a prepayment penalty and why do they exist? 

 

A prepayment penalty is a fee that borrowers pay if they pay off a loan before it is due. Hard money 

lenders frequently charge a prepayment penalty as a way of enhancing their returns. A pre-payment 

penalty may be as little as one month’s interest or a multiple of that amount. The justification for a 

prepayment penalty is that the lender will now need to expend time and energy to re-deploy the 

money from the loan that paid off, before the loan was scheduled to pay off.  

 

What happens when a loan pays off? 

 

When a loan pays off, it is a good thing in that the investment was successful. On the other hand, the 

investor now has cash in the bank that is earning 1% or less. Most trust deed investors look for 

another trust deed to invest in when one pays off. 

 

In actively managed trust deed investment funds, it is the job of the fund manager to keep the money 

working. If too much money is in cash at any given time, this will create a drag on the returns of the 

fund.  Investors who prefer to invest in individual trust deeds may get higher returns while they are 

invested, as compared to investors in trust deed funds. However, when the “downtime” of such 

investors is taken into account, the returns may not be very different. 

 

 

 What about out of state TDs? 

 

As stated previously, it is very important to see the property personally before investing in trust 

deeds, or to delegate this task to someone whose competence the investor trusts completely. As a rule 

of thumb, only invest out-of-state if the loan and origination fee are large enough to justify the time 

and expense of a site inspection. Remember that real estate laws differ in every state, so it is critical to 

confer with and be represented by local counsel on each investment (or make sure that the investor’s 

trusted delegate is doing so). 
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In the Event of a Default 
 

What happens if the borrower doesn't perform? 

 

A default occurs when the borrower fails to make an interest or principal payment, or fails to live up 

to some other provision of the loan agreement. At this point, the lender instructs the loan servicer (an 

independent company that deals with the borrower) to file a notice of default.  This is the first step in 

a series of events that culminates in a foreclosure sale. In California, it takes about four months to 

hold a foreclosure sale after the notice of default is filed. 

 

At any time prior to the foreclosure sale, the lender and borrower could make arrangements that 

would obviate the need for the foreclosure sale. For example, the borrower could cure the default by 

bringing all of his or her payments current. Or, the lender could give the borrower an extension on the 

loan maturity. 

 

When a foreclosure sale takes place, there are two main outcomes. Either the lender ends up owning 

the property; or, someone else makes an all-cash bid to purchase the property and the lender accepts 

that bid instead of taking back the property. 

 

What is the foreclosure process like and how difficult is it to manage? 

The foreclosure process varies from state to state. In California it takes about four months from the 

initial default by the borrower until the foreclosure sale.  The key to handling a foreclosure smoothly 

is to have an experienced trustee and real estate lawyer. The trustee's job is to provide proper notices 

at each stage of the foreclosure process to ensure that the process is deemed valid. The real estate 

attorney helps negotiate any special circumstances such as a bankruptcy by the borrower. 

 

Trust deed investors need to be prepared for a default on any given loan. The foreclosure process 

takes time and money but the key processes are outsourced and can be managed by the investor fairly 

easily. 

 

How long does it take to exit a trust deed investment in which the borrower defaults? 

 

The amount of time varies by state.  In California, it takes about four months to foreclose, if the 

lender takes action immediately at the time of the default. The property is then fixed up, if necessary, 

and listed for sale. The selling process itself should take 45-60 days if the property is priced properly. 

Therefore, the entire process of exiting a defaulted trust deed investment is about six months. In other 

states the timeline and process vary and can be longer. A bankruptcy by the borrower adds time to the 

process, possibly 30-90 days.  

 

On the other hand, expert handling of the default could shorten the exit time substantially. For 

example, if the lender and the borrower work together, instead of a foreclosure, the home can be sold 

without a foreclosure, cutting the process down to about 60 days instead of six months. 

