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THE MOTLEY FOOL’S
PURPOSE
IS TO MAKE THE WORLD SMARTER,

HAPPIER, AND RICHER, OUR MISSION

IS TO DO THIS THROUGH REAL ESTATE
INVESTING.

The Motley Fool has long seen the
opportunity available in real estate
investing whether it’s through the buying
and selling of homes, building a portfolio
of investment properties, or investing in
real estate investment trusts and equities.
The 2017 Jobs Act legislation, new tax
laws, and the continued growth of all
aspects of the market have only made
real estate investing more appealing.
Real estate impacts nearly every aspect of
our lives including the places we live, work
and play. It is far more comprehensive
than buying a home (although we cover
that too). The benefits possible through
investing in real estate are available to
everyone whether you are a new investor
or a seasoned pro.
We exist to provide comprehensive real
estate information and advice with a

uniquely Foolish take. Our goal is to help
real estate investors feel empowered to
make great decisions and use real estate
to achieve their financial goals at every
stage in their lives. This guide focuses on
several ways that real estate can be used
to grow wealth:
• Real estate investment trusts (REITs)
and real-estate-related equity stocks
• Crowdfunded real estate deals
• Residential real estate investing
At Millionacres our writers and editors
are experts in real estate as both writers
and investors. They have decades of
experience in a variety of aspects of
real estate from residential real estate
to REITs and commercial real estate
investments. We are committed to clear,
jargon-free explanations of key concepts.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor.
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DECIDING WHERE
TO INVEST
WHICH IS THE BETTER INVESTMENT -REAL ESTATE OR STOCKS?
Are stocks or real estate a better investment? There’s no short
answer to this question, and the better choice depends on
several factors.
With that in mind, here are some of the most frequently asked
questions by investors who aren’t sure which is best for them.
Both have advantages and disadvantages. The best answer for
you depends on your investment style, risk tolerance, and goals.
Not only that, but there’s also a ton of variation within both
investment classes. For example, an S&P 500 index fund is a
very different investment from a risky up-and-coming 		
biotech stock.
Similarly, investing in a rental property and buying shares of a
real estate investment trust (REIT) are two completely different
types of investments.
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DOES REAL ESTATE GENERATE
SUPERIOR RETURNS TO
STOCKS?

The short answer is not really, but there’s a big caveat
here. Over long periods of time, property values tend to
appreciate at 2.5–3% per year, barely outpacing inflation.
After accounting for expenses, real estate investments usually
earn about 5–6% of their value in rent annually. Combined,
this adds up to total returns of 7.5–9% per year. The S&P 500
has historically generated total returns of about 10% annually
over long periods.
However, real estate investments often involve significantly
more debt (or “leverage”). While it’s generally not a good
idea to buy stocks on margin due to their volatile nature, it’s
rather safe to use borrowed money to acquire real estate.
When accounting for the benefits of leverage, real estate
investments can produce higher long-term returns 		
than stocks.

WHAT ADVANTAGES DOES REAL
ESTATE HAVE OVER STOCKS?
The ability to safely use debt to acquire real estate has the ability
to translate into some pretty impressive returns over time. In fact,
it’s not uncommon for an investment property purchased with
20–25% down to deliver annualized returns around 15%.
In addition, real estate investments have some unique tax
advantages over stocks. For example, real estate investors can
take a depreciation “expense” each year that reduces their taxable
rental income. And, through a process called a 1031 exchange,
real estate investors can defer taxes when they sell a property
by reinvesting the proceeds. Furthermore, REITs have the unique
advantage of not paying taxes on their profits.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor.
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ISN’T TOO MUCH LEVERAGE DANGEROUS?
“But wait,” you might say, “didn’t leverage
play a key role in some of the worst
market crashes of all time?”
Leverage is typically used when investing
in real estate. This begs the question of
whether this inherently makes real estate
investment dangerous. After all, too
much leverage when buying stocks was
a major contributing factor to the crash
of 1929. And real estate leverage was a
main contributor to the financial crisis a
decade ago.
However, there are some key points to
keep in mind:
First, when you buy a stock on margin,
your broker has the right to ask you for
more money or automatically sell your
stock if its value goes down. This is known
as a margin call and can be a nightmare
scenario to a long-term investor.
On the other hand, a lender won’t
demand immediate payment of your
mortgage or sell your home because its
value declined. This is a big difference
and the main reason why real estate debt

makes sense for long-term investors but
taking on debt to buy stocks does not.
Second, although real estate does
experience price swings over time, they
tend to be far less dramatic than stock
market swings.
Third, investors got into trouble with
debt during the financial crisis for two
reasons. They stopped caring about their
properties’ cash flow and focused on
price appreciation. In fact, many investors
bought homes and didn’t even rent them
out, planning to pay the mortgage for a
little while and sell the property for a big
profit.
And there were tons of “creative”
mortgage products given to borrowers
who were clearly not creditworthy.
Fortunately, many of these don’t exist
anymore.
If you use debt responsibly, it’s a healthy
part of a real estate investing strategy.
Just don’t forget about the cash flow of
your real estate investments.

WHAT ARE SOME OF THE DOWNSIDES
OF REAL ESTATE INVESTING?
While investment properties can produce big returns, there’s no such thing as a free
lunch. So it’s important to keep these drawbacks in mind.
Buying real estate is a time-consuming investment. Hiring a property manager helps.
But searching for, evaluating, and buying properties consumes far more time than a
stock investment.
Real estate is an illiquid investment. You can sell stocks with a couple clicks in no time
at all. Conversely, it can take months to sell an investment property unless you want to
accept a highly discounted price.
Finally, there are some unique risk factors that could hurt your investment returns.
Vacancy risk is a real-estate-specific issue. If your property sits vacant, you have no
money coming in but you still have to pay the mortgage and other expenses.
6
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WHAT ARE SOME OF THE ADVANTAGES
OF STOCK INVESTING?

Stocks have a history of the strongest long-term unlevered returns of any
major asset class. Besides that, the biggest advantage of stock investing over
real estate is liquidity. If you want to sell your stocks, you can do so for full
market price with the click of a button.
And, while there is homework involved in buying stocks, they’re almost
maintenance-free. Aside from the decisions to buy and sell, there isn’t any
upkeep you have to do with your stocks -- at least not in the sense of real
estate maintenance.
It’s also easier to diversify your holdings with stocks. You can buy the stocks
of companies in a variety of industries to hedge against economic and
industry-specific risks. Meanwhile, if you’re buying a portfolio of investment
properties, you’re essentially putting all of your money in the same
investment sector.

WHAT ARE SOME OF THE DRAWBACKS
OF STOCK INVESTING?
Although stock market returns have been quite consistent over decades,
they tend to be volatile over short time periods. Statistically speaking,
returns of 45% or a plunge of 22% in a single year wouldn’t be
considered unusual.
Because of readily available market prices and the liquidity of the market,
it’s easy to let emotions take over and make bad trading decisions. In fact,
emotional investing is why most stock investors end up underperforming
the market. Investors want to throw money into the market when they
see everyone else making money and stocks can’t seem to go anywhere
but up. But when the market plunges, it’s human nature to sell before
things get even worse. It’s common knowledge that the main goal of
investing is to buy low and sell high, but human emotions tend to make
people do the opposite.
There’s a lot more to the story than saying one type of investment is
better. For most investors, the best option is a combination of stocks and
real estate. This lets you take advantage of the best parts of each.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor.
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WAYS TO INVEST
IN REAL ESTATE
BUYING RENTAL PROPERTIES
The most well-known way to invest in real
estate is to buy rental properties. (In full
disclosure, I own a few rental properties.)
It’s a great way to invest in real estate, but
it isn’t right for everyone.
There are some major drawbacks to
owning rental properties. For one thing,
it’s a very time-consuming way to invest in
real estate. Hiring a property manager to
oversee the day-to-day operations of your
properties helps. But it takes a lot of time
to shop for, analyze, negotiate, and keep
up with rental properties. Far more than
the time you’ll spend on more passive real
estate investments.
There’s also more uncertainty involved.
For example, if your rental property sits
vacant for an extended time, your income
drops to zero. If a major unexpected
maintenance issue arises, it can wipe out
a year’s worth of returns.
Furthermore, buying rental properties
generally requires a large capital
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commitment. Expect to put at least 20%
down when buying a rental property;
many lenders require even more. In
contrast, you can invest in real estate
through real estate investment trusts
(REITs) by purchasing just a few shares of
stock (more on those later).
Finally, rental properties are an illiquid
form of real estate investment. It can take
several months to cash out of a rental
property unless you sell it cheaply.
The upside is that the total return
potential with rental properties is high.
If I thought I could earn superior returns
by only investing in REITs, I wouldn’t
own properties. Many factors determine
investment property returns, but
rental properties can be very lucrative
when things go right. Rental property
investors also get tax benefits like annual
depreciation deductions and the ability to
use 1031 exchanges to defer taxation.

RENT OUT SOME (OR ALL) OF YOUR
EXISTING HOME

Thanks to platforms like Airbnb, VRBO, and others,
you can rent all or part of your home to generate
rental income. This can be a great way to dip your
toes into the world of real estate investing and
generate an extra income stream. However, there
are a few things you should know first.

regulations. For example, your city may require you
to register and pay a fee to rent out your home. In
some cities, particularly those with lots of tourism,
it’s illegal to rent your property on a short-term
basis without a special license. Neighborhoods with
HOAs may have other restrictions.

For starters, there could be major tax implications
if you choose to rent out your home on one of
these platforms. If you only rent it every so often,
you may be able to legally avoid taxes on your
rental income. The IRS allows you to rent your
home for as many as 14 days each year with no tax
liability whatsoever. Beyond that, however, you’ll
want to consult a qualified tax professional to
help you.

I strongly advise against renting your home without
meeting all the legal requirements. The penalties
for violating these rules can be extremely harsh.

