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Agenda:
 9:00 – 9:15: Introduction, chapter announcements
 9:15 – 9:30: Introduction, why invest, how much do 

we need, investor phases
 9:30 – 10:00: Alternatives, risk profile, what is risk? 

Why real estate; risk mitigation in portfolio; real 
estate terminology, product type; cap rates, IRR, 4-
plex example

 10:00 – 10:15: Break
 10:15 – 10:30: Risk in real estate – development vs

stabilized, property types, location
 10:30 – 10:45:  Vehicles – REITs, LLCs, LPs, direct 

ownership, Current market prices & returns
 10:45 – 11:00: Questions 
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Disclaimer:
 Financial projections used in this presentation are 

to illustrate concepts and estimates and should 
not be taken as assurances or guarantees that a 
given return on investment will be achieved.

 Nothing in this presentation should be taken as a 
solicitation or offer of an investment in a security, 
which can only be done through a prospectus, 
offering memorandum or other document in 
accordance with state and federal requirements.

 Investors are encouraged to consult with their 
attorneys, accountants and other advisors and 
perform due diligence before undertaking any 
investment.

www.terravestinc.com



Why do we invest?

 Retirement
 College
 A Trip
 Large purchase – house, car
 Other

For this presentation we’ll look at 
retirement
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Most run out of money

LA Times article 7/17/13 
(http://www.latimes.com/business/la-fi-
hiltzik-20130717,0,2211926.column):
 Americans 75 & older lost 1/3rd of their 

financial assets and 1/6th of their net 
worth from 2007 to 2010

 +/- 46% of Americans die with less than 
$10,000 in assets
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How much do we need?

Funds required to retire at age 
65

All dollars in thousands

Living expenses 
per year: $20 $40 $60 $80 $100 

Return on investment during 
retirement:

0.00% $0.0 $480.0 $995.0 $1,512.5 $2,027.5 

2.00% $0.0 $385.0 $795.0 $1,207.5 $1,620.0 

4.00% $0.0 $312.5 $647.5 $982.5 $1,317.5 

6.00% $0.0 $257.5 $535.0 $812.5 $1,090.0 

8.00% $0.0 $217.5 $450.0 $682.5 $917.5 

10.00% $0.0 $185.0 $385.0 $582.5 $782.5 
Assumptions:  life span to age 85; social security income $1,750 per month, adjusted annually for inflation; inflation 2%; portfolio 
to nearest $2,500; all dollars after tax.
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How much do we need to save?
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Monthly savings required to accumulate $1 million
Return on 
Investment 2.50% 5.00% 7.50% 10.00% 12.50% 15%

Years of savings

10 $6,450 $5,750 $5,050 $4,450 $3,950 $3,450 

20 $2,475 $1,925 $1,480 $1,125 $850 $650 

30 $1,250 $850 $570 $375 $235 $145 
40 $715 $430 $245 $133 $70 $35 

Assumes increase in contribution @ 3% per year, no savings to start, income reinvested



Investment Alternatives
 Stocks – Higher income, more risk
 Bonds – “Safer”, income, capital 

preservation
◦ Junk Bonds – riskier, higher income

 Mutual Funds or Exchange Traded Funds
◦ Stock mutual funds or ETFs
◦ Bond mutual funds or ETFs

 Commodities – hedge against inflation
 Real Estate
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Capital Preservation

Once we’ve made it we have to hold on to 
it.
 Diversified portfolio – spread the risk
 Investments that are not correlated
 Commodities and real estate tend to 

have less correlation to stocks and bonds
 Hedge against inflation
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Why invest in real estate?
 Current income – yield, from rents
 Shelter one of the basic needs –
◦ “food, shelter, clothing, etc.”

 Potential for capital gains & capital 
preservation through increasing rents

 Lower correlation with stocks
◦ When 1 zigs the other may zag

 2007-2010 an anomaly, everything 
collapsed
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Source: Case, Brad:  “The Role of REITs for Long-Term Investors”,AAII Journal,  January 2012 



Stages of investor life:
 Initial years
◦ Saving to have something to invest
◦ Higher risk, higher reward
◦ Capital buildup

 Intermediate
◦ Risk adjusted returns –medium risk
◦ Balance capital preservation & growth

 Mature – retired
◦ Capital preservation
◦ Income
◦ Low risk
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What is risk?
Risk is the potential that a chosen action or 
activity (including the choice of inaction) will 
lead to a loss (an undesirable outcome). The 
notion implies that a choice having an 
influence on the outcome sometimes exists 
(or existed). Potential losses themselves 
may also be called "risks". Any human 
endeavor carries some risk, but some are 
much more risky than others.
www.wikipedia.com
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Can we measure risk?

