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| NVESTING in real estate is a key to successful financial plan-
ning because a home holds a big part of most consumer’s
net worth, according to Dave Kansas, author of “The Wall
Street Journal Complete Money & Investing Guidebook.”
Homeowners build equity in homes that help fund education
and retirement, as well as provide nest eggs for funding invest-
ments and paying for unexpected expenses. Kansas reviews
three key phases of real estate investment that can help home-
owners and homebuyers plan for a lucrative future: homeown-
ership, second homes, and investment properties.

Your primary residence

Owning your own home has significant tax advantages that
are not available to renters. For instance, interest paid on
mortgages is tax-deductible, whereas rent is not. In some
cases, you can also write off home improvements. Even selling a
home presents tax advantages, Kansas says. “If you are single
and have lived in your primary residence for two years, the
first $250,000 of profits from the sale of the house are tax-
free. If you're married, the exemption is $500,000. And you can
take that tax advantage once every five years.”

Your second home

The next step in real estate investment for many consumers
is to buy a second home. Owning a second home provides
opportunities for personal use, tax benefits, equity building, and
investment income.¥hen a second home is used as a personal
property, interest payments are tax deductible; Kansas points
out that the tax code allows homeowners to chim mortgage
interest payment deductions on the first $1 million of debt
incurred from the purchase of a first or second home.

There are some rules for the use of a second home that a
real estate investment advisor should help you to understand;
here are some guidelines offered by Kansas:

* To qualify as a second home, you must use the residence

for more than |4 days a year.

* You can rent out the home when you're not using it; if you
rent for more than 14 days, your property will be consid-
ered an investment property with different tax treatments.

° Expenses such as mortgage interest and maintenance are

divided between personal and investment use, propor-
tional to the number of days of rental use and actual use.
= The expenses counted as investment are deductible; the
portion allocated for personal use, including mortgage
interest, is not deductible, because an investment property
is not considered a personal second home.
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Your income properties

Investing in income property is riskier than buying a second
home because it typically requires that you keep the property
occupied to get a return on your investment, Kansas says.
Properly maintaining rental properties can also prove a daunt-
ing and expensive proposition for most investors. For these
reasons, consumers who invest in income properties often hire
rental agencies or property management experts to handle the
“landlord” functions of rental properties.

Determining the value of an income property is also more
complex than valuing a residence, Kansas says. “When you buy
a residence, you are calculating your ability to pay a mortgage
out of your own earnings.When you buy an income property,
you're calculating how the property income will help pay the
mortgage. Investors typically use the net operating income
(NOI) to determine the value of a property. NOl is a figure of
rental income less your anticipated vacancies, maintenance, and
other expenses—not including interest payments or other
debt related to the property. Most investors divide the NOI by
something called the “cap rate” to determine the proper value
for one apartment in a complex. The cap rate relates to the
expected annual rate of return on the property; Kansas recom-
mends most investors consider a cap rate of around 9 percent.
“This kind of simple calculation... can help you understand if
you're overpaying for a property,” Kansas says.

If you are considering investing in real estate, please call your
mortgage professional today. es
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