
How to double your real estate investment portfolio: Utilize
Section 1031 of the Internal Revenue Code
February 12, 2013 - Upstate New York

Like our bodies, which require physical attention to make sure they perform to their fullest, our real
estate investments require the same attention and care.
Over the course of a holding period, a real estate investment gets soft and forms a diminishing rate
of return when the property is held too long in the owner's portfolio.
For example, let's assume that we acquired a 12-unit apartment building in 1983 with a purchase
price of $240,000. An equity (down payment) investment of $60,000 (25%) and a mortgage of
$180,000 (75% LTV).
 Through the holding period of this real estate asset we build additional equity through principal
reduction of the mortgage and appreciation (the increase of the value over the original purchase
price).
Here is where the "Financial Physical" comes into play. It can determine how well the investment
property is performing financially and can measure whether or not we are experiencing a diminishing
rate of return on our real estate investments.
 Although the rents have increased drastically over the holding period, you need to examine how
fiscally sound the investment is performing today. Many investors feel that their returns increase
over time because their cash flow may have increased drastically. The rate of return on an after-tax
basis as a percentage, decreases every year starting after the first year. 
The reason for the "Financial Physical" is to take a look at what the equity position is today not what
the equity position was at the time of acquisition. Your equity position increases through principal
pay down of your mortgage and through appreciation. Your tax benefits will diminish because the
interest expense (deduction) decreases as time goes on and your depreciation expense will diminish
or stay the same depending on the method used as your cash flow increases allowing less dollars to
be sheltered. 
Most people think that the right thing to do is to hold the real estate investment property until it is
mortgage free. That's wrong, for the reason we just mentioned above. In addition, would you hold a
property that is all paid for, or would you purchase a property using your new equity position with
25% down payment like when you acquired your investment property? With the use of leverage you
can maximize your rate of return as well as control much more real estate.*
With the $370,000 of equity that we have accumulated in our 
example today, we have the opportunity to control $1.48 million worth of real estate by putting 25%
down and acquiring a mortgage $1.11 million 75% LTV.**
The bottom line is, do you want to control $370,000 of real estate in a 12-unit apartment building or
control $1.48 million of real estate (four times the market value)? By using the same equity position



($370,000) and Section 1031 of the Internal Revenue Code you can own real estate with a value of
$1.48 million.
Using 100% of your equity to purchase another property is possible through the use of real estate
exchange. Section 1031 of the Internal Revenue Code allows owners disposing of business or
investment property to pay no tax when disposing of the property as long as another business or
investment property is acquired within 180 days from the closing of the disposed property. This type
of transaction must be structured through the use of a professional qualified Intermediary.
If you are looking to achieve financial independence with the use of real estate as an investment,
you can achieve it much quicker by having a financial physical performed on your real estate
investment property. In many cases a current owner of a real estate investment can double, triple or
even quadruple the size of their real estate portfolio.

* See Financial Physical Worksheet
* See Opportunity
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