It may also violate the terms of your mortgage to
rent your home. After you’ve borrowed money, it’s
rare for a mortgage company to physically confirm
that you’re living in the home. But if you got a
mortgage under the pretense of being an owneroccupant, many lenders won’t permit you to rent
your property.
If you rent some or all of your home through one of
these platforms, it’s important to comply with local

The takeaway is that there’s a lot of gray area when
it comes to renting your home through Airbnb or
another site.
For example, if you only rent one bedroom of your
home for a few nights, does it meet your city’s
definition of a “short-term rental”? Or if one of your
home’s bedrooms rents for 10 days and another
rents for eight days this year, do you have to pay
taxes since you technically didn’t rent out any
space for more than 14 days?
Consult a lawyer, tax attorney, or other qualified
professional to help you answer any of these
questions.

BUY A VACATION HOME
Another way to invest in real estate if you’re willing
to buy property is to invest in a vacation rental.
There are several benefits to a vacation rental as
opposed to a long-term rental property. For one
thing, vacation rentals generally have more income
potential than long-term rentals.
Say you buy a beach condo and rent it weekly. The
sum of your weekly rental income is likely to be far
greater than you could expect to receive from a
similar property with a tenant on an annual lease.
In addition, buying a vacation rental can also give
you and your family a place to vacation without
paying for a hotel. Vacation rentals can also
be cheaper to finance. Lenders have different
definitions of “second home,” but many let you
get second-home financing if you live in the
property for even a small portion of the year.
Second-home financing is easier to get than an

investment property mortgage, and also has lower
interest rates, origination fees, and down-payment
requirements.
On the other hand, there are some downsides.
With a local rental property, hiring a property
manager is optional. With a vacation rental that’s
not near where you live, it’s necessary. There’s too
much work involved with managing a vacation
rental for an absentee owner to do on their own.
And property management fees are considerably
more expensive when it comes to vacation rentals
because of the increased amount of work involved.
With a long-term rental, the industry-standard
property management fee is about 10% of
collected rent. With a vacation rental, expect to pay
at least 25% of the property’s income.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor.
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FIX-AND-FLIP A HOUSE
At Millionacres, we generally take a long-term
view of investing in real estate. Fix-and-flips have
become more popular in recent years, especially
because they’re the focus of some popular
television shows.

This is more of a business than a real estate
investment strategy and is generally not a good
idea for inexperienced investors. However,
there’s money to be made by fixing and flipping
properties, so it’s worth mentioning.

In a nutshell, a fix-and-flip involves buying a
property that needs repairs, fixing it up, and selling
it (hopefully) for a profit.

THE STOCK MARKET
Now we’ll get into some of the ways you can invest
in real estate without buying property. One of
the best passive ways to invest in real estate is
through the stock market. There are a few different

types of real estate stocks you can buy: real estate
investment trusts, homebuilders, and other realestate-related businesses. We’ll go over each of
them here.

REAL ESTATE INVESTMENT TRUSTS
The most obvious way to invest in real estate
through the stock market is by buying into a real
estate investment trust, or REIT.
A REIT pools investors’ money to invest in real
estate assets. To be classified as a REIT, a company
needs to meet specific requirements, such as
earning at least 75% of its income from real estate
and paying at least 90% of its taxable income to
shareholders. If it meets these requirements,
a REIT pays no corporate tax whatsoever on its
profits. This benefit makes REITs an especially great
choice for tax-advantaged retirement accounts
like IRAs.
Most REITs specialize in a certain type of
commercial properties. There are REITs that invest
in apartment buildings, offices, hotels, data centers,
self-storage facilities, healthcare properties, and
more. There are also REITs that invest in mortgages
and other financial real estate assets -- these are
known as mortgage REITs.
There are several advantages to investing in real
estate through REITs.
For one thing, it’s easy. You can buy shares of a
REIT through any online broker with a few clicks 		
10
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of a mouse.
You have no ongoing obligations after you invest,
and your money is spread across a portfolio of
properties so you won’t be dependent on the
performance of any specific property.
Plus, REITs are a very liquid type of real estate
investment. If you want to cash out, you can do so
immediately and at the full market value of your
shares. In fact, REITs are by far the most liquid way
to directly invest in properties.
It’s important to point out that REITs are generally
designed for steady income and growth, not for
extraordinary returns. Active investment methods
like those above are more likely to produce truly
extraordinary returns. REITs are designed for solid
returns with an emphasis on consistency 		
and safety.
The key point to know is that REITs let investors
benefit from rental property ownership without
the burden of owning properties themselves. Most
REITs pay above-average dividends and, thanks
to appreciation of the properties they own, can
produce impressive total returns over time.

HOMEBUILDERS
As the name suggests, homebuilders are
companies that primarily build and sell new homes.
Homebuilders are more of a stock investment
than a real estate one, but your investment’s
performance is tied to the health of the real estate
markets where the builder operates.
Homebuilding is a capital-intensive business and
profit margins can be quite low. Plus, homebuilders
can be a cyclical type of investment, meaning
they’re vulnerable to recessions and other weak
economic conditions.

Here are some of the largest homebuilders
you might want to take a look at:
D.R. HORTON (NYSE: DHI)
NVR (NYSE: NVR)
KB HOME (NYSE: KB
LENNAR (NYSE: LEN)

REAL ESTATE-ADJACENT BUSINESSES
There are other stocks that aren’t direct real estate
investments but depend on a strong housing
market for success. They make their money from
real-estate-related activities.

Lowe’s (NYSE: LOW). These companies not only sell
lumber and other supplies to homebuilders but
also benefit when homeowners decide to renovate
and improve their homes.

Online real estate businesses such as Zillow
(NASDAQ: Z) (NASDAQ: ZG) and Redfin (NASDAQ:
RDFN) are good examples. They make their money
in several ways, including selling services to real
estate agents, originating mortgages, and even
buying and selling homes themselves.

Finally, companies that make money from real
estate transactions are another way to invest. For
example, Realogy (NYSE: RLGY) owns real estate
brands including Century 21, Coldwell Banker,
Sotheby’s, and more. Berkshire Hathaway (NYSE:
BRK-A) (NYSE: BRK-B) is another example. This
stock is a great way to invest in real estate and a
bunch of other businesses at the same time.

You can also invest in real estate indirectly through
the stocks of companies that sell homebuilding
supplies, such as Home Depot (NYSE: HD) and

THE MOST OBVIOUS WAY TO INVEST

IN REAL ESTATE THROUGH THE STOCK
MARKET IS BY BUYING INTO A REAL
ESTATE INVESTMENT TRUST, OR REIT.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor. 11

CROWDFUNDED REAL ESTATE
Real estate crowdfunding is a new way to invest in
real estate without buying properties. It has grown
in popularity dramatically in recent years.
Here’s how it works: An individual or company
(known as the deal sponsor) identifies a real estate
investment opportunity. Typically, these involve
buying a single property, completing a valueadding project, and selling the property at a profit.
For example, a sponsor may plan to buy an older
hotel, renovate all the rooms and common areas to
increase the room revenue, and sell it a few
years later.
The sponsor will then list the opportunity on
a crowdfunding portal. There are a few highly
reputable portals, such as CrowdStreet and Realty
Mogul, which regularly have several crowdfunding
opportunities to choose from.
The sponsor usually contributes some of the
project’s capital and aims to raise the rest from
investors. After the required funding is raised, the
sponsor can use the funds to acquire the property
and execute its plans.
Crowdfunded real estate is a higher-risk form of
real estate investing, so there are some downsides
to be aware of.
For one thing, crowdfunded real estate is the most
illiquid way to invest in real estate. With REITs or
other stock investments, you can cash out at the
push of a button. With a rental property, it may
take a few months, but you’re free to sell whenever
you want. With a crowdfunded real estate
investment, your money is tied up for years. Most
crowdfunding investments have target holding
periods that range from 3–10 years, and there’s no
guarantee that the property will be sold by the end
of this timeframe.
There’s also a great deal of execution risk
compared to simply buying a property to rent out.
Crowdfunded real estate investments generally
rely on some sort of value-adding project, such as a
renovation or adding additional amenities.
If a renovation project takes longer than expected
or costs more than expected, it can dramatically
12
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lower the investment’s returns. Plus, there’s no
guarantee that a project will result in the desired
income or value increase. For example, if a sponsor
renovates a hotel and there’s a recession going
on when the renovations are completed, the
property’s actual income and the deal’s projected
income can be very different -- and not in a
good way.
Having said that, there’s a lot of money to be
made on successful crowdfunded real estate
investments. It’s not uncommon for deals to target
(and achieve) annualized returns in the 15–20%
range for investors.
Since the industry is still young, there isn’t much
concrete data, but the early results are promising.
For example, as of July 2019, CrowdStreet has had
17 completed deals listed on its platform, and
here’s a rundown of the results:
• 10 of the 17 met or exceeded the deal
sponsor’s target internal rate of return (IRR).
• 14 of the 17 produced IRR of 14% or more.
• 10 of the 17 produced IRR of 18% or more.
• Only 1 of the 17 deals lost money for investors.
• The other 16 all produced positive IRRs of at
least 12%.
Of course, this only represents a small percentage
of the deals on CrowdStreet’s platform, as the site
is young and most funded deals are still active
investments. So it’s fair to assume that more
performance data will become available in the
coming years.
The takeaway is that crowdfunded real estate
is a high-risk, high-reward type of real estate
investment. Many deals produce great returns for
investors, but some go the other way. For example,
the one money-losing deal so far that originated
on CrowdStreet’s platform lost roughly 70% of its
investors’ contributions.

