Rate of Return on No Money Down
(and Other Tales from the Deep Woods)
By Frank Gallinelli

We frequently hear a question that goes something like this: "I'm considering the purchase of an income property where the
seller will take back a second mortgage for the entire down payment. Why can't your software figure out the rate of return
on a zero-cash-down investment?"
You've surely heard the excuse, "It's not the software's fault" more times than you care to recall. This time, however, the
blame really does not fall upon the software, the hardware, the astronauts, Bill Gates, el niño or any of the other usual
suspects.

The problem lies in the question itself: "What is the rate of return on a zero-cash-down investment?" Let's try posing this
query a few other ways:
"What's my return on investment when I make no investment?"
"What's my rate of return on nothing down?"
"What's my rate of return on nothing?"
You can see where we're going with this. You cannot calculate the return because there is no such thing as a zero-cashdown investment. If you invest nothing, then you have no investment. You might just as well ask, "What is the height of an
adult unicorn?" because you would get the same answer. No such animal.
This is not just clever semantic swordplay. Fundamental to the concept of investment is that you put your own capital at
risk. (For the alert reader, capital could take a form other than cash. I once witnessed a deal where the buyer signed over a
sports car as his down payment. For the sake of simplicity, we'll just refer to the buyer's investment as cash, with or without
wire wheels.)
No-money-down violates the letter, the spirit and the algebra of conventional investment. Return on investment, by its
simplest definition, is the amount of the return divided by the amount of the investment. Anything divided by zero is
infinity. Hence, even a one-cent return on a zero-dollar investment would be an infinite rate of return.
In short, if you as the buyer put no cash into the deal, you have made no investment and hence you cannot calculate a rate
of return. Even if the acquisition of an income property with no outlay of cash should not be called an investment, such
deals do happen and can even succeed (although perhaps not as effortlessly as in the mountain of books and tapes showing
how you too can amass great wealth with no cash).
If you cannot measure the potential success of a no-money-down deal using rate of return, is it time to put away your
computer, trust your instincts and not bother with any kind of financial analysis? Quite the contrary. Even if you can't
measure the rate of return, you can still perform some essential analysis. In fact, caution may demand that a "noninvestment" such as this, with little margin for error, be scrutinized with even greater than usual care.
In particular, there are two important issues that require careful examination: Cash flow and resale. If you are going to try to
finance 100% of a property's purchase price, you are obviously going to have to service more debt than you would if you
had put some meaningful amount down. Can the property's income cover all of its operating expenses as well as these debt
payments? If not, then you'll have to reach into your own pocket to make up the difference (so much for the "no cash, no
problem" scenario).
Here is where you have to take a very hard look at the numbers. The burden of debt payments on a property with 100%
financing leaves you very little wiggle room. Are the income figures realistic? Are you relying on immediate rent increases
to cover your costs, increases that could initially result in vacancies rather than additional revenue? Are your expense
projections based on verifiable sources and do you have the resources to handle unwelcome surprises?
Copyright RealData, Inc. Reprint Permission: RealData, Inc. ? P. O. Box 691 Southport, CT 06890 ? 203-255-1445 ? www.realdata.com

.

Rate of Return on No Money Down
(and Other Tales from the Deep Woods)
By Frank Gallinelli

(Page 2 of 2)

A second key issue is the property's potential resale value. (If you haven't done so already, you should read our previous
articles on "Understanding Net Operating Income," and "How to Estimate Resale Value," and even take our e-course to
help you understand the relationship between income and value.) Since your financing is likely to eat up most of your cash
flow, the eventual resale of the property is where you will typically have the greatest chance of making money. Once again,
realism is of paramount importance. Why might a new buyer give you more than you paid? Can you make physical
improvements and management improvements that will make this property attractive and more valuable to an investor?
To recycle an old saying, if no-money-down deals were easy, everyone would do them. Even though you can't calculate a
conventional rate-of-return, be sure that you do the rest of your homework -- cash flow projections and estimated resale -before you take the plunge.
For a more complete discussion of this and other topics related to income-property analysis, see our e-course,
Understanding Real Estate Investments.
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