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   Now that real estate is no longer a “hot investment,” I’m asked if it can still be a good idea.  The answer is “that depends.”  

It helps to divide real estate into two groups, for personal use or for cash flow.  In the first case, you buy for individual use and enjoyment-your home or a vacation home.  When investing for cash flow, you are evaluating the purchase as a means of income and future returns.  In both cases, capital gains (on an increase in value) are possible.

In the arena of real estate for personal use, the annual cost is approximately 10% of the purchase price.  How do I reach this conclusion?  Whether you finance all or part of the purchase price-you are paying for either the cost of money (the mortgage) or the loss of the use of your own money (the down payment-even if paying for the entire investment in cash).  Figure on a “cost of money” in the 6-8% rate annually.  Now add the cost of insurance (about 1% of the purchase price) and property tax (1-2% of the purchase price annually).  By the time you add some money for current and future repairs and maintenance-you have hit the 10% mark.  So, a $250,000 home or vacation home “costs” about $25,000 per year to own.  The only justification for paying this is if the “use” is worth it.  For a primary residence, most of us conclude that the use is worth it.  However, for a second home-thinking like this might cause you to re-evaluate the cost/benefit ratio.

In the not so distant past, you might have balanced out the “cost” by the expectation of some appreciation in price.  Many such investments were made on overvalued residential homes and condominiums.  When the period of price appreciation ended, those who made such purchases are faced with the true annual cost of their investments.  Unlike a stock that drops in price, real estate might not only go down, but demands a regular stream of payments for as long as you hold it. In addition, variable rate mortgages might actually cause the property to cost more yearly. Selling the property can easily cost another 4-8% in selling charges.  So, owning a personal use property for two years and selling it at the initial purchase price “costs” over 15%.
Buying real estate for income is another matter entirely.  There are circumstances in which such investments are made with the premise that the price will increase enough to make for a good return.  Unless you have luck or some specialized knowledge, this is a dangerous premise.  These investments should usually be made based strictly on a cash in/cash out basis at the start.  The investor can tally the costs vs. the rental income from the property and have a rough guess on the percentage return.  Of course, the risk of holding empty property or unexpected repairs must be considered in determining if the rate of return is high enough to justify the purchase. 

 Two types of “leverage” help boost the return of rental real estate.  First, is the gain in equity ownership as the mortgage is paid off by the tenant’s rental payments.  Second, the down payment is usually a fraction of the total purchase price, and capital gains at the time of sale might be proportionally high when compared to the down payment amount.  For example- you decide to purchase a small warehouse building after some careful investigation.  You put a down payment of 50,000 dollars on the purchase price of 500,000 dollars after determining that the rental income will cover all expenses and leave you with a net positive cash flow of 10,000 dollars yearly.  You are now making a return of 20% annually on your down payment.  In addition, after owning the property for 10 years, some or much of the mortgage has been paid off.  Finally, if your sale price is for 700,000 dollars, you have made a three fold return of your down payment in profit.
So, real estate that does not provide a positive cash flow on an income basis is only “worth it” if you think the annual 10% cost is of enough personal value, and/or you have a great deal of certainty that the property will appreciate significantly.  Owning such real estate on the presumption that it will increase in value faster than that is dangerous. In contrast, owning real estate with a positive income cash flow may prove to be an excellent value over time.
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