WHAT’S THE BEST
WAY FOR YOU TO
INVEST IN REAL
ESTATE?
THE TITLE OF THIS ARTICLE IS
ACTUALLY A TRICK QUESTION.
There are many ways to invest in real estate and there are many
differences between them. For example, I wouldn’t put buying shares
of a homebuilder and buying into a crowdfunded real estate deal in the
same investment ballpark.
With that in mind, the better question to ask is which type of real estate
investment strategy is right for you. It’s important to weigh the pros and
cons of each and to consider your personal investment goals and risk
tolerance before deciding.
The bottom line is that there isn’t one best way to invest in real estate for
everyone, but there’s probably a way that’s ideal for you.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor. 13

GUID E TO RE IT
I N VE S TI NG
Real estate investment trusts, or REITs, can be fantastic ways to add both
growth and income to your overall portfolio, while adding diversification as
the same time. Before you get started, however, it’s important to know that
REITs aren’t the same as most other dividend stocks, and it’s important to
familiarize yourself with the basics.
With that in mind, here’s a quick guide to what investors need to know
about all of the following topics, along with links to more detailed
discussions of each topic.
• What is a real estate investment trust?
• How does a company become a REIT?
• Why would a company want to be classified as a REIT?
• Why might you want to invest in REITs?
• The difference between equity REITs and mortgage REITs
• The different types of real estate you can invest in through REITs
• Important metrics for REIT investors to know
• Publicly traded REITs and nontraded REITs
• The potential tax implications of investing in REITs
• Examples of some of the largest REITs in the market
• Risks you should be aware of before buying a REIT

14

Motley Fool Millionacres

WHAT IS A REIT?
A real estate investment trust, or REIT (pronounced
reet), is a unique type of company that allows
investors to pool their money to invest in real
estate assets. Some REITs simply buy properties
and rent them to tenants, others develop
properties from the ground up, and some don’t
even own properties at all, choosing to focus on
the mortgage and financial side of real estate.
Although this is an oversimplification, you can
think of a REIT like a mutual fund for real estate.
Hundreds or thousands of investors buy shares
and contribute money to a pool, and professional
managers decide how to invest it.

The purpose of REITs is to allow everyday investors
to be able to invest in real estate assets that
they otherwise wouldn’t be able to. For example,
could you go out and buy a high-rise office tower
or shopping mall? Could you buy a portfolio of
mortgages, or would you even know how to go
about doing this? Probably not. However, REITs
allow you to put your money to work in these
ways. You can even gain exposure to billion-dollar
commercial property portfolios with just a few
hundred dollars to start.

HOW DOES A COMPANY BECOME A REIT?
It’s important to realize that a company can’t
simply buy some real estate and call itself a real
estate investment trust. There are some specific
requirements that must be met, including:
REITs must invest at least three-fourths of their
assets in real estate or related assets, and must
derive three-fourths of their income (or more)
from these assets. In other words, more than 75%
of a REIT’s income needs to be from sources like
rental income, mortgage payments, third-party
management fees, or other real estate-derived
sources.
REITs must be structured as corporations, and
must have at least 100 shareholders. Because of
the 100-shareholder requirement, many REITs start

out as real estate partnerships, and convert to REIT
status later on.
No more than 50% of a REIT’s shares can be owned
by five or fewer shareholders. In practice, REITs
generally limit the ownership of any single investor
to 10% in order to ensure compliance with
this rule.
Most notably, REITs are required to pay out at
least 90% of their taxable income. This is why REITs
typically pay above-average dividend yields. In fact,
most REITs pay out 100% of their taxable income or
more -- as we’ll see later, REITs generally earn more
than their “net income” indicates.

A REAL ESTATE INVESTMENT TRUST, OR

REIT, IS A UNIQUE TYPE OF COMPANY THAT
ALLOWS INVESTORS TO POOL THEIR MONEY
TO INVEST IN REAL ESTATE ASSETS.

Millionacres is dedicated to helping you become a smarter, happier, and richer real estate investor. 15

WHY WOULD A COMPANY WANT TO BE
CLASSIFIED AS A REIT?
As you can see, there are some pretty
strict requirements that must be met
in order for a company to be classified
as a REIT. So why would any real estate
company want to go through the trouble?
There’s a very big motivating factor that
encourages companies to pursue REIT
status, and it has to do with taxes.
Specifically, REITs are not treated as
ordinary corporations for tax purposes. If
a company qualifies as a REIT, it will pay
no corporate tax whatsoever, no matter
how much profit it earns. Even if a REIT’s
profits are in the billions, the IRS can’t
touch a dime of it.
This is where the 90% payout
requirement comes in. Because REITs
are required to pay out most of their

income, they are treated as pass-through
entities and are only taxable at the 		
individual level.
With most dividend-paying companies,
profits are effectively taxed twice. When
a company earns a profit, it has to pay
corporate income tax, which is currently
at a flat rate of 21%. Then, when the
profits are paid out as dividends to
shareholders, they are subject to dividend
taxes at the individual level. So, only being
taxed once is a huge advantage for REITs.
The caveat is that REIT dividends are
typically taxed at a slightly higher rate
than that of most stock dividends, and
the tax structure can be rather complex,
as we’ll see later. However, this is still a
major tax benefit for REITs and 		
their investors.

WHY REITS CAN BE GREAT LONG-TERM
INVESTMENTS
Aside from the tax benefit, there are several other good reasons why REITs should be in
every long-term investor’s portfolio, including:
For starters, REITs can be a source of reliable, growing income. Because most propertyowning REITs lease their properties on a long-term basis, REITs can be nicely set up for
steady income, quarter after quarter. There’s definitely far less variance in the quarter-toquarter profits of well-run REITs than there is for most other companies, including those
that are generally thought of as “stable.”
REITs can be a smart way to add diversification to your investment portfolio. They’re
technically stocks, but they represent real estate assets, and real estate is generally
considered a separate asset class that isn’t closely coordinated with the stock market.
If you want to invest in real estate, REITs can be a very easy way to get started. There’s
excellent return potential in owning investment properties outright, but there’s a lot of
work involved with direct real estate investments, even if you hire a property manager to
oversee their day-to-day operations. You can buy shares of any publicly traded REIT with
the simple click of a button, and without any ongoing maintenance worries.
16
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THE TWO MAIN TYPES OF REITS
Before we go any further, let’s take a minute to discuss the two different classifications of
REITs. As we’ll see later, there are REITs that specialize in a wide variety of asset types, but
all REITs can be dropped into one of two buckets.
First, equity REITs are the type of real estate investment trusts that own properties as their
primary business. For example, a shopping mall REIT or a senior housing REIT would be
considered an equity REIT. Going forward, you can assume the term REIT refers to equity
REITs unless specified otherwise.
Second, mortgage REITs invest in mortgages, mortgage-backed securities, and other
mortgage-related assets. Generally speaking, these companies borrow large amounts of
money at lower, short-term interest rates, and use this money to purchase 15- or 30year mortgages that pay higher rates. The difference between the borrowing costs and
the interest income paid by the mortgages is the profit margin. These are very different
investments than equity REITs -- in fact, they aren’t even classified as being in the real
estate sector. Mortgage REITs are considered to be financial stocks, just like banks and
insurance companies.
There are a few REITs that own both property and mortgage assets, and these are known
as hybrid REITs. However, the overwhelming majority of REITs invest in either one type of
real estate asset or the other.

TYPES OF REITS
Here’s a rundown of the different specializations of REITs you could invest in:
Mortgage REITs -- As discussed above, mortgage REITs invest in mortgages, mortgagebacked securities, as well as other mortgage-related assets such as mortgage servicing
rights (MSRs).
Residential REITs -- Residential REITs generally specialize in apartment properties, but
there are some that invest in single-family rental properties. Some choose to specialize
even further -- for example, there are residential REITs that exclusively invest in urban
apartment buildings, student housing communities, and more.
Office REITs -- Some office REITs invest in a wide variety of office properties, while others
choose to specialize. There are office REITs that only invest in top-tier urban high-rise
offices, for example, while others specialize geographically, concentrating on a
specific market.
Industrial REITs -- Some industrial REITs also refer to themselves as “logistics” REITs. They
own properties such as distribution centers, factories, and warehouses. For example,
many of the massive distribution centers used by e-commerce giants like Amazon are
owned by industrial REITs.
Healthcare REITs -- There is a variety of subspecialties that healthcare REITs can invest
in. Healthcare real estate can be broken down into categories such as hospitals, medical
offices, senior housing, skilled nursing, life science, wellness centers, and more. Some
invest in just one of these, while others invest in several different types.
Self-storage REITs -- This category is pretty self-explanatory. Self-storage REITs invest in
properties that rent storage units to individuals and corporations.
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Retail REITs -- There are three main subcategories of retail REITs -- malls, shopping
centers, and net lease (also known as freestanding). Most retail REITs choose one of
these three types, but there are a few that have a broad retail property portfolio.
Infrastructure REITs -- These companies invest in properties like communications
towers, fiber optic networks, pipelines, and other infrastructure assets that need real
estate (land or buildings) to operate. For example, in order to build a communications
tower, you need to own or lease the land it’s going to be installed on. In fact, the largest
REIT in the world is an infrastructure REIT with communications towers located all over
the world.
Timberland REITs -- Timberland REITs own forest land and make their money selling
the wood their lands produce, as well as its related products.
Hospitality REITs -- Most hospitality REITs primarily own hotels, but some get revenue
from additional hospitality-related sources as well. For example, a hospitality REIT might
own resort hotels, but may also earn substantial revenue from the restaurants and
retail outlets in its properties, in addition to the revenue generated by its hotel rooms.
Data-center REITs -- Data centers are facilities designed to provide secure and reliable
space for companies to house servers and other computing equipment.
Diversified REITs -- Simply put, a diversified REIT is any real estate investment trust
that owns a combination of two or more of these types of properties. For example, a
diversified REIT might own hotels and shopping centers.
Specialty REITs -- Obviously, there are more types of commercial real estate than
the 12 discussed here, so any of those other types would belong in this category.
Just to name a few examples, a specialty REIT might invest in education properties,
entertainment properties, farmland, or prisons.

TWO VERY IMPORTANT METRICS FOR REAL
ESTATE INVESTORS TO KNOW
To be perfectly clear, there are certainly more than
two metrics that REIT investors should use, and
you can read our more thorough list of important
REIT metrics if you plan to analyze and evaluate
individual REITs.

-- after all, depreciation doesn’t actually cost the
REIT anything. FFO adds back in this depreciation
expense, makes a few other adjustments, and
creates a real-estate-friendly expression of a
company’s profits.

