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Brandon Averill (00:04):
Hey, everybody. Welcome back to another episode of AWM Insights. We got the ringer in here today, Mena, and as you guys know, I'm Brandon. I took a hiatus for a while, but we're mixing it up again today. Excited to bring you a topic that's certainly come up in a lot of discussions I've had with clients lately, and it's just a powerful part of your investment portfolio when you really think about multi-generational wealth. It's a topic that everybody seems to love because it never goes down. Right, Mena?
(00:35):
What are we talking about? We're talking about real estate. I say that it never goes down kind of tongue in cheek, but people love real estate and for a lot of good reasons. There's huge tax benefits to be able to invest in it if done right. A lot of people unfortunately don't always take that into account and sometimes that tax bullet will actually destroy their return.
(00:59):
We're just going to walk through a little bit today for you guys. Some of the considerations we really think about when looking at real estate as an asset class within your portfolio, what are some of the benefits, what are some of the trade-offs, all those types of things.
(01:14):
I think, Mena, it'd be great for you to hit on just coming out of this, when we think about real estate, let's start at the very top end. How do we think differently about real estate in the public markets versus the private markets? Do they play different roles? How do they intertwine with one another?
Mena Hanna (01:30):
Yeah, and even taking a step back. The way we look at real estate is it's an asset class. It's one of many asset classes. It's not the only asset class.
Brandon Averill (01:39):
Right.
Mena Hanna (01:40):
As an investor, you're investing to grow your wealth in a multi-generational sense, and it's very, very hard to do that if you only limit your universe to just one asset class. Start there. Private and public real estate have their trade-offs, obviously. Public real estate is a lot more liquid, it's easily accessible, it has a lot more market fluctuation because things are being priced individually.
Brandon Averill (02:09):
You can actually see it.
Mena Hanna (02:10):
Yeah. Exactly. While private real estate obviously is more concentrated, you can't see when values are taking swings, and it is a lot more segmented just in the type of investment you make, whether it's multifamily, residential, commercial. There's a lot of different segments, so it depends on what you actually invest in as well.
Brandon Averill (02:36):
Yeah, and I think you hit on a couple key things there. One is really the valuation and being able to see things versus not. Sometimes there's a behavioral aspect. If you're an emotional person that gets caught up in looking at the values of your portfolio every day, there's a benefit to some of this private stuff where it's not getting marked every day.
(02:58):
I talk people quite a bit about this, is it's just like if your home, if you were able to look up the value of your home on a daily basis, everybody goes, "Oh, my home went from 100,000 to 200,000 over 5 years. It's like, "Well, what did it do in between?" If you looked every single day, it would look just like the stock market. It would be up and down and all over the place.
(03:21):
There's that mental side of this game that also sometimes cuts the other way. That's one big thing. But I think it brings back that higher level point too, of what is the goal? The goal is going to drive so much of whether we invest in public or private or what our expectations are. When you think about the goal, the goal might be liquidity. Actually, you brought this up. I need to get the money out. If it's tied up in a home, in a private asset, we all know this, it takes 30 days to close on average. It's going to take you at least 30 days to get your money out. That's if you get an offer day one accepted. That could be a goal. There could be a goal that, hey, this is tangible.
(04:09):
I like the fact that I can go to a building and I own this building. That's a goal. But there are trade-offs. Figuring out, hey, I want this to be, and I loved how you said it, it's just another asset class because we can decide to use money in different ways, and if we want to maximize our return, our risk adjusted return, we shouldn't fall in love with an asset class. We should just look for the best place to put our money to work.
(04:37):
Maybe thinking about that a little bit, Mena, just as far as the actual return goes, how would you weigh those differences, or how would you advise somebody, hey, yeah, real estate, this real estate project seems great, but here are some of the trade-offs you may be giving up?
Mena Hanna (04:53):
Yeah. If done right, real estate still has its trade-offs. There's the transaction cost piece of it where to buy and to sell. There's inherently a fee, a large fee that goes to brokers, to closing companies. Actually settling the transaction is very, very expensive compared to public markets where you pay pretty much no transaction fee. That's an element of it.