 

Someone I know has been trying to sell her house for over a year with no success.  How can a trust 

deed investor sell a foreclosed house in a few days? 
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There is a price at which every property will sell.  The reason that someone might be having difficulty 

selling a house is that the asking price is too high.  A trust deed investor who has foreclosed on a 

house is interested in selling the property quickly and will price the house to sell.  
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Purpose of this White Paper 
This white paper is intended to educate and inform investors regarding investing in real estate loans 

secured by property in the State of California.  This document is not a comprehensive discussion of all the 

issues involved, nor does it go into great depth on any one topic.  It simply explains the concept and 

introduces the key issues to consider.  Toward the end of the white paper, the authors provide references 

to other sources for those interested in learning more.  The final section is a glossary of key terms.  These 

terms are shown in bold italics the first time they appear in the white paper. 

Executive Summary 
Trust deed investing refers to investing in loans secured by real property such as homes, apartment 

buildings or shopping centers.  An example of a trust deed investment is the loan on a single family home, 

which is an investment from the perspective of the bank or other financial institution that holds the loan.  

Trust deed investments typically feature monthly interest payments paid to the lender/investor and they 

always provide the lender with options in case the borrower defaults under the loan.  The main recourse is 

for the lender to foreclose on the underlying property.  So long as the investor’s loan is smaller than the 

value of the property, the investor should eventually get paid off, with interest, even if a borrower goes 

into default. 

The authors believe that trust deed investments deserve special attention today (mid-2010) because of a 

confluence of circumstances.  Some of the key factors are outlined below. 

Timing:  In California, real estate values have dropped 30-40% from their peak.  While a further drop of 

30—40% from current depressed levels is possible, the authors believe it is unlikely.  Therefore a loan of 

60% of current market value, which equates to about 36% of peak market value, is relatively unlikely to 

be “underwater” in the coming years. (The term “underwater” refers to the situation where the lender is 

likely to take a loss, because the property value has declined to be less than the loan amount).  By 

contrast, loans that were 80% of market value that were made at the peak of the market were dangerous at 

the time and are far underwater today. 

Pullback in Bank Lending:  In normal times, banks are eager to make low-risk real estate loans.  

However, today banks are very reluctant to make loans secured by real estate unless they fit within 

stringent parameters.  The reason is simple—banks made too many risky real estate loans in the boom 

period a few years ago.  Banks do not want to increase their holdings of real estate loans, since they are 

already overloaded with this type of asset and bank regulators are warning them to trim down their 
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exposure to real estate.  The pendulum has swung back far in the direction of prudent lending—so far, 

that many real estate owners cannot find a bank willing to make even very sensible loans. 

 Absence of Other Good Investment Options:  Today, a one-year State of California General 

Obligation Bond yields only 0.5%, in spite of the fact that California has the worst credit of any State in 

the U.S.  A one-year certificate of deposit at a major bank yields about 1%.  Investors seeking income 

without substantial risk have very few options.  In contrast, California first trust deeds with a 60% loan-

to-value frequently yield 8-10% and sometimes more.  If one can learn to identify the safest trust deed 

investments, and earn this type of return, then trust deeds can make sense as part of an investor’s portfolio 

today. 

What Is Trust Deed Investing? 
 

Unsecured Loans.  Suppose an acquaintance of yours needs to borrow $50,000.  One option, which we 

would not recommend, is for you to make an unsecured loan to this person.  You would give the 

acquaintance your cash, and the borrower would sign a promissory note memorializing the fact that he 

had received the money, as well as all the key terms such as when the money needs to be repaid, the 

interest rate he will pay, and what happens in case the borrower doesn’t hold up his end of the bargain. 

Now suppose that the borrower does not pay back the money on time.  What options does the lender have 

to get his money back, with interest?  The answer is, “not many.”  The main recourse for the lender is to 

sue the borrower and get a judgment from a court for the monies owed.  The lender then needs to try to 

collect the money by whatever means possible, which is far from easy.  As a result, the lender may be 

lucky to sell the judgment to another party for 60 cents on the dollar. In other words, the lender is likely to 

take a loss if the borrower really doesn’t want to pay.  As a result, borrowers usually pay very high rates 

of interest on private unsecured loans.  For example, payday loan outlets charge fees and interest that can 

add up to more than 100% on an annualized basis. 