However, the two most important metrics to know
are funds from operations (FFO) and companyspecific varieties of that same metric.

To take it a step further, most REITs report one or
more company-specific FFO metrics. These may
be called normalized FFO, core FFO, or adjusted
FFO. The point of these is to adjust for onetime items or market conditions that distorted
earnings for that particular REIT. These metrics are
typically very close to FFO. However, the key thing
to remember is that despite offering the most
accurate picture of a particular REIT’s profits, they
don’t necessarily make for good apples-to-apples
comparisons between REITs. Unlike FFO, they just
aren’t standardized metrics.

Funds from operations, or FFO, expresses a
company’s profits in a way that makes more sense
for REITs than traditional metrics like “net income”
or “earnings per share.” Without getting too deep
into a discussion of how depreciation works, let’s
just say that when you invest in real estate, you
can write off (deduct) a certain portion of the
purchase price each year. Although this decreases
taxable income, it also distorts a REIT’s profits
18

Motley Fool Millionacres

REITS DON’T HAVE TO BE
PUBLICLY TRADED

The most popular and largest REITs are generally publicly traded,
but it’s important to mention that a REIT doesn’t have to be a
publicly-traded company. There are actually three classifications of
REITs when it comes to how they accept investments:
Publicly traded REITs can be readily bought and sold on major
stock exchanges like the NYSE and Nasdaq.
Public nonlisted REITs are available to all investors, but don’t trade
on major exchanges.
Private REITs aren’t listed on major stock exchanges, and are
generally restricted to accredited investors, which typically
means high-income or high-net-worth individuals, or institutional
investors.
There are some advantages and disadvantages to each type. One
major consideration is that the latter two types generally aren’t
liquid investments, meaning that they can be very difficult to sell
and cash out of. Private REITs also don’t have to follow most SEC
regulations that apply to the other two types, so there’s a lack of
transparency.

TAX IMPLICATIONS OF REIT INVESTING
Although the lack of corporate taxation is certainly a benefit for REITs and their
investors, the caveat is that the tax structure of REITs can be quite complex.
First off, most REIT dividends don’t meet the IRS definition of “qualified dividends,”
which would entitle them to lower tax rates. For example, someone in the 22% tax
bracket typically pays 15% on qualified dividends, but REIT dividends generally don’t
qualify for this favorable treatment.
However, because REITs are pass-through businesses, REIT dividends that aren’t
considered qualified dividends typically qualify for the 20% qualified business
income (QBI) deduction. In other words, if you receive $1,000 in ordinary dividends
from a REIT, as little as $800 of that amount could be taxable.
Plus, REIT dividends often have several different components. The majority of each
distribution you receive from a REIT is typically considered to be ordinary income,
but some portion might meet the qualified dividend definition. And, some portion of
REIT distributions can also be considered a return of capital, which isn’t taxable at all,
but reduces your cost basis in the REIT, and can have future tax implications.
Confused yet? The good news is that you don’t have to keep track of any of this.
When you receive your year-end tax forms from your brokerage, the dividend
classification will be broken down for you automatically.
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RESIDENTIAL REAL
ESTATE INVESTING
In general, you’ll need a rather large down payment to purchase an investment
property. Down payments of at least 20% are typically required, and 25% is most
common.
However, there’s a way that new investors could potentially buy their first investment
property with a down payment of 5% or less -- and in some cases, with no down
payment at all. Known as “house hacking,” this involves buying a home and renting out
part of it while living in the other part. Here’s a rundown of how it works and why it can
be so lucrative, so you can decide whether it could be a good idea for you.

HOW MUCH DO YOU NEED TO PUT
DOWN FOR AN INVESTMENT PROPERTY
MORTGAGE?
Many websites and books talk about creative ways to “buy investment properties for
little or no money down,” such as by using seller financing, personal loans, and other
tactics. But these aren’t always practical (or financially responsible) in 			
real-world situations.
Prior to the Great Recession in 2008, it was quite common to see investment property
mortgages with miniscule down payments. In lenders’ minds, home values always
went up, so it wasn’t much of a risk to loan the entire purchase price, or close to it. We
all know how that turned out -- in fact, over-leveraged investment properties were one
of the main causes of the crash in home values and subsequent economic woes.
These days, most lenders want at least 20% down for investment property mortgages.
The reasoning is that mortgages with lower down payments generally require
mortgage insurance, and it is next to impossible to find mortgage insurance for
investment properties. Many lenders actually require 25% or even 30% down to
finance investment properties. This is in addition to closing costs, loan fees, and
required reserves. It’s not uncommon to need $70,000 or more in the bank to close on
a $200,000 investment property.
20
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HOUSE HACKING: THE CHEAPER
ALTERNATIVE

Obviously, the capital requirement can be a major barrier to entry for would-be real
estate investors. That’s where house hacking comes in.
House hacking refers to the concept of buying a home with extra units or extra space,
living in part of the home, and renting out the rest. For example, if you buy a triplex
and live in one unit while renting out the other two, it can be considered a house hack.
House hacking could also mean buying a large single-family house and renting the
extra bedrooms to roommates, just to name one other possible scenario.

HOUSE HACKING 101
Consider this example. You buy a quadruplex
(four-unit property) for $300,000, move into one
unit, and rent the other three units out for $750
each ($2,250 total) per month.

You obtain a conventional mortgage with 5%
down, so based on a 4% interest rate, you’ll have
a monthly $1,361 mortgage payment (principal
and interest), and we’ll say that including property
taxes and insurance, you pay $1,800 per month to
your mortgage company.
Not only does the rent you collect completely cover your mortgage
payment, but you’re getting $450 per month in income. And over time,
your tenants are paying down your loan and building equity for you.

THIS CAN BE A GREAT WAY TO DIP YOUR TOES
INTO REAL ESTATE INVESTING, AS YOU CAN
LEARN THE BASICS OF THINGS LIKE PROPERTY
MANAGEMENT IN A HANDS-ON MANNER.
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WHY HOUSE
HACKING REQUIRES
LESS CAPITAL
Here’s the key point: If you live in a home,
even a home with several living units, it is
still considered a primary residence. This
generally results in lower mortgage rates
and lower lending fees, and may even get
you favorable property tax treatment.
And for the purposes of our discussion,
the down payment requirements for
primary residence mortgages can
be much lower than for investment
properties.
Most primary residence mortgages can
be originated on single-family homes
as well as two- to four-unit multi-family
properties. (Note: Anything with more
than four units is generally considered to
be commercial in nature and is ineligible
for residential mortgages.)
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Conventional loans can be made with
down payments as low as 3%–5%,
depending on the property and the
borrower’s qualifications. If your credit
score is on the lower end of the spectrum,
you could still obtain an FHA mortgage
for your primary residence with as little as
3.5% down. FHA loans aren’t the cheapest
or quickest but can be a great option
for homebuyers without stellar credit.
If you’re a veteran or are an active-duty
military member, you may even be able to
obtain a primary residence VA mortgage
with no down payment at all.

AN EXAMPLE OF HOW HOUSE HACKING
CAN BE A LUCRATIVE INVESTMENT
To illustrate how this could work, consider
this example. You buy a quadruplex (fourunit property) for $300,000, move into
one unit, and rent the other three units
out for $750 each ($2,250 total) 		
per month.
You obtain a conventional mortgage with
5% down, so based on a 4% interest rate,
you’ll have a monthly $1,361 mortgage
payment (principal and interest), and we’ll

say that including property taxes and
insurance, you pay $1,800 per month to
your mortgage company.
Not only does the rent you collect
completely cover your mortgage
payment, but you’re generating $450 per
month in income. And over time, your
tenants are paying down your loan and
building equity for you.

ARE YOU A GOOD CANDIDATE FOR
HOUSE HACKING?
There are a few things to consider before
you think about a house-hacking situation
of your own.
For one thing, you must live in the
property. If you obtain a mortgage on a
primary residence and you don’t move in
after closing, it could constitute mortgage
fraud. You don’t necessarily have to stay
forever, but most lenders have certain
time requirements before you can
move out of a property financed as your
primary residence, so be sure you know
the rules.
Also, you need to be willing to share
your space. If you want a property that’s
entirely your own, house hacking is
probably not the way to go.
There are also some big potential
downsides you must be willing to
deal with. For example, cash flow in
investment properties can be rather
unpredictable. In our example, the

property produces a positive cash flow
of $450 per month -- but only if all three
of the other units are occupied and
nothing major goes wrong. Vacancies and
unexpected maintenance expenses can
quickly erase your income.
Furthermore, it can be a headache to live
right next to your tenants. If you own a
rental property you don’t live in, tenants
might call you if something breaks. If you
live next door, they might just knock on
your door and expect you to handle the
situation right away.
Finally, from a financial perspective, it’s
important to mention that you’ll need
to be able to qualify to buy the entire
property on your own. In other words, if
you’re buying a multi-unit property, you
can’t use the expected rental income to
justify getting a mortgage -- you’ll need to
qualify for the mortgage based on your
own income, debts, and credit.
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BUYING A VACATION
HOME
THERE ARE MANY GOOD REASONS TO
BUY A VACATION HOME.
But, like any major financial decision, there’s a lot you should know
before you commit.
For example, did you know that there’s a special category of mortgage
loans for vacation homes and other non-primary residences? Or that
property management fees for vacation rentals can be three times what
you’d pay a property manager to manage a long-term rental property?
With that in mind, here’s a rundown of the pros and cons of buying a
vacation home, as well as what you should know about taxes, financing,
and other issues before you start looking for properties.
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REASONS TO BUY A
VACATION HOME
BUYING A VACATION HOME IS A MAJOR

FINANCIAL DECISION. BEFORE YOU DIVE IN,

IT’S IMPORTANT TO UNDERSTAND THE BENEFITS
AND DRAWBACKS.
We’ll start with the benefits. Here are some of the
most common advantages of buying a 		
vacation home:
• You could save money in the long run if you
vacation often. If you spend two months each
summer at the beach, your annual mortgage
payments on a vacation home could be
comparable to what you pay to rent for two
months. Plus you’ll be building up equity over
time, not giving your money to someone else.
• You may be able to use your vacation home to
generate rental income when you aren’t there.
In popular vacation destinations, this could
turn the home into a serious money maker.
We’ll get into details about this a bit later.
• Real estate values -- especially in popular
vacation areas -- tend to go up over time. Even
if you don’t rent it out, your vacation home
could help you build wealth.