The usual measure is “Standard Deviation”
Basically, the likelihood that a given outcome 
will be different from a “mean”, average, or 
expected outcome.
 Betting everything on “Dark Horse” in 

the 6th race at Los Alamitos to “win” 
would have a high standard deviation

 Investing in US Treasury bills would have a 
lower standard deviation 
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Standard Deviation of a Normal 
Distribution
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National Association of Real Estate Investment Trusts, Weathering The Storm, 2012



www.terravestinc.com

NAREIT –Weathering The Storm 2012



Which investments are risky?
Short Term benchmark was composed of 60% Citigroup 3 month US T Bill 
(Cash Investments), 40% Barclays Aggregate Bond (Fixed Income).
61 Conservative benchmark was composed of 50% Barclays Aggregate Bond 
(Fixed Income), 5% MSCI EAFE (International Equity), 30% Citigroup 3 month 
US T Bill (Cash Investments), 15% S&P 500 (Large Cap Equity).
61 Moderately Conservative benchmark was composed of 50% Barclays 
Aggregate Bond (Fixed Income), 5% Russell 2000 (Small Cap Equity), 25% S&P 
500 (Large Cap Equity), 10% MSCI EAFE (International Equity), 10% Citigroup 3 
month US T Bill (Cash Investments).
61 Moderate benchmark was composed of 5% Citigroup 3 month US T Bill 
(Cash Investments), 35% S&P 500 (Large Cap Equity), 35% Barclays Aggregate 
Bond (Fixed Income), 15% MSCI EAFE (International Equity), 10% Russell 2000 
(Small Cap Equity).
61 Moderately Aggressive benchmark was composed of 5% Citigroup 3 month 
US T Bill (Cash Investments), 45% S&P 500 (Large Cap Equity), 20% MSCI EAFE 
(International Equity), 15% Russell 2000 (Small Cap Equity), 15% Barclays 
Aggregate Bond (Fixed Income).
61 Aggressive benchmark was composed of 50% S&P 500 (Large Cap Equity), 
5% Citigroup 3 month US T Bill (Cash Investments), 25% MSCI EAFE 
(International Equity), 20% Russell 2000 (Small Cap Equity).

Charles Schwab & Co. 
www.terravestinc.com
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Risks that impact portfolio:
 Inflation
 Deflation
 Interest rates
 Market Conditions, business cycle
 Viability of retirement plan sponsor
 Currency risk – dollar vs. euro vs. yen vs. 

yuan etc.
 Demographics – social security?
 Longevity – life span
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Traditional ways to hedge risks:
 Diversified portfolio
◦ Stocks
◦ Bonds
◦ Real Estate
◦ ETFs, Mutual Funds
◦ Commodities

 Diversified sponsors – look out for 
yourself

 Match currency to retirement domicile (if 
strong currency)
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Stocks & Bonds Real Estate

 Price/Earnings ratio
 Return on Equity
 Debt/Equity Ratio
 Yield to Maturity

 Capitalization (“Cap”) Rate
 Cash on Cash
 Loan to Value Ratio
 Internal Rate of Return 

(IRR)
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Terminology comparison:
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The California Effect:
 Cap rates are typically 1%-2% lower in CA 

coastal markets than nationwide average
 Function of supply and demand –
◦ Institutional and international capital prefers 

major coastal markets
 Higher yields achievable out of state & away 

from major coastal cities
 At certain periods California has delivered 

higher capital gains due to growth
 The future?
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Example property: Costa Mesa 

 2906 Peppertree, Costa Mesa
 Mesa Verde area
 Closed escrow May 7, 2013
 Fourplex, 4 2-bedroom units with garages
 Price $1,010,000
 Gross Scheduled Income $69,600/year
 Rent $1,450/unit/month

www.terravestinc.com



www.terravestinc.com



www.terravestinc.com



Estimate of initial investment:

Purchase Price $1,010,000 

Rehab costs $5,000 per unit $20,000 

Closing costs, loan points, allowance @ 1% $10,100 

Total investment $1,040,100 
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Rents