Loans Secured by Real Estate.  Now assume that the borrower owns a house free and clear.  In other 

words, there is no loan on the property.  The house is on a street with very similar houses, and some 

houses nearby have sold recently for $200,000.  There are families that want to live in that neighborhood, 

so houses priced below $200,000 attract credible offers quickly.   

As relates to loans, houses have one very important quality: they are fixed to the ground and cannot be 

moved.  For the borrower looking to borrow $50,000, he would very much like to provide his home as 
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security.  The lender, knowing that the home will be there in case the loan is not repaid, even if the 

borrower disappears, would be willing to lend at a much lower rate vs. an unsecured loan—as long as 

there is a straightforward mechanism for the lender to get paid off in case of a default, by taking 

advantage of the security that the $200,000 house offers for the $50,000 loan. 

Trust Deeds - A Key Document in California Secured Real Estate Loans.  Each State in the U.S. has 

its own way of addressing this situation.  Since this white paper is written for California investors, we will 

focus on how things work here.  In California the security instrument is called a deed of trust, or trust 

deed.  This document is in addition to the note described earlier.  The note describes all the terms of the 

loan, such as the amount, interest rate and due date.  The trust deed confirms the amount of the loan, but it 

usually does not include the other details of the loan.  However, it does contain some additional 

information not contained in the note.  Specifically, it names a trustee which is a third party to the 

transaction (apart from the lender or the borrower).  Frequently the trustee is a title insurance company 

such as Chicago Title Company or First American Title.   

Role of the Trustee.  Once the borrower signs the trust deed, he or she is consenting to have the trustee 

step in should the borrower default on the loan.  The trustee is given the power and has the duty to 

conduct a sale of the property under certain circumstances—a trustee’s sale.  Trustee’s sales are typically 

public auctions on the courthouse steps or some other public place.  The proceeds from the sale go the 

lender, until the lender has received his or her principal and interest owed under the terms of the note.   

Benefits to Lender and Borrower of Trust Deeds.  To summarize, a trust deed creates a fairly 

streamlined process by which the lender is assured of having real leverage in case of a default by the 

borrower.  Under the applicable laws in California, the lender should be able to force a trustee’s sale 

within about four months of a default under the terms of the note (an exception is if the borrower files for 

bankruptcy, which can extend this time period; see “What Can Go Wrong and What are the 

Consequences”, below).  As long as the property is worth significantly more than the amount of the loan, 

the lender has a good chance getting paid back in full, with interest.  That is a much better outcome than 

selling a judgment for 60 cents on the dollar to a collection company.  The security and well-understood 

foreclosure process for loans secured by a trust deed give lenders the comfort to lend at lower rates of 

interest than would be possible otherwise.  Even though trust deeds put power in the hands of the lender, 

it is really borrowers as a group who benefit most, by virtue of relatively low borrowing costs and 

transaction costs. 

First vs. Second Trust Deeds.  A first trust deed is a first-priority lien on the subject property.  In other 

words, the first trust deed investor is first to be paid off in case of a foreclosure.  In some cases, there are 
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multiple loans secured by the same property. For example, a home equity line of credit (HELOC) is 

typically a second trust deed.  Owning a second trust deed is riskier than owning the first trust deed on the 

same property.  For example, suppose that a property worth $400,000 is encumbered by a $200,000 first 

trust deed and a $100,000 second trust deed.  Now suppose the market declines, the value of the home 

falls to $250,000, and the borrower loses his job and stops making payments on both mortgages.  If the 

holder of the first trust deed forecloses and ends up owning the property, then the holder of the second 

trust deed is wiped out.  In contrast, if the owner of the second trust deed forecloses and ends up owning 

the house, the owner of the first trust deed must be paid off, otherwise the lender in first position can 

foreclose on the first trust deed.  The authors prefer to invest in first trust deeds because they do not want 

to be responsible for making payments on or paying off another mortgage in case of a default by the 

borrower.  A second trust deed, or a third trust deed are examples of junior liens.  A junior lien has a 

lower priority than the first trust deed in that it came after the original loan and is therefore less secure. 