• You may be able to get tax breaks for
mortgage interest and property taxes if you
don’t primarily use your vacation home as a
rental property.
• You can customize a vacation home to fit
your needs and preferences and you can
store belongings there. For example, if you
own a home at the beach, there’s no need to
transport your beach chairs and your kids’
beach toys on every trip.
• A vacation home could eventually be a fulltime home. Buying a vacation home when
you’re relatively young could give you a
desirable place to retire down the road.
Of course, there are also intangible reasons to buy
a vacation home, like giving your entire family a
place to get away together. Everyone has their own
reasons for wanting a vacation home.

YOU MAY BE ABLE TO GET TAX BREAKS FOR

MORTGAGE INTEREST AND PROPERTY TAXES IF
YOU DON’T PRIMARILY USE YOUR VACATION
HOME AS A RENTAL PROPERTY.
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DRAWBACKS TO BUYING A VACATION HOME
Vacation home ownership has drawbacks and it
isn’t right for everybody. With that in mind, it’s
important to consider these things before
you buy:
• Vacation homes are expensive, especially in
popular destinations. My wife and I considered
buying a two-bedroom condo at one of our
favorite beach destinations. Then we saw that
the median price of the homes was more than
double what we paid for our primary home.
• Besides paying the mortgage, you’ll also pay
property taxes, insurance, utilities, and other
expenses at two homes.
• Vacation homes can be difficult to finance.
Financing a vacation home can be difficult.

Lenders charge higher interest rates and
want higher down payments than they
would for a comparable primary home.
• Maintenance is your responsibility. You’ll
have to handle maintenance issues
yourself or pay someone else to do it.
• Real estate isn’t a liquid asset. It can be
difficult to sell quickly without taking
significantly less than the home is worth.
Many financial planners don’t suggest
buying a vacation home -- or any real
estate -- unless you plan to own it for at
least five years.
Now let’s tackle some of the most common
questions about vacation homes.

DO YOU GET THE SAME TAX BREAKS WITH A
VACATION HOME AS YOUR MAIN HOME?
You may be able to deduct your mortgage
insurance and property taxes in the same manner
as you would for a primary home. It depends on
how much you rent out your vacation home.
Here’s the key test. Do you live in the home
• at least two weeks (14 days) out of the year or
• 10% of the days it’s rented out?
If you do, you can treat it as a vacation home
instead of an investment property. Keep in mind
that you’ll need to satisfy the condition that results
in the higher number.

home’s mortgage, and certain home equity debt
from improving the property. Before the Tax
Cuts and Jobs Act, the limit was $1 million in
mortgage principle. Pre-existing mortgages were
grandfathered into the old limits.
You can deduct the property taxes you pay on your
primary and vacation homes, but the state and
local tax (SALT) deduction is now limited to $10,000
per year. This includes your real estate taxes and
any state and local income taxes (or sales tax)
that you pay. If you have more than one home, it’s
common to have taxes that exceed the limit.

Let’s say you own a condo in the mountains and
rent it out for 180 days each year. You’d need to
occupy the home at least 18 days out of the year to
consider it a vacation home for tax purposes. If you
spend 17 or fewer days there, it’s an investment
property.

It’s also important to know about a tax break that
you don’t get on a vacation home. When you sell
a primary residence, you can exclude as much as
$250,000 in capital gains ($500,000 for a married
couple) from your taxes. If you paid $400,000 for
your primary home and sell it for $500,000, you
won’t pay any tax on the profit.

The IRS lets taxpayers deduct the interest on as
much as $750,000 of qualified personal residence
debt. This includes the interest you pay on your
primary home’s mortgage, a second or vacation

If this sale took place with a vacation home, you’d
find yourself with $100,000 of taxable capital gains.
A six-figure profit is certainly a good problem to
have. But be aware of the tax implications.
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CAN YOU RENT YOUR VACATION
HOME OUT?

The short answer to this question is “yes.” But doing so could have major 		
tax implications.
Remember the IRS threshold that distinguishes a sometimes-rented vacation
home from an investment property? If you rent your property out, you need to
occupy it for at least 14 days during the year or at least 10% of the number of
days you rent it out. If you do, you can treat the vacation home as a secondary
residence for tax purposes. If not, the IRS considers it an investment property.
That’s regardless of whether you primarily bought it for investment purposes.
Let’s start with the common implications. No matter how a rented property is
classified, you must report rental income on your tax return. You can also deduct
certain expenses from it. Imagine that you earned $5,000 of rental income last
year and spent $2,000 on maintaining and repairing the property. In this case,
you’d have $3,000 in taxable rental income.
Here’s the important part. If the IRS considers your vacation home an investment
property, you can’t use the mortgage interest or property tax deductions. You can,
however, deduct those from your taxable rental income and use the investment
property depreciation deduction. That can have a big impact on your tax liability. In
fact, many profitable investment properties show a loss for tax purposes because
of the valuable tax benefits available to them.
We’ll get into financing vacation homes in a bit. Just remember that it can be much
more difficult and expensive to finance an investment property than a home you
intend to occupy (even if you rent it out).

IF YOU ONLY RENT YOUR VACATION
H O M E O U T E V E R Y O N C E I N 				
A WHILE...

The IRS has a special rule for properties that aren’t rented very often. If you rent
your vacation home out for 14 days or less each year, you don’t have to report that
rental income or pay any taxes on it. Even if you rent your home out and make
thousands of dollars in those two weeks, the IRS can’t touch a penny.
Just something to keep in mind.
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ARE YOU ALLOWED TO RENT YOUR
VACATION HOME OUT?

Another question to answer before you make an offer is whether you’re even allowed
to rent the home out.
Many vacation destinations have restrictions on rentals. For example, I used to live in
Key West, Florida. Rentals for less than a month at a time are prohibited by the city
unless you get a very expensive “transient license” for the property.
Some condominiums or homeowners associations (HOAs) also have restrictions
on rentals. One condo I looked at prohibits rentals until you’ve owned the property
for at least a year. This discourages people from buying units purely for investment
purposes. Others don’t allow short-term rentals at all. And “short-term rental” has a
variety of potential definitions.
If you’re planning to rent your vacation home out, or relying on being able to rent it
so you can afford it, make sure that you’re allowed to. In many places, the fines for
illegally renting a property are quite severe and enforcement efforts are widespread.
Don’t think you can just rent it anyway. A local real estate agent should be able to help
you figure out if a particular property is rentable and what restrictions exist.

HOW MUCH DOES IT COST TO HIRE A PROPERTY
MANAGER FOR A VACATION HOME?
Another thing to think about before renting your
vacation home is whether you want to self-manage
or hire a property manager. It can be extremely
difficult, if not impossible, to manage a vacation
rental yourself if you don’t live nearby. There’s
too much that needs to be coordinated in person.
You’ll need to make sure the property is cleaned
between renters and be nearby to deal with
lockouts and maintenance problems.
The problem with hiring a property manager is that
it’s expensive. For long-term rental properties, the
industry standard property management fee is
10% of the rental income collected. With vacation
rentals, the standard fee jumps to 25–30% of the
rent. That’s a lot of money. If your beach condo
brings in $1,500 per week, you could pay your
property manager more than $5,000 during a
three-month busy season.
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Why so expensive? Because managing a vacation
rental is much more time-consuming than
managing a long-term rental. Think about it this
way. If you buy a duplex as a rental property,
your property manager has to find a tenant, have
them agree to a year-long lease, and deal with the
occasional maintenance issue. With a vacation
rental, the manager needs to market the property
constantly, coordinate regular cleanings and
maintenance, and deal with vacationers’ problems.
Hiring a property manager to oversee your
vacation home rental is a big expense. But many
owners find it well worth the cost. Plus, if your
manager can market the property more effectively
than you can, the resulting increase in occupancy
and average rates can help offset the fee.

HOW DO YOU FINANCE A VACATION HOME?
The most well-known types of mortgages are
for primary homes and investment properties.
However, there’s a third option that sits between
the two. They’re typically called “second home”
mortgages.
Second home mortgages are a bit tougher to
qualify for than primary residence loans. Lenders
often want larger down payments and you can
expect a higher interest rate. Do you already have
a mortgage on your primary home? Your income
needs to be high enough to justify both mortgage
payments.
However, a second home mortgage tends to
be significantly easier to qualify for than an
investment property loan. And it’s also typically less
expensive -- in terms of interest rates and fees -than an investment property loan.
You may be wondering why financing a vacation
home is any different than financing a primary
home. If you aren’t planning to rent the home,

what’s the difference to a lender?
The short answer is that a vacation home
represents a larger risk to the lender. After all, if
you’re having trouble making the payments on
your vacation home and the bank forecloses, you
still have a primary home to live in. If your primary
home is foreclosed upon, it’s a much worse
situation to be in
In other words, borrowers prioritize making
payments on their primary homes in tough times.
Lenders want larger down payments to ensure
borrowers have lots of skin in the game.
Finally, it’s a good idea to get pre-approved by a
reputable lender. Stricter requirements and higher
costs mean there are fewer truly qualified buyers
in the market for second homes. Being able to
show sellers that you’re pre-approved as a second
home buyer can make your offers carry more
weight.

DO LENDERS DEFINITION SECOND HOMES IN
THE SAME WAY AS THE IRS?
Lenders may have different definitions than the IRS
when it comes to issuing a second home mortgage.
And that’s important to keep in mind.
Many lenders won’t originate a second home
mortgage if you plan to rent the home out at all.
To meet the definition of a second home for many
lenders, the property must be available for use
at all times and cannot be enrolled in any type of
rental program. If you plan to rent out the home -even occasionally -- some lenders will consider it an
investment property.