Unit No. units
monthly 
rent/unit rent/ month annual

1 br 1 ba 0 $1,100 $0 $0 

2 br 1 ba 0 $1,300 $0 $0 

2 br 1 ba 0 $1,400 $0 $0 

2 br 1 ba 4 $1,450 $5,800 $69,600 

2 br 1 ba 0 $1,500 $0 $0 

3 br 2 ba 0 $1,800 $0 $0 

Total - rent 4 $5,800 $69,600 



Projected income – 1st year

Gross Potential Income - rents $69,600 

Laundry $0 $0 

Gross Potential Income - all sources $69,600 

vacancy & collection losses 5.00% ($3,480)

Gross Effective Income $66,120 

Operating Expenses $7,030 ($28,118)

Net Operating Income $38,002 

capitalization rate 3.65%
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Operating Expenses: Annual $/unit

Property Taxes 1.20% $1,010,000 $12,120 $3,030 

Insurance $375 per unit $1,500 $375 

maintenance $100 per month $1,200 $300 

landscaping $75 per month $900 $225 

property management 7%of GEI $4,628 $1,157 

water & sewer $35 per unit per month $1,680 $420 

security $0 per month $0 $0 

trash $30 per unit per month $1,440 $360 

permits & fees $150 per year $150 $38 

pest control $50 per month $600 $150 

common area electric $50 per month $600 $150 

reserves $300 per unit per year $1,200 $300 

marketing $500 per year $500 $125 

miscellaneous $100 per unit per year $400 $100 

legal & accounting $300 per unit per year $1,200 $300 

total $28,118 $7,030 



Selling agent’s income estimate:
 Analysis:
 Gross Schedule Income: $69,200
 Vacancy Allowance $/%: /
 Gross Operating Income: $
 Operating Expense $/%: $/
 Net Operating Income: $69,200
 Gross Spendable Income:
 Loan Payment (Annual):
 Gross Multiplier: 14.72
 Cap Rate: 6.79
From MLS listing
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Buyer beware! 

 Need to be skeptical of information 
provided by sellers and sellers’ agents

 For smaller properties, 1 to 4 units, agents 
may be less sophisticated, focus on selling 
houses

 May not research operating expenses or 
verify rent roll by reading leases

 Need a “due diligence” period to verify 
material information
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5-year cash flow projections – all 
cash

Year 1 2 3 4 5 
Gross Potential Income - rents $69,600 $73,080 $76,734 $80,571 $84,599 
Laundry $0 $0 $0 $0 $0 $0 
Gross Potential Income - all sources $69,600 $73,080 $76,734 $80,571 $84,599 

vacancy & collection losses 5.00% ($3,480) ($3,654) ($3,837) ($4,029) ($4,230)
Gross Effective Income $66,120 $69,426 $72,897 $76,542 $80,369 
Operating Expenses $7,030 ($28,118) ($28,681) ($29,254) ($29,839) ($30,436)
Net Operating Income $38,002 $40,745 $43,643 $46,703 $49,933 
capitalization rate 3.65% 3.92% 4.20% 4.49% 4.80%
Debt Service $0 $0 $0 $0 $0 

Net cash flow - before tax $38,002 $40,745 $43,643 $46,703 $49,933 
Return on Equity/Cash on Cash 3.65% 3.92% 4.20% 4.49% 4.80%
Sales proceeds $1,198,392 
Net cash flow ($1,040,100) $38,002 $40,745 $43,643 $46,703 $1,248,325 
return on equity (cash on cash) 3.65% 3.92% 4.20% 4.49% 120.02%
IRR 6.83%
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Estimate of Sales Proceeds:

Residual Gain Calculation:

Year 5 NOI $49,933 

selling cap rate 4.00%

sales price $1,248,325 

transaction costs ($49,933)

loan payoff $0 

Sales proceeds $1,198,392 

www.terravestinc.com



Income Taxes
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Approximate effective marginal ordinary income tax rates married filing jointly, California 2013 – Terravest Inc & The Tax Foundation



5 year projections after tax

www.terravestinc.com

Investors that are owner-operators may offset up to $25,000/year of Adjusted Gross Income 
provided AGI is $100K or less.  $25K is phased out between $100K and $150K/year.   See 
http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Passive-Activity-
Loss-ATG----Chapter-2,-Rental-Losses

Year 1 2 3 4 5 

after tax:

Net Operating Income $38,002 $40,745 $43,643 $46,703 $49,933 

depreciation ($31,636) ($31,636) ($31,636) ($31,636) ($31,636)

interest $0 $0 $0 $0 ($0)

taxable income $6,365 $9,109 $12,007 $15,066 $18,296 

tax rate 30.00% 30.00% 30.00% 30.00% 30.00%

taxes (operations) ($1,910) ($2,733) ($3,602) ($4,520) ($5,489)