 

Case Study of a Trust Deed Investment 
 

One of the authors invested recently in a first trust deed that serves as a good example of this type of 

investment.    The details are as follows: 

The Property: 2,408 sq ft single family home located in Simi Valley, California, consisting of 

five bedrooms and three bathrooms. 

Purchase: Purchased at a foreclosure sale on September 3, 2009 for $348,000.  The property was 

appraised “as-is” for a retail value of $460,000 at that time (margins have tightened since 2009; in 

2010 it is more difficult for investors to purchase at such a deep discount to retail market value). 

The Loan: The lender made a loan of $261,000 on September 28, 2009 secured by a first trust 

deed on the property.  This amount represented 75% of the purchase price of the property, or 57% 

of the appraised “as-is” value of the home at the time of the loan. The loan had a maturity of six 

months (90 day maturity with an option to extend for another 90 days).  The lender charged the 

borrower a fee of 2% ($6,960) and the note carried an interest rate of 12.99% annualized, payable 

monthly, with the first three month’s interest deposited in an escrow account at the time of 

funding. 
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Sale of the Property:  After an extensive rehabilitation of the property by the borrower, the 

home sold on February 19, 2010 for $490,000.  The lender was paid off upon sale after receiving 

the prescribed interest.  The borrower made a substantial profit and has gone on to purchase a 

number of other homes in same area. 

As an investor in trust deeds, the most important way to control risk is to make sure that the amount of the 

loan is not too high relative to the current “as-is” value of the property at the time the loan is funded.  The 

authors prefer loans where the loan-to-value (LTV) ratio is 60% or less.  Another important question is, 

what is the loan-to-cost (LTC) ratio, or the ratio of the loan amount to what the borrower paid for the 

property? This may be different from the LTV because when investors purchase property for all cash on 

short notice, such as in a foreclosure sale, they usually buy for less than full retail value. The authors 

focus on loans where the LTC is 80% or less and the LTV is 60% or less.  In other words, we require that 

the borrower has at least a 20% cash investment in the property regardless of what we think the value is.  

This keeps the borrower motivated to complete the project and recoup his or her cash investment, in case 

issues and problems come up after we fund the loan. 

 

Advantages and Disadvantages of Trust Deed Investing vs. Buying Real Estate 
 

If purchasing a property is akin to buying stock in a company, then investing in trust deeds is more like 

buying company bonds. In other words, the current cash flow is likely to be higher when purchasing trust 

deeds vs. buying a property, but the chances of generating a very large return are higher when buying the 

property itself. 

The difference stems from the fact that the lender gets paid back principal and the agreed-upon interest 

before the owner gets paid anything.  If the owner goes into default (fails to pay interest or repay principal 

on time), then the lender has the right to foreclose on the property as described in an earlier section of this 

white paper.   The remainder of this section outlines the advantages of each type of investment, and 

provides a comparison of the two in table format. 

Advantages of Trust Deed Investing.   As compared to buying property, a well-structured trust deed 

investment has the following advantages: 

 Principal is more secure.  Less risk of losing money. 
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 Current income is likely to be higher. 

 There are fewer investors looking to invest in loans as compared to buying property, resulting in a 

greater availability of investments for trust deed investors as of mid-2010. 

Advantages of Buying Property.  As compared to investing in real estate loans, buying property has the 

following advantages: 

 Provides the potential for appreciation in addition to income. 

 Income is usually tax-sheltered to some extent due to depreciation of buildings. 

 Money can be invested once for years at a time vs. short term loans where money must be 

reinvested each time a loan pays off. 