But there’s good news. Some lenders have more
liberal definitions of what constitutes a second
home. For example, one popular lender allows
buyers to rent out their properties for as many as
180 days a year while still financing it as a second
home.
One important piece of cautionary advice: Don’t
tell a lender what they want to hear and rent the
property out later. Getting a mortgage under false
pretenses is a form of mortgage fraud. Lenders
don’t check up on homebuyers often, but the
penalties can be severe.

IS BUYING A VACATION HOME THE RIGHT MOVE
FOR YOU?
There’s a lot to consider before deciding whether a vacation home is a good idea for you. Be sure
to weigh the pros and cons, consider the tax implications, and know what to expect when it comes
time to apply for financing.
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CROWDFUNDED REAL
ESTATE
Crowdfunding lets investors pool their money to finance investment
opportunities.
For example, many startups raise capital through crowdfunding. They
ask investors to commit a relatively small amount of capital instead of
seeking massive investments from angel investors or venture capital
firms.
Real estate crowdfunding lets a group of investors, also known as a
syndicate, pool their money to invest in one or more real estate deals.
Here’s how commercial real estate crowdfunding works and why it
can be a smart way to invest. We’ll also take a look at the risks and
drawbacks investors should be aware of.

WHY IS COMMERCIAL REAL ESTATE A
GREAT FIT FOR CROWDFUNDING?

Because it’s historically been inaccessible to non-wealthy investors. For example,
few people could afford to buy and renovate a 500-unit apartment community.
But crowdfunding lets you do just that.
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HOW DOES COMMERCIAL REAL ESTATE
CROWDFUNDING WORK?

Here’s an overview of how the process works. A
commercial real estate crowdfunding deal involves
three main parties:
• Sponsor: The company that intends to acquire
the property and carry out an investment
strategy. The sponsor negotiates the deal,
hires contractors, and manages and oversees
the project on behalf of investors. The sponsor
also typically contributes some of the project’s
equity capital so they have skin in the game.

The platform acts as the middleman between
a deal’s sponsor and investors. The platform
advertises the deal to prospective investors,
deals with the regulatory and paperwork
aspects of the project, and collects investor
capital.
• Investor: This is where you come in. Investors
search crowdfunding platforms for deals and,
when they find a good fit, commit to investing
capital in a deal.

• Crowdfunding platform: There are several
reputable real estate crowdfunding platforms.

HOW COMMERCIAL REAL ESTATE
CROWDFUNDING DEALS MAKE MONEY?
There are two main ways commercial real estate
crowdfunding deals make money for investors:
Rental income and the eventual sale of the
property.
In most commercial real estate crowdfunding deals,
investors get regular rental income distributions.
But, in some cases, it can be delayed.
Imagine a commercial real estate crowdfunding
deal that aims to develop an apartment complex
from the ground up, fill it with tenants, and sell it
once it hits a high level of occupancy. There won’t
be any rental income to distribute until tenants
start moving in.

The second way to make money from commercial
real estate crowdfunding deals is when the
property is sold. Commercial real estate
crowdfunding deals generally give investors a
target holding period. Three to seven years is most
common, but these aren’t set in stone.
For example, if a deal has a five-year target
investment period, that doesn’t mean the property
will be sold and profits distributed in exactly five
years. It’s possible that an opportunity to exit will
come up sooner. Or the sponsor could decide that
it’s in the best interest of investors to hang on for
longer than initially planned.

CROWDFUNDING LETS INVESTORS POOL THEIR
MONEY TO FINANCE INVESTMENT OPPORTUNITIES.
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HOW DOES A DEAL’S SPONSOR GET PAID?
It’s important to know the fees and expenses you’ll
pay before getting involved in any investment. Let’s
take a quick look at how this works in commercial
real estate crowdfunding.
There are two main ways sponsors make money.
First, they collect an acquisition fee when a deal
closes. This is generally in the 1–2% range. In other
words, if a deal to buy a $50 million office tower
closes and the sponsor gets a 1% acquisition fee,
they’ll get paid $500,000 when the deal closes.
Beyond that, sponsors can get a pretty nice cut of
the profit after investors get a minimum return.
Investors get what’s known as a preferred return.
This is an annual percentage return plus the return
of their initial investment. Those are paid out
before the deal’s sponsor gets anything at all. This
is typically between 6% and 10%. It’s common for
the sponsor to get 25–30% of any profits after this
preferred return has been met.
For a simplified example, let’s say you invest
$25,000 in a deal with a 10% preferred return
and an 80%/20% investor/sponsor split beyond
that. If the investment generates a 15% return in
a given year, you’d get a 10% return ($2,500). The
remaining 5% ($1,250) would be divided, with 80%
($1,000) going to you and 20% ($250) going to the
deal’s sponsor.
Some deals have increasing sponsor splits as
returns rise.

For example, a possible profit structure could
look like this:
• 8% preferred return, so 100% of the first
8% annualized return would be paid to
investors.
• From 8–16% annualized returns, 80% of
the profits goes to investors and 20% goes
to the sponsor.
• From 16–20%, 70% of the profits goes to
investors and 30% goes to the sponsor.
• Beyond 20% returns, 60% of the profits
goes to investors and 40% goes to the
sponsor.
The idea here is that the sponsor’s interests are
aligned with those of investors. In other words,
the sponsor doesn’t make any money until they
produce at least a minimum amount of profit
for investors. And if a deal is highly successful,
the sponsor can really cash in.
Also, keep in mind that commercial real
estate crowdfunding deal sponsors typically
contribute some of the deal’s capital
themselves. So they also get paid as an investor
on this portion. For example, if a sponsor
contributed 10% of the equity capital to a
deal, they’ll be entitled to a 10% share of the
payout just as an ordinary investor would. That
includes preferred return.

CAN I INVEST IN CROWDFUNDED REAL
ESTATE DEALS?

It depends on how much money you make,
your investable assets, and the platform you
want to invest through. Historically, investment
opportunities like this have only been available to
accredited investors with $1 million in assets or
income over $200,000. But the JOBS (Jumpstart Our
Business Startups) Act opened up private equity to
non-accredited investors.
Many crowdfunding platforms still require
investors to be accredited. It’s significantly easier
from a regulatory perspective to market private
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investment opportunities to accredited investors.
Plus, many platforms don’t want to deal with
investors who don’t understand what they’re
getting into.
To make a long story short, you’ll need to check
with each commercial real estate crowdfunding
platform to see who their deals are available to.
CrowdStreet, for example, is generally restricted
to accredited investors only. Fundrise and
Groundfloor offer some real estate investments to
non-accredited investors.

TYPES OF COMMERCIAL
REAL ESTATE
CROWDFUNDING
INVESTMENTS
THERE ARE THREE MAIN TYPES OF

CROWDFUNDED REAL ESTATE INVESTMENTS
FROM A CAPITAL STRUCTURE STANDPOINT:
COMMON EQUITY

This is what most people think of when it comes to real estate investment. When
you invest in a common equity deal, you hold an interest in the underlying
property’s profits.
Say you contribute 10% of a deal’s funding and it’s structured as common equity.
You’d get 10% of the income distributed to investors and 10% of the profit upon
the sale of the property (minus fees). The main thing to know is that common
equity investments don’t have a set, guaranteed return. Their performance
depends on how well the underlying property does.

DEBT

If you invest in a debt financing deal for commercial real estate crowdfunding,
you’re essentially acting as the project’s mortgage lender. You’re financing the
property and receiving regular, predetermined interest payments.
This is the least risky way to invest in crowdfunded real estate deals but also has
the lowest return potential.

PREFERRED EQUITY

Think of preferred equity as a combination of debt and common equity.
Like debt, preferred equity generally has some type of fixed distribution to
investors. So investors’ income doesn’t depend on how well the property 		
is performing.
However, like common equity, preferred equity holders are subordinate to
debt holders when it comes to getting paid if a real estate deal loses money.
Preferred equity holders generally get a better payout than debt holders, but
they also take on more risk. Not quite as much risk as common equity,
holders, though.
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WHERE WILL YOUR
MONEY GO?
Investments can be allocated to a single deal or 		
to several.
Direct investing is when you invest in a single
property through crowdfunding. You give a project
sponsor a certain amount of money to invest in a
specified asset. From here on out, if I refer to real
estate crowdfunding, this is what I’m talking about
unless I specify otherwise.

On the other hand, many of the major
crowdfunding platforms offer some type of pooled
investment funds. This allows investors to write
a single check that will be invested in a variety of
crowdfunded real estate opportunities. This offers
diversification without the need to analyze and
select individual deals.

BENEFITS OF COMMERCIAL REAL ESTATE
CROWDFUNDING
Crowdfunded commercial real estate deals can
have some pretty impressive benefits:
• They let you invest in properties that you can’t
otherwise afford. Most people can’t buy a
shopping mall. But real estate crowdfunding
lets you buy part of one. You can find
crowdfunding deals that will allow you to
invest $25,000 or less per deal -- much less
than non-crowdfunded options.
• Unlike real estate investment trusts (REITs),
crowdfunded real estate deals let you invest
in one property. You can evaluate property
investments and the sponsor’s strategy on a
single-asset basis.
• Crowdfunded real estate deals have lots
of reward potential. There are many
crowdfunded deals that achieve annualized
returns of 15%, 18%, 20% or even more.
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• Not only do crowdfunded real estate deals
have high reward potential, but many offer
a combination of steady income and equity
appreciation. They’re true total 		
return investments.
• Crowdfunded real estate deals diversify
your portfolio. Real estate returns haven’t
historically been heavily correlated to the stock
market. So crowdfunding can be a good way
to diversify while focusing on high-rewardpotential asset classes.
• Unlike investing in individual properties on
your own, crowdfunded real estate deals
eliminate the hassles of property ownership.
If you buy a house to rent, you have to find
tenants, handle maintenance issues, and
more. When you participate in a crowdfunding
deal, the deal’s sponsor handles all of that.