(05:22):
There's also the costs in terms of managing the property. A lot of times investors don't properly account for them. There's obviously financing costs, but there's maintenance costs, and usually people just take those as regular expenses and don't actually factor those into their total return.
(05:44):
If you actually do do the math properly and do invest in real estate properly, your expected return is actually a little bit lower than public markets and private markets definitely with the illiquidity premium. That's really optimizing for everything, and that's not taking also into consideration the tax consequences of income if you aren't structuring your property to pick up on some of the tax benefits that real estate can pick up on.
Brandon Averill (06:15):
That is one of the big benefits, especially in the private markets. You have a lot more control over those things. From a cost standpoint, from a leverage standpoint, you can make sure that you're controlling how much debt you're putting on the property, et cetera. Then, especially from a tax standpoint, you can make more individualized moves on deferring taxes down the road and making sure that you're impacting the income or what type of projects you're going into. We talk about this with clients a lot is for most of our clients that are in the highest tax brackets, income actually isn't all that attractive. That immediately, the way that it's taxed, it chops our return significantly so that the impact or to get excited about a real estate income producing real estate project is not something we get super excited about, because after tax returns, which is all that matters, is what ends up in your pocket, it's really difficult. You get more into the development phase, you get this more capital appreciation, maybe you can 1031, exchange a property into a future one and defer tax down the road, becomes a lot more interesting and you have a lot of control, potentially, in the private markets, correct, with that.
Mena Hanna (07:34):
Yeah. Yeah. I guess to touch on some of the benefits of real estate, there's obviously that control of taxes of when you take depreciation, when you potentially could take income. There's a hedge against inflation for real estate. Real estate correlates very highly with inflation, so it's a good way of protecting your money. There is a little bit of what you talked about, the predictability of income. Sometimes that's not in the interest of our clients. Sometimes it is. But yeah, those are some of the benefits as well to not just have a negative tone. My bias and the reason that I view real estate as just one asset class, and I do see the negative side, potentially, as my parents bought their first home in 2007. It was a very stressful time in the Hannah household. Real estate is a risky asset class. It does fluctuate. People do see it as risk-free, but that's definitely not the case. If done well, it could be very beneficial and a great part of your portfolio. But you have to do it well and it has to be part of a larger financial structure.
Brandon Averill (08:46):
Yeah, I think that's well said. In the last week I've had a conversation with a client that wants to buy this commercial building, loves real estate, hasn't quite thought through all the pieces yet, and so we're working on that, and then another client that his father advised him the only place I've ever lost money was in real estate. It's kind of a bipolar asset class to an extent.
(09:11):
I think the big thing that hopefully everybody listening takes away from this is we think it has a place in your portfolio. Absolutely. We think that you need to be very thoughtful about how you go through the decision making around it. What makes real estate oftentimes super powerful is something called leverage. Actually putting debt onto the real estate. If you think about that, if we came to you and said, "Hey, we're going to take loans out to put money in the stock market," you probably think we're crazy, but that's actually what you're doing with real estate. Because of some of the tax benefits, it sort of offsets some of that risk.
(09:46):
But the point being is it's not as simple as just going and buying a home, renting it out to some teammates or friends, making enough to cover your mortgage. When you do that, on the surface, I get it. The simple math, you're like, "Oh, great, there's no cost." But what you're losing out is all the opportunity costs. There's so much that goes into it.
(10:08):
Again, the takeaway hopefully you're getting from this for everybody is we like real estate. We think it fits in your portfolio, has to be done right, has to be done in the financial structure that you're putting together. You have to take the time, you have to do the due diligence to really understand what you're getting yourself into.
(10:28):
If this was helpful, hopefully you liked it, shoot us some questions. We'd love to hear from you, love to answer more questions around this topic. You know the number, 714-504-7689. We'd love to hear from you. But until next time, own your wealth, make an impact, and always be a pro.
(10:49):
Sweet.
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