The following table summarizes some of the differences between investing in trust deeds vs. investing in 

a property itself. 

 

 Trust Deed Investing Purchasing Property 

Protection of principal Better protection More risk of principal loss 

Appreciation Little upside potential (possible 

profit only in case of foreclosure) 

Greater chance of appreciation 

Tax Treatment Income is taxable (with the 

exception of IRA/tax exempt 

funds) 

Tax advantages from 

depreciation 

Current income Generally higher Usually lower initial cash flow 

Availability of solid 

investments in 2010 

Good availability in California Low availability of good 

investments in California 

Ease of keeping money 

working 

Investors must find a new 

investment each time a loan pays 

off 

Money remains working for 

years at a time without 

requiring reinvestment 
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What Can Go Wrong and What are the Consequences 

 

Listed below are some of the main problems that can occur with trust deed investments: 

Default by the Borrower.  Common types of default include interest default, which refers to the 

failure of the borrower to pay interest on time, and maturity default, in which the loan is not paid 

off on the due date.  The lender’s response to default is to begin the foreclosure process in order 

to recoup principal, interest and expenses associated with the foreclosure itself.  In California, 

there is a sequence of steps in a foreclosure starting with the recording of a notice of default, and 

culminating with a trustee’s sale about four months later.  At the trustee’s sale, the lender submits 

a credit bid which is usually equal to the total amount that the lender must be paid in order to 

recoup principal, interest and costs.  For example, for a $200,000 loan, the credit bid might be 

$212,000, a portion of which is to reimburse the lender’s attorney who is handling the 

foreclosure.  Typically there are other bidders at the auction and they may submit a higher bid.  If 

so, the high bidder pays with cashier’s checks and the trustee passes through funds to the lender 

after the auction, until the lender has been made whole.  If there is no bid higher than the credit 

bid, then the lender is issued a trustee’s deed and becomes the owner of the property.  The 

lender/owner will then typically hire a local broker to list the property and sell it to recoup the 

lender’s funds.  If the loan was conservative relative to the value of the property and the market 

has not declined dramatically, then this can result in a windfall profit for the lender/owner. 

Bankruptcy by Borrower.  If the borrower files for bankruptcy, this can slow down the 

foreclosure process by several months, or longer for very large and complex transactions.  The 

lender is treated as a secured creditor and is therefore “first in line” to be repaid as compared to 

the borrower’s unsecured creditors.   The main result of bankruptcy in this case is normally to 

delay repayment of the money owed to the lender.   

Fire or other Calamity Affecting the Property.  At the time of funding the loan, the lender 

must ensure that the borrower has obtained fire insurance and that lender is named as an insured 

party.  If the property burns down, then the insurance company pays the lender first, until the 

lender has received principal and interest owed, with any additional insurance proceeds going to 

the borrower. 
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Market Decline.  Looking back at the past several years, by far the biggest problem for lenders 

has been the dramatic decline in real estate values.  If the market value of a property drops below 

the loan amount, and the borrower fails to perform under the terms of the note (either by choice 

or because the borrower is unable to perform), then the lender will take a loss on the investment.  

For this reason, the lender needs to have a point of view as to where we are in the market cycle 

and whether current values are reasonable or not as compared to objective measures (such as the 

state of the economy and the income of the borrower).  Once a given loan is “under water,” it is 

too late for the lender to avoid a loss.  To the extent that the lender sees risk of a decline in values, 

the lender needs to mitigate this risk prior to making the loan, by reducing the loan amount to a 

low percentage of current market value. 

Other Considerations 

 

Active/Direct Investing vs. Passive Investing. Active trust deed investors make loans directly to 

borrowers, or purchase loans that have already been originated by a mortgage banking company.  To be 

an active investor requires the same skills needed to purchase and operate real estate, because there is 

always a chance that the borrower will default, in which case the lender will need to oversee the 

foreclosure process and then make frequent decisions regarding what to do with and how to manage the 

property. 