DRAWBACKS OF COMMERCIAL REAL ESTATE
CROWDFUNDING

There’s no such thing as a perfect investment,
and commercial real estate crowdfunding isn’t an
exception. I believe that the pros outweigh the
cons in most cases, but commercial real estate
crowdfunding isn’t a good fit for everyone. There
are some things you should know before throwing
your own money into the mix.
• Commercial real estate crowdfunding can
be a risky investment, even for real estate.
Unlike with a REIT, your returns depend on
a single property’s performance. And most
crowdfunded deals aren’t as simple as buying
a property and holding it for income. There’s
generally some type of value-add strategy,
such as a full-scale renovation, further
complicating things.
• Crowdfunded real estate deals aren’t liquid
investments. In fact, they’re some of the most
illiquid investments you can choose. One of

the most popular crowdfunding platforms
shows that the shortest target investment
period for a common equity deal is three
years. And some target an investment period
of as long as 10 years.
• It could be quite a while before you start
receiving income from your crowdfunding
investments. When you invest through a REIT
or by acquiring an investment property, you
can start generating cash flow right away.
Many crowdfunding deals don’t start paying
out for a while.
• Most single-property crowdfunding deals
are only open to accredited investors. Some
platforms allow non-accredited investors to
participate in deals. But, for the most part,
these deals are multi-property funds or debt
investments.

EVALUATING COMMERCIAL REAL ESTATE
CROWDFUNDING DEALS
I won’t get too deep into evaluating commercial
real estate crowdfunding here, as we have an
entire page dedicated to analyzing crowdfunding
deals. But here are some things to keep in mind
when you’re looking at crowdfunding deals:
First, consider a few things about the property
itself.
Is the property type highly dependent on a strong
economy, like a hotel? Or is it fairly recessionresistant, like an office building? Also, how
“involved” is the project? A light renovation of a
highly-occupied apartment building is one thing,
but a complete down-to-the-studs renovation
is quite another. The latter comes with more
execution risk.
Second, a commercial real estate crowdfunding
deal is only as good as the sponsor.

comes to the particular property type. I like to see
that the sponsor has put a bit of their own money
at risk by contributing a substantial portion of the
project’s equity capital.
Of course, you also want to make sure that
the sponsor’s fee structure is reasonable and
incentivizes them to generate high returns for you.
Finally, consider the projected rate of return and
distribution yield.
It may surprise you that I’m mentioning these
factors last. To be sure, they’re important. After
all, other factors being equal, a 17% internal rate
of return is obviously better than 15%. But the
return needs to be realistic. And that depends on
the project and the sponsor’s record of delivering
results. That’s why I mentioned those things first.

Take a look at the sponsor’s track record before
considering an investment, especially when it
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TAX TREATMENT OF COMMERCIAL REAL
ESTATE CROWDFUNDING PROFITS
Unless you’re planning to invest in
commercial real estate crowdfunding
deals through a retirement account, it’s
important to know the tax implications of
crowdfunded real estate investing before
you get started.

the property. If the property was owned for
more than a year, this income is taxable as
a long-term capital gain, which means lower
tax rates than ordinary income.

In a nutshell, there are three ways you could
be taxed:

Any depreciation expenses used to reduce
your taxable distribution income are
taxable upon the sale of the property.
Unfortunately, this is taxed as ordinary
income.

Income distributions
Your share of rental income distributions
will be taxed. But not all the money you
receive will be considered.
You’ll receive a form K-1 after the end of the
year that reports your income or loss for
tax purposes. This will likely be lower than
the amount you actually received thanks to
the real estate tax benefit of depreciation.
If your K-1 shows income for the year, it’s
generally taxable at your ordinary income
tax rate.
Capital gains
When the property you invest in is sold,
you pay capital gains tax on your part of

Depreciation recapture

These three types of taxes mean you
could face a hefty tax bill if you invest
in a profitable commercial real estate
crowdfunding deal. Especially after the
property is sold.
You can defer taxes you owe by completing
a 1031 exchange to reinvest your profits
into another commercial real estate
crowdfunding deal. But there are many
rules and regulations to know before
attempting this. Be sure to check out
our 1031 exchange homepage if you’re
interested.

IS COMMERCIAL REAL ESTATE
CROWDFUNDING RIGHT FOR YOU?
It depends on your particular risk tolerance and investment goals.
If you want the ability to cash out whenever you want, for example, crowdfunded real
estate is not a good fit for you. Or if you don’t like taking on higher-risk investments,
you’re better off looking to REITs for your real estate allocation.

36

Motley Fool Millionacres

TAXES
THE U.S. TAX CODE CAN BE QUITE
COMPLEX IN MANY AREAS, AND REAL
ESTATE IS CERTAINLY ONE OF THEM.
For one thing, you may have to worry about paying taxes when you sell a
property, but the tax treatment depends on the nature of the property, how
long you held it for, and a few other factors. For investors, rental income
taxation can also be rather complex, as can several other areas of real
estate taxation.
With that in mind, here’s an overview of what all homeowners and real
estate investors should know about real estate taxes before buying or
selling their next property.

CAPITAL GAINS TAXES: A PRIMER
FOR REAL ESTATE OWNERS

Before we get into the taxation of different types of real estate sales, it’s
important to understand what capital gains tax is and how it works. Here’s a
quick overview:
Whenever you sell an asset for more than you paid for it, the profit is known
as a capital gain. For example, if you spend $100 to buy a share of stock and
you sell it for $120, the $20 profit is a capital gain.
Capital gains are a taxable form of income, but not all capital gains are
treated the same when it comes to taxes. In addition to certain exemptions,
one of which we’ll get into in the next section, capital gains are broken down
into two categories -- long-term and short-term.
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Short-term capital gains occur when you sell an
asset that you’ve owned for one year or less. For
example, if you buy a stock and sell it for a profit
after three months, it will be considered a shortterm capital gain. Short-term gains are taxed as
ordinary income -- in other words, if your marginal
tax rate (tax bracket) is 22% for the 2019 tax year,
your short-term capital gains are also taxable at
that rate.
LONG-TERM
CAPITAL GAINS
TAX RATE

SINGLE FILERS
(TAXABLE INCOME)

On the other hand, if you owned the asset for
more than one year, a profitable sale will result in
a long-term capital gain. The U.S. tax code is set up
to encourage long-term investment, so long-term
gains are taxed at lower rates than short-term
gains. The income thresholds change annually with
inflation, but here’s a chart of the long-term capital
gains tax brackets for 2019:

MARRIED FILING
JOINTLY

HEADS OF
HOUSEHOLD

MARRIED FILING
SEPARATELY

0%

$0 - $39,375

$0 - $78,750

$0 - $52,750

$0 - $39,375

15%

$39,376 $434,550

$78,751 $488,850

$0 - $461,700

$39,376 $244,425

20%

Over $434,550

Over $488,850

Over
$461,700

Over $244,425

Data source: Tax Foundation. Income ranges represent taxable income, not just capital gains. Married Filing Separately
rates calculated as half of those for joint filers.

Finally, it’s important to note that higher-income individuals have to pay an additional 3.8% tax on their
net investment income. This is applied to both long-term and short-term gains for individuals whose
income exceeds certain thresholds.

COST BASIS: WHAT REAL ESTATE OWNERS
NEED TO KNOW

Another important concept to understand before
we dive into real estate taxation is cost basis.
If you buy a property for $100,000 and sell it for
$130,000, you don’t necessarily have a $30,000
capital gain. Your gain is defined as the sale price
after all expenses related to the sale, minus your
cost basis, which is the price you paid for the asset
plus any acquisition expenses.
A couple more notes on cost basis:
• If you inherit an asset, the cost basis is reset to
the fair market value at the time of the original
owner’s death. If your parent paid $10 per
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share for a stock investment that is worth $80
at the time of death, the latter number would
be your new cost basis (this concept is known
as step-up in basis).
• If you make substantial value-adding
improvements to a property, they can add to
your cost basis. In other words, if you buy a
property for $200,000 and spend $50,000 on
a major kitchen and bathroom renovation,
your cost basis could be the total of the two.
However, maintenance expenses and repair
costs are generally not considered to be part
of the cost basis.

COST BASIS EXAMPLE
As a simplified example, let’s say you bought a property for $100,000 and
paid $5,000 in various legal fees and other acquisition expenses.

Total Cost Basis: $105,000

Then, you sell it a few years later for $130, 000 and pay $6,000 in real
estate comissions and other selling costs.

Capital Gains: $124,000 - $105,000

Your capital gain would be the net proceeds from the sale, or $124,000,
minus your total cost basis, or $105,000. So instead of a $30,000 gain,
you’d have a $19,000 gain for tax purposes.

TAXES ON THE SALE OF YOUR MAIN HOME
If you sell your home at a profit, you probably don’t
need to worry about paying capital gains tax on the
sale unless you sell the home for a lot more than
you paid for it.
Specifically, there’s a capital gains tax exclusion for
the sale of your main home. Known as the primary
residence exclusion, this allows home sellers to
exclude as much as $250,000 of capital gains from
the sale of a main home (but not a vacation home
or investment property). Married couples who file
joint tax returns can use the exclusion for each
spouse, meaning that as much as $500,000 in
profit from the sale of a primary residence can be
excluded from income.
In order to qualify for the exclusion, there are two
conditions that must be met:

• You must have owned the home for at least
two out of the five years before the sale.
• You must have used the home as your main
home for at least two of the five years before
the sale.
It’s important to mention that these don’t
necessarily need to happen at the same time. As
an example, if you had lived in a home for two
years while paying rent, but then you purchased
the home and sold it two years later, it could
qualify. You also cannot use the primary residence
exclusion if you used it to exclude a gain from
another home during the two-year period before
the sale took place.
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SELLING AN
INVESTMENT
PROPERTY CAN BE
A LITTLE MORE
COMPLICATED
Obviously, the primary residence exclusion doesn’t apply to investment properties,
but these can have significantly more complex tax situations when you sell. There are
two types of tax you might need to pay on the sale of an investment property -- capital
gains tax and depreciation recapture.