Taxes (sale) ($63,289)

cash flow after tax ($1,040,100) $36,092 $38,013 $40,041 $42,187 $1,179,552 

return on equity 3.47% 3.65% 3.85% 4.06% 113.41%

IRR 5.48%



Estimate of taxes due on the sale

Taxes on sale:

Sales Price $1,248,325 

transaction costs (49,933)

adjusted basis ($881,918)

gain $316,474 

taxed at recapture $158,182 

recapture rate 25.00%

recapture taxes ($39,545)

taxed at capital gains $158,292 

capital gains rate 15.00%

capital gains taxes ($23,744)

total taxes ($63,289)
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Estimate of loan:

Initial Investment $1,040,100 

Loan amount $520,836 

Loan to Value 50.08%

Net Operating Income $38,002
Debt Coverage Ratio 
Net operating income/annual debt service

1.20

Interest Rate 4.50%

Amortization Period -years 30 

Annual Debt Service $31,668 

Equity $519,264 
www.terravestinc.com



5-year cash flow projections - 50% 
leverage:
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Year 1 2 3 4 5 

Gross Potential Income - rents $69,600 $73,080 $76,734 $80,571 $84,599 

Laundry $0 $0 $0 $0 $0 $0 

Gross Potential Income - all sources $69,600 $73,080 $76,734 $80,571 $84,599 

vacancy & collection losses 5.00% ($3,480) ($3,654) ($3,837) ($4,029) ($4,230)

Gross Effective Income $66,120 $69,426 $72,897 $76,542 $80,369 

Operating Expenses $7,030 ($28,118) ($28,681) ($29,254) ($29,839) ($30,436)

Net Operating Income $38,002 $40,745 $43,643 $46,703 $49,933 

capitalization rate 3.65% 3.92% 4.20% 4.49% 4.80%

Debt Service (DCR) 1.20 ($31,668) ($31,668) ($31,668) ($31,668) ($31,668)

Net cash flow - before tax $6,334 $9,077 $11,975 $15,035 $18,265 

Return on Equity/Cash on Cash 1.22% 1.75% 2.31% 2.90% 3.52%

Sales proceeds $722,582 

Net cash flow ($519,264) $6,334 $9,077 $11,975 $15,035 $740,847 

return on equity (cash on cash) 1.22% 1.75% 2.31% 2.90% 142.67%

IRR 8.81%



Estimate of Sales Proceeds –
leveraged:

Residual Gain Calculation:

Year 5 NOI $49,933 

selling cap rate 4.00%

sales price $1,248,325 

transaction costs ($49,933)

loan payoff ($475,810)

Sales proceeds $722,582 
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Leveraged IRR After Tax

www.terravestinc.com

Investors that are owner-operators may offset up to $25,000/year of Adjusted Gross Income provided AGI is 
$100K or less.  $25K is phased out between $100K and $150K/year.   See 
http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/Passive-Activity-Loss-ATG----Chapter-2,-
Rental-Losses

Year 1 2 3 4 5 

after tax:

Net Operating Income $38,002 $40,745 $43,643 $46,703 $49,933 

depreciation ($31,636) ($31,636) ($31,636) ($31,636) ($31,636)

interest ($23,438) ($23,067) ($22,680) ($22,276) ($21,853)

taxable income ($17,072) ($13,958) ($10,674) ($7,209) ($3,557)

tax rate 30.00% 30.00% 30.00% 30.00% 30.00%

taxes (operations) $5,122 $4,188 $3,202 $2,163 $1,067 

Taxes (sale) ($63,289)

cash flow after tax ($519,264) $11,455 $13,265 $15,177 $17,202 $678,630 

return on equity 2.21% 2.55% 2.92% 3.31% 130.69%

IRR 7.53%



Sales Proceeds After Tax:
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Taxes on sale:

Sales Price $1,248,325 

transaction costs (49,933)

adjusted basis ($881,918)

gain $316,474 

taxed at recapture $158,182 

recapture rate 25.00%

recapture taxes ($39,545)

taxed at capital gains $158,292 

capital gains rate 15.00%

capital gains taxes ($23,744)

total taxes ($63,289)



GRM vs Cap rate vs IRR

www.terravestinc.com

Cheat Sheet

GRM Cap Rate
Before tax 

IRR After tax IRR

8 7.46% 24.32% 20.78%

10 5.78% 17.63% 14.88%

12 4.64% 12.30% 10.21%

14 3.83% 7.86% 6.36%

16 3.21% 4.04% 3.09%

18 2.73% 0.67% 0.51%

Illustrative only, estimates based upon assumptions in model: all cash purchase, +/-$7K/unit OE, 4% selling cap 
rate, 5% rent inflation/year, 2% OE inflation/year, marginal effective tax rate 30%, capital gains 15%.  Investors 
advised to perform their own calculations.