Other investors may decide they want to invest in trust deeds, while delegating the selection and day-to-

day management of these investments to an investment professional.  This approach has advantages and 

disadvantages vs. lending directly.  Advantages include: (i) a much smaller time commitment for the 

investor; (ii) less of a need for real estate expertise and current market knowledge on the part of the 

investor; and (iii) diversification from investing in a pool of mortgages relative to purchasing a single 

loan, so that the impact of one problem loan is much smaller.   

On the other hand, investing in a professionally-managed fund still requires extensive due diligence—

only in this case the due diligence is on the people who manage the fund and their overall approach to the 

business, rather than on one particular property.  In addition, the returns from a passive investment are 

generally lower than the returns from a direct investment, since the investment manager charges a fee to 

oversee the investment.  This cost may be partially offset by the fact that professional investors may 

negotiate better rates and terms since they do business in volume.  
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For a more in-depth discussion about active vs. passive real estate investment, see section 9 of this white 

paper, Reference “c”, pp. 16-23. 

Special Considerations for Self-Directed IRA Investors. As discussed previously, investing in real 

estate itself has certain income tax advantages vs. investing in real estate loans.  The authors believe that, 

due in part to these tax advantages, real estate values are artificially high, and returns are currently low. 

For investors who do not need to pay income tax—specifically, for self-directed IRA investors—this 

creates an opportunity.  Some investors avoid trust deed investing because interest payments are fully 

taxable, or simply because this type of investment is poorly understood as compared to buying and 

owning real property.   As a result, investors in real estate loans can frequently earn double-digit annual 

returns without taking excessive risk.  The self-directed IRA investor is able to “arbitrage” the fact that 

many investors have not heard of trust deed investing.  He or she can collect attractive returns without 

being exposed to the annual income taxes that would apply to most investors. 

Market Conditions in California as of Mid -2010 

 

The Residential Market.  As of mid-2010, the value of most single family homes in California has 

dropped from 25% to 40% depending on the location.  The volume of transactions of single family homes 

fell dramatically after the financial crisis of 2008, then increased with Government stimulus in 2009, then 

began to slow again upon the expiration of Federal first-time homebuyer tax credits in early 2010.  In 

California, 34% of homes have negative equity as of the end of the first quarter of 2010 (reference: 

HousingWire, http://www.housingwire.com/2010/05/10/underwater-mortgages-stabilized-in-first-quarter-

corelogic).  However, the pace of foreclosures has abated significantly, with 59,823 distressed homes sold 

in the first quarter of 2010, a 21% decline from the prior quarter and a 47% drop from the first quarter of 

2009 (source: Los Angeles Times, http://www.latimes.com/business/la-fi-foreclosures-

20100630,0,7525136.story).  A primary factor in the decline in foreclosures is that banks are increasingly 

pursuing loan modifications with the existing owner rather than foreclosing, because of pressure from the 

Federal Government, among other factors. 

In summary, a huge number of foreclosures remain in the pipeline in California.  Many of these homes 

need to be rehabilitated, and banks generally are not willing to lend to the investors and companies 

focused on fixing up and reselling these homes.  This creates an attractive and sizable opportunity for 

private lenders for the balance of 2010 and 2011, and possibly longer. 
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Commercial Real Estate Market.  Like the single family residential real estate market, most commercial 

real estate properties in California have declined by 25-40% from their peak value of 2006-2007 (for 

purposes of this white paper, “commercial real estate” refers to properties with tenants who pay rent, such 

as apartment buildings, shopping centers and office or industrial buildings).  Also like the single family 

market, a large percentage of properties have negative equity, because they were purchased at peak values 

and financed with 75% or higher LTV loans. 