CAPITAL GAINS TAX
We’ve already looked at an overview of how capital gains tax works, so this is the
easier part to explain. Simply put, there is no exclusion for capital gains on an
investment property like there is for a primary residence.
When you sell an investment property, your net profit is subject to capital gains tax.
If you owned the property for over a year, you’ll pay the lower long-term capital gains
tax rates, and if you owned it for one year or less, your profits will be taxed as ordinary
income.

DEPRECIATION RECAPTURE
Here’s where investment property
taxation gets a little more complicated.
One of the biggest tax benefits of
investing in real estate (from an income
perspective) is the ability to deduct the
property’s depreciation each year.
Think of depreciation as a business tax
write-off, except that it happens gradually
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over a period of years instead of being taken all at
once. For example, if you buy a piece of business
equipment for $20,000 with a useful lifespan of
five years, you could deduct one-fifth of its cost
each year for five years (the depreciation rules for
business assets can be far more complicated, but
you get the idea).
Real estate held for investment can also be

depreciated over time. The “useful life span” for
real estate is defined by the IRS as 27.5 years for
residential property and 39 years for commercial
property. In other words, you can divide your cost
basis by the appropriate lifespan and deduct this
amount every year until the entire cost basis has
been deducted.
For example, if you acquire a residential
investment property with a cost basis of $200,000,
you can take a depreciation deduction of $7,273
each year, which can be used to lower your taxable
rental income (more on that later).
During the year you buy the property and the
year you sell it, your depreciation expense is
prorated based on the month in which you buy

(or sell) the property. And you must stop claiming
a depreciation expense after your cumulative
depreciation expense adds up to your cost basis
in the building. If your cost basis in an investment
property is $200,000, the total depreciation you
claim over time cannot exceed this amount.
The downside is that when you sell the investment
property, the IRS wants this tax benefit repaid.
So if you claimed $40,000 in depreciation while
you owned an investment property, you’ll have
an additional $40,000 in taxable income upon
the sale of the property, in addition to any capital
gain. What’s more, because depreciation is used to
offset rental income (a form of ordinary income),
depreciation recapture is taxed as ordinary income,
not at the favorable long-term capital gains rates.

AN EXAMPLE OF AN INVESTMENT
PROPERTY SALE
To put this together, let’s say that you own an investment property that you purchased for $200,000,
inclusive of acquisition costs. After holding the property for five years, you’ve claimed $36,365 in
depreciation.
After five years, you sell the property for net proceeds of $250,000. This gives you a capital gain of
$50,000 on the sale, which will be taxed at your appropriate long-term capital gains rate. You’ll also owe
depreciation recapture on $36,365, which will be taxed at your ordinary income rate.

1031 EXCHANGES
As you can see, taxes on the sale of an investment
property can add up quickly. Fortunately for longterm investors, there is a way to avoid paying both
capital gains and depreciation recapture tax on the
profitable sale of an investment property.
This is known as a 1031 exchange, which essentially
means that if you sell one investment property,
but use the proceeds to acquire another, you can
defer paying taxes on the sale. There are quite a
few rules and caveats of 1031 exchanges, so be
sure to check out our 1031 exchange homepage to
learn more, but here are some of the key criteria
that need to be satisfied for a successful 1031
exchange:
• The exchange must be completed within 180
days. From the date you sell your investment

property, you have 45 days to formally identify
potential replacement properties, and a total
of 180 days to close on the purchase of a new
property or properties.
• You can sell more than one property as part of
a 1031 exchange, and you can acquire more
than one property. The number of properties
you sell and acquire doesn’t necessarily need
to be the same.
• In order to defer all of your taxes, the
replacement property or properties must be
acquired for at least as much as the original
property sold for. And you’ll need to carry
at least as much debt on the replacement
property as you had on the property you sold.
For example, if you sell a property for $500,000
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with a $300,000 mortgage balance, your new property or properties must meet or exceed both of
these figures to defer your taxes.
• You can choose to complete a partial 1031 exchange. If you acquire a replacement property for a
lower purchase price, or with less debt, than the original property, you simply pay capital gains and
depreciation recapture on the difference.

HOW IS RENTAL INCOME TAXED?
So far we’ve looked at how you’re taxed on the
sale of real estate, but what about if you use your
investment properties to generate rental income?
The short answer is that rental income is taxed as
ordinary income. If you’re in the 24% tax bracket,
that’s how much you’ll pay on your taxable rental
income. However, there are two main ways real
estate investors can reduce the amount of rental
income that is subject to tax.
First, like any business, rental property owners can
deduct their expenses. These could include (but
aren’t limited to) maintenance costs, insurance,
mortgage interest, property management fees,
HOA dues, property taxes, and utilities you pay.
For example, if your property brings in $15,000 in

rental income and has $7,000 in various expenses,
this reduces your rental income to $8,000.
Second, as we discussed earlier, you can take
an annual depreciation expense on your rental
property. Continuing this example, if you paid
$120,000 to acquire the property, and it’s
residential in nature, you can take a $4,364 annual
depreciation expense for 27.5 years. This is used
to further reduce your taxable rental income from
$8,000 to just $3,636.
In fact, most rental property owners only pay tax
on a fraction of their actual rental income. It’s not
even uncommon for a rental property to show a
loss for tax purposes when the owner actually took
in thousands in profit.

HOW PROPERTY TAXES WORK
No discussion of real estate taxation would be
complete without mentioning property taxes. After
all, there are some states with no income tax and
others with no state sales tax. However, all states in
the U.S. charge property taxes on real estate.
Property taxes are used to pay for a variety of
government services. In lots of states, public
education is primarily funded through property
taxes. Fire and police services, trash collection, and
other local services are also commonly funded (at
least in part) by real estate property taxes.

42

Motley Fool Millionacres

It’s difficult to tell you what to expect in property
taxes, as they vary dramatically from state to state.
The U.S. average homeowner pays 1.18% of their
home’s value in annual real estate taxes, but some
pay far more while others get a relative bargain. On
the high end, the average New Jersey homeowner
pays 2.44% of the value of their home every year
in real estate property taxes, but on the low end,
the average Hawaii homeowner pays just 0.27% of
their home’s value.

INVESTING IN REAL ESTATE THROUGH STOCKS OR
OTHER MEANS

As a final subject, it’s important to discuss real
estate investments that don’t involve directly
buying properties. Investors can choose to put
their money to work in companies that invest in
real estate, either through the stock market or
through private or non-listed companies.
There are two potential tax implications in these
cases -- taxes you may have to pay on dividends

you receive and capital gains taxes you might have
to pay when you sell.
Capital gains work in the same general way we’ve
discussed in previous sections. If you hold the
investment for over a year, capital gains will be
taxed at the favorable long-term rates, while if you
held the investment for a year or less, profits will
be taxed as short-term gains or ordinary income.

TAXATION OF DIVIDENDS
Dividend taxes can potentially be more
complicated. While dividends are generally
considered taxable income, the tax treatment
depends on certain things.
Specifically, the classification of the business makes
a difference. If your investment is classified as a
real estate investment trust, or REIT, the dividends
you receive will typically be taxable as ordinary
income. REITs are considered to be pass-through
entities, so the dividends don’t get favorable tax
treatment. It’s possible that some portion of your
REIT dividends will get favorable tax treatment,
while others can be considered a non-taxable
return of capital.

On the other hand, if the company you invest in
is not classified as a REIT, you might get favorable
tax rates on your dividends. Most non-REIT stock
dividends meet the IRS definition of “qualified
dividends,” which entitle their recipients to the
same favorable tax rates that are applied to longterm capital gains.
Fortunately, with stock investments, your broker
will keep track of the tax classification of your
dividends and will break them down to you when
you receive your year-end tax forms. Most nonlisted real estate investments, such as private REITs
and crowdfunded real estate investments, do the
same.

REAL ESTATE IN RETIREMENT ACCOUNTS
It’s also worth mentioning that if you hold real
estate investments like REITs, publicly-traded
stocks, or even properties in tax-advantaged
retirement accounts, most of the points in this
discussion don’t apply to you. (If you’re curious,
you can buy physical investment properties in
retirement accounts through the self-directed IRA.)
If you own real estate investments in a tax-deferred
account, such as a traditional IRA, you won’t owe
any taxes until you withdraw money from the
account. In these accounts, you generally get a
current-year tax deduction for the contributions
you make, and you won’t have to worry about
dividend or capital gains taxes on a year-to-year
basis. The only taxation comes when you withdraw
money, as distributions from these accounts are

typically considered to be ordinary income taxable
at your marginal tax rate.
On the other hand, if you own your REITs or other
real estate investments in a Roth IRA or other aftertax account, you don’t get a tax deduction for your
contributions, but you do get the same deferral of
dividend and capital gains taxes. Plus, any qualified
withdrawals are completely tax-free.
When you consider the high dividend taxes that
are generally applied to REIT distributions, as well
as the high potential for taxation when selling an
investment property, it’s no wonder that real estate
investments (especially REITs) are often found in
retirement accounts.
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WHEN IN DOUBT, DEFER TO THE
PROFESSIONALS

Finally, although I’ve tried to give a pretty comprehensive overview of real
estate taxation, there’s no way to cover every possible tax scenario here.
Plus, there are some aspects of real estate taxation that admittedly have
some grey area.
The point is that if you ever run into a real estate taxation issue (or
any other tax issue, for that matter) that you’re unsure about, it’s a
smart idea to ask a tax attorney or an experienced and reputable tax
professional. Some of the tax issues we’ve looked at tend to be highly
scrutinized by the IRS, such as 1031 exchanges for example, so it’s better
to pay for a little bit of reliable professional advice than to put yourself at
unnecessary risk of a tax audit.

CONCLUSION
This is a quick guide to some of the main ways to invest in real estate.
For a more complete overview, please visit Millionacres.com where we
publish free content related to real estate investing.
We also offer a service, Mogul, designed to help members take
advantage of this critical asset class. Mogul provides regular commentary
on the state of the industry, tools and guides to help inform investment
decisions, tax research to amplify returns, and specific recommendations
that include real-estate equities, REITs, and individual commercial real
estate deals. To learn more please visit: millionacres.com.
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