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So you want to invest in real
estate

Investors hoping to generate inflation-protected income tend to focus on one
asset class above all others: real estate.

While investing in real estate can certainly offer numerous benéefits, it tends to
come with several strings and drawbacks that investors don't always consider
in advance. In my experience, the secret to successful real estate investing is
making sure you:

e Know why you're making the investment.

e Choose the right type of real estate investment for your goals.

« Understand the fine print (such as your responsibilities as an owner, profit
potential, associated costs, and so on).

If you have answers to all three of those questions, you'll have a much easier

time finding the right investment for you and you're more likely to be happy
with the results. Let's dive in.

Why do you want to invest in real estate?
Often, this is the hardest question to answer.

Frequently, we see investors consider buying real estate for personal use, but
with an eye towards building a portfolio or real assets. For instance, you might



be interested in buying second or third homes in areas where you like to
vacation, or in a town where you hope to retire. In this case, ask yourself a few
follow-up questions:

e How often do you plan to use the home?

e Do you want to use it for anything else—like renting it for events or letting
friends and family use the property?

e How much money do you want to spend maintaining the property?

e Are you hoping the property appreciates in value, or is that a secondary
concern?

We sometimes see people buying a home that they want to use for
themselves, but that they hope to use for other purposes in the meantime. This
can impact how the property is viewed from a tax perspective and the most
strategic way to approach the purchase.

Alternately, are you hoping to purchase a rental property? If so, you'll need to
think about the type of rental you’re comfortable with. Offering short-term
rentals (via a vacation site like AirBNB or similar) can offer more flexibility,
allowing you to use the property when it's vacant. However, this can lead to
greater wear and tear on the property, as you have less control over the short-
term tenants. It also requires more work on your end to manage bookings and
keep the property in shape. Or, more likely, it requires you to hire a
management company to handle that for you, which can eat into any potential
income you're hoping to generate.

Long-term rentals can require less work on a day-to-day basis, but they still
come with a decent amount of ongoing maintenance and logistical support.
You'll need to make sure someone is available to handle issues on site, stay on
top of rent collection, have a plan for vetting tenants and filling vacancies, and
more. As with short-term rentals, you may need to bring in a professional
property manager. This can eat into any potential profits, and it can put you in
the position of running a mini business as opposed to simply investing in real
estate.



In either case (short- or long-term rentals): If you're planning to purchase a
rental property, consider its location in relation to your primary residence.
Buying property in remote locations has a lot of appeal, but the logistics of
overseeing those types of rentals can be much harder, and property managers
in sought after vacation destinations may charge a premium.

If you're considering real estate for less personal reasons—for instance, you
think it's a good investment and want to purchase a property that you think will
appreciate, or because you think real estate offers strong inflation protection—
you might have more options available to you than simply purchasing a

property.
How to invest in real estate

Knowing why you want to invest in real estate can help you better evaluate
some of the tactical ways to go about it.

1.Purchasing property

Purchasing an investment property generally falls into three
categories: residential, vacation, or commercial. Residential and
vacation properties are similar, but the length of the lease usually
varies. Commercial property tends to refer to office space, agriculture,
or similar.

Income, expenses, and tax considerations. Direct property purchase
tends to come with specific expenses around maintenance, and any
income generated through rent is taxed as ordinary income. That said,
the IRS allows you to depreciate the cost of an investment property
over time since the government assumes the wear and tear of renting
it out will reduce its value. This is separate from the property’s market
value. Additionally, any money you spend on improvements—new
appliances, landscaping, remodels—may also count as depreciation.
You may be able to spread depreciation and expenses out over
several years.



If you invest in a real estate property and you lose more money than
you earn via the passive income stream, you may be able to deduct
the loss against other forms of income. The parameters around these
deductions may expand if you qualify as a real estate professional
with the IRS.

If the property itself appreciates in value over time, you could also end
up paying capital gains tax on the property when you'’re ready to sell.
(You may be able to postpone this via a 1031 Exchange, though they
aren't right for everyone.)

Finally, make sure you're aware of any state or local tax
considerations that might apply to purchasing an investment property.

2. Partnerships, including real estate limited partnerships (RELPs)
Forming partnerships with experienced real estate investors or
developers allows you to invest in larger, more complex projects,
pooling resources and expertise. For instance, investing in a new
commercial development project, like a strip mall or a block of
condos.

Of course, this requires you to know people working on these types of
investment projects, and like any business arrangement, to trust your
partners and work with a good lawyer who will protect your interests.
They can often come with significant up-front investments, and your
money may be tied up and inaccessible for a long window.

You may be able to simulate this kind of approach without finding
business partners, and a real estate deal via a real estate limited
partnership (RELP) is an investment product structured to offer
similar exposure. These types of investments are only available to
specific types of sophisticated investors.

3. Real Estate Investment Trusts (REITSs)



REITs are companies that own, operate, or finance income-producing
real estate across various sectors. They trade like stocks (you may
not even know that a certain company or ticker is classified as a REIT)
so investors can access the real estate market without investing
directly in physical properties. REITs often pay dividends based on
rental income and capital gains.

4. Real estate mutual funds and exchange-traded funds (ETFs)

These mutual funds invest in the stocks of companies involved in the
real estate industry, such as property developers, real estate
management firms, and construction companies. They provide
diversification within the real estate sector without the commitment
(of both time and capital) required by direct investment.

Deciding whether to invest

We've spent some time explaining the fine print involved throughout this
article, so the bottom line comes down to your personal goals and risk
tolerance. Investing in real estate, especially if you're hoping to invest directly
(either by purchasing property or investing in a partnership), requires much
more work than investing in REITs or real-estate themed ETFs.

If you're prepared for significant capital outlay, additional (potentially
significant) ongoing costs that could eat into potential profits, a prolonged
lockup period where you can’t access your principal investment, and potential
volatility around future income streams and what you'll recoup, then real estate
can be a great addition to your portfolio.

If you're not ready for that level of commitment, you may be able to access
some of the pros of real estate investing, like dividend payments, inflation
protection, diversification, and growth by focusing on indirect investments
within your broader portfolio.

If you have questions about how what we've discussed in this article applies to
you, let’s find a time to discuss.