However, the similarities between single family and income property generally end there.  The single 

family market has “cleared” to a large extent, meaning that buyers and sellers have come together to 

determine current market values, and transaction volume has rebounded to normal levels.  In contrast, the 

market for income property has not cleared.  Instead of foreclosing, many banks have postponed 

foreclosing on properties with negative equity.  Instead they have pursued a strategy known in the 

industry as “extend and pretend,” namely, lowering the interest rate and extending the maturity on loans 

by one, two or three years in hopes that incomes will rebound and they will ultimately not have to take a 

massive loss on their bad loans. 

The net result has been transaction volumes that are down as much as 80-90% from peak levels, and 

down substantially even from the levels that were typical before the real estate boom of the mid 2000s.  In 

the absence of market clearing transactions, there are few opportunities for private bridge lenders to 

originate commercial real estate loans. (A bridge loan is a short-term loan, usually two years or less, 

designed to provide the borrower with a financial “bridge” from the present, in which the property is 

frequently in a distressed state for some reason, to a future time when the property is operating more 

smoothly and income has stabilized).  As a result, opportunities for commercial real estate bridge lenders 

are limited in 2010 but should improve in subsequent years as the market moves back toward more 

normal transaction volumes. 

To summarize, in 2010 the market is attractive for residential trust deed investing but commercial trust 

deed investing is more challenging. 

Conclusion 

 

Trust deed investing can provide steady income with less market risk as compared to buying property, 

assuming that the loan-to-value ratio at the time of funding is conservative.  Active trust deed investors 

can invest directly in loans and should earn total returns in the low double digits per year.  Passive 

investors can participate by investing in a managed fund or mortgage pool and can expect returns in the 
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high single digits or very low double digits based on the state of the California market in mid 2010.  The 

trust deed investor must always be prepared to foreclose in case of default by the borrower.  The investor 

or investment manager can then recoup principal plus interest by selling the property after foreclosure, or 

by holding the property as in income investment. 

References for Further Research 

 

 “Trust Deed Investments: What You Should Know,” California Department of Real Estate, 

http://www.dre.ca.gov/pdf_docs/re35.pdf. 

 

  “Earning Solid Returns in Hard Money Loans,” by Jan B. Brzeski and Samuel K. Freshman, 

California Real Estate Journal, October 2, 2006, pg. 14, http://www.stndcap.com/images/Article-

C.pdf.  

 

 The Common Sense Guide to Real Estate Investment, by Jan B. Brzeski, pp. 16-23 and 186-196, 

© 2009.  Available at www.Amazon.com [http://www.amazon.com/Common-Sense-Guide-

Estate-Investing/dp/1453715053/ref=sr_1_4?ie=UTF8&s=books&qid=1283384940&sr=8-4]. 

 

About the Authors 
Jan B. Brzeski is a principal of Arixa Capital Advisors, LLC, a real estate investment advisor located in 

Los Angeles, California.  He is the fund manager of Arixa Fund I – Residential Investment Fund, LLC, a 

fund focused on trust deed investing in California.  He has been a principal in more than two dozen real 

estate investments.  Prior to starting Arixa Capital Advisors, he was vice president of acquisitions at 

Standard Management Company, a Los Angeles real estate investment and management company 

founded in 1961.  Previously he worked at Goldman, Sachs & Co. as an investment banking analyst and 

also co-founded and sold STV Communications, Inc., a Los Angeles media services company.  Mr. 

Brzeski earned a B.A. at Dartmouth College and an M.A. in philosophy, politics and economics at Oxford 

University in England.  He is a California-licensed real estate broker; an instructor in the real estate area 

at UCLA Extension; and he has been an organizer or co-organizer the UCLA Real Estate Conference as 

well as series of real estate investment events at the Anderson School at UCLA. 