Price Comparisons

Location 
Properties 

sold
Avg. units/ 
property Avg. $/ SF Avg. $/ unit

Avg. 
GRM

Newport Beach 24 2.58 $582 $580,565 25.39 

Costa Mesa 32 4.55 $329 $282,108 15.53 

Anaheim 41 4.24 $199 $177,356 15.66 

Santa Ana 43 4.93 $209 $165,043 12.09 

Long Beach 188 4.60 $211 $181,399 15.33 

Riverside 8 2.13 $118 $108,417 9.34 

Ontario 16 2.94 $157 $110,632 9.80 
Rancho 
Cucamonga 1 2.00 $164 $150,000 11.36 

Properties sold between 1/1/13 & 7/16/13 per the California Regional Multiple Listing Service
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What about houses?
 Demand currently (summer 2013) exceeds supply
 Lack of inventory
 Multiple offers
 Prices rising quickly, 28% in LA last 12 months  

http://www.latimes.com/business/money/la-fi-mo-home-prices-soar-20130717,0,254160.story?track=rss

 All-cash investors crowding out homebuyers
 Homebuilders still gearing up
 In Orange County less expensive houses tough to 

get – feasible to rent higher priced homes?
 Condos may be a reasonable alternative now, lag 

houses at beginning of a recovery
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Forms of Ownership

Ownership entities:
Unlimited liability Limited Liability

Taxable at 
Entity level 
and personal 
level

Subchapter C Corporation

Pass-through 
entities-
taxable only at 
individual level

Community Property Real Estate Investment Trusts
Joint Tenants Limited Liability Companies (LLC)
Tenants in Common Limited Partnerships (LP)
General Partnerships Subchapter S Corporations

Terravest advises investors to consult with their attorney and/or accountant on most appropriate form of ownership
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Vehicles for Investing in Real Estate
Funds available (all figures approximate)

 Less than $50,000
◦ Publicly traded & Private REITs and real estate 

companies
 $50,000 to $250,000
◦ Public & Private REITs & real estate companies, 

private placement local syndications1

 Over $250,000
◦ Public & Private REITs & real estate companies, 

private placement local syndications, direct 
investment

1Private placement syndications available only to accredited investors
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Why local real estate vs. REITs?
 More direct control (direct investment) or familiarity 

with sponsor - influence
 Focus on local market, which may have better 

prospects than national market 
 Familiarity with local economy
 Income partially sheltered from taxes through 

depreciation; losses may offset other taxable income.
 Pride of ownership – can visit property
 Higher returns  - avoid REIT management overhead, 

publicly traded burden, capitalize on local 
opportunities

 Downside – less liquidity
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Potential local investments
Low Risk Medium Risk High Risk

Residential, single tenant 
commercial (solid 
tenant, long term lease)

2nd tier residential, 
industrial, some retail

Office, some retail, raw 
land 

Stabilized property Rehabilitation, re-lease Development deals

Solid locations (coastal) Inland Empire No growth or negative 
growth areas, desert

Low leverage or all cash Medium leverage (40% 
to 70%)

High leverage, 
subordinated debt.

Own yourself or with 
known friends, family, 
some known sponsors

Syndications with 
respected but unfamilar
sponsors

Syndications with 
strangers or non-
transparent sponsors
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Where are we in the cycle:
 Modest economic cycle recovery
 Local residential real estate increasing in value at a 

rapid pace
 Limited inventory, builders have not been building in 

+/- 5 years, pent up demand
 Loan underwriting tight but loosening
 Interest rates increasing
 New residential development feasible, early cycle 

feasibility.
 Liklihood of increasing residential rents
 Industrial generally stable, office soft but improving, 

retail improving – product type shifting, impact of 
internet 
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Questions?
Thank you!

Tim Mulrenan
tmulrenan@terravestinc.com
www.terravestinc.com
714-377-1555
Facebook:  http://www.facebook.com/Terravest.Inc
LinkedIn: http://www.linkedin.com/company/terravest-
inc.
Twitter: http://twitter.com/TerravestInc
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