Scott E. Kend is an associate at Arixa Capital Advisors, LLC.  Prior to joining Arixa Capital Advisors, he 

was a summer associate at Canyon Capital Realty Advisors, a Los Angeles-based real estate investment 

manager, where he helped to underwrite, analyze, and structure several transactions, including a $50 

million senior note secured by a hotel and casino in Las Vegas. Prior to that, he worked for Villas de Oro, 

a Mexico-based development firm.  Mr. Kend began his career as a consultant at Oliver Wyman in New 

York, where he advised leading US and European airlines on issues pertaining to network expansion, 

revenue management, and launching low-cost subsidiaries. He also is a Fulbright Scholar and received a 

grant for study and work abroad in Mexico City, Mexico.  Mr. Kend earned a B.S. in finance and a B.A. 

in Spanish from the University of Pennsylvania, and an MBA from the UCLA Anderson School of 

Management, where he was designated an Edward Carter Fellow. 



The Rise of the New Asset Class  Page 92 of 93 
Arixa Capital Advisors, LLC  ©2013 All Rights Reserved 

Glossary 

 

Bridge Loan = A short-term real estate loan.  Borrowers frequently use a bridge loan when purchasing a 

property that is in transition. Once the property has been improved and stabilized, the property qualifies 

for permanent financing (for example, a 10-year loan), which normally carries a lower interest rate. 

Credit Bid = The amount bid by the lender at a trustee’s sale.  The credit bid is usually equal to the 

amount of principal and interest due to the lender at the time of the sale.  The lender can reduce the credit 

bid below this amount to draw other bidders into the auction and increase the odds of another bidder 

buying the property. 

Deed of Trust = A document used in a real estate loan, together with a note, to memorialize the 

transaction.  The deed of trust is recorded, meaning that it is available for any member of the public to see 

that there is a lien on the property affected by the deed of trust.  Also known as a trust deed. 

Default = A borrower’s failure to live up to one or more terms of a loan.  Examples of default include 

interest default, in which some or all interest payments were not paid; and maturity default, in which a 

loan was not paid off on time. 

Foreclosure = A process by which a lender can force the sale of a property owned by a borrower who is 

in default under the terms of a loan. 

Junior Lien = A lien placed upon property after a previous lien has been made and recorded.  Junior liens 

such as second trust deeds are less secure than first trust deeds because they are not in first position to be 

paid in case of a default by the borrower.  The junior lien holder needs to be in position to pay off any 

senior liens or else the junior lien holder may be wiped out in case of a foreclosure by the first lien holder. 

Loan-to-Cost (LTC) = The ratio of the loan amount to the amount the borrower paid for the property 

being offered as security for the loan.  While lenders are more concerned about loan-to-value than loan-

to-cost, they generally do not like to see a loan-to-cost ratio very close to 100% if the property has been 

purchased recently.  A loan-to-cost ratio of 100% would mean the borrower was able to refinance his or 

her entire purchase price with a loan, so that the borrower no longer had any cash invested in the property. 

Loan-to-Value (LTV) = The ratio of the loan amount to the current market value of the property that 

secures that loan.  The higher the LTV, the riskier the loan. 

Promissory Note = A document that memorializes all the key terms of a real estate loan.  Key terms 

include the amount of the loan, the interest rate and the due date, among others.  Experienced real estate 

lenders use a trust deed in conjunction with a note to secure the property that is collateral for the loan.  

Often referred to simply as a note. 

Notice of Default = A document that is recorded, usually by the lender’s attorney, if a borrower has 

failed to meet one or more terms of a loan.  A notice of default is recorded at the County Recorder’s 

office and is the first step in the foreclosure process. 

Trust Deed = See Deed of Trust. 
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Trustee = A third party named in a real estate loan transaction whose job is to hold a trustee’s sale in case 

of a default by the borrower. 

Trustee’s Sale = A real estate auction in which a special company (the trustee) sells a property after a 

default by the borrower on a loan secured by that property.  After the sale, the lender either owns the 

property or gets paid off with interest, assuming the proceeds are enough to cover the amount due. 

Unsecured Loan = A loan that is not secured by real property (such as a house or apartment building) or 

personal property (such as a car or equipment).  An unsecured loan is a promise to pay that does not 

provide the lender with any clear path to get paid back in case of default, other than to sue the borrower. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


