EFFECTS OF PROPOSED TAX POLICY
ON COMMERCIAL REAL ESTATE

President Biden called on Congress to make tax code
changes that could hurt commercial real estate investors’
pockets. But the code changes detailed in The American
Families Plan could also result in fundamental shifts in how
real estate is bought, sold and developed.

One of the major themes of Biden's campaign as well as
his first 100 days in office has been equity. Instead of raising
taxes on middle-class Americans to pay for the plan’s $1.8
frilion in spending, he is setfing his sights on high-earning
investors and real estate investors, in particular.

In the real estate industry, he is taking aim at two tax
incentives that are baked info a tremendous number of
real estate deals: 1031 exchanges and carried interest for
private equity fund managers.

1031 Exchanges

1031 exchanges are used in all property types and across
the real estate investor universe. Biden is asking Congress
to enact legislation that would disallow 1031 exchanges for
gains greater than $500,000.

Biden has proposed raising the long-term capital gains
tax rate from 20 percent to 39.6 percent for investors with
incomes over $1 million.

Without the 1031 exchange option, someone who buys a
property for $5 million and sells it for $15 million no longer
has $15 million to re-invest. Instead, that investor will be
paying 40 percent federal tax plus other taxes that could
add up to 50 percent of the gains from the sale. That would
leave only $10 million to reinvest.

If Congress moves o severely limit 1031 exchanges, experts
say, there is likely to be an initial rush to sell properties held
in 1031 before the change takes effect. That will probably
be followed by a drop in the number of property sales
fransactions and less liquidity in the market.

Carried Interest

The carried interest benefit plays a role in every private
equity investment. Carried interest is the fund manager's
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share of the profits, when the profits are realized, and it
amounts to the bulk of a fund managers’ compensation.
It is designed to align the manager’s interests with the
investor's and to incentivize performance.

Under the current tax code, carried interest is considered
return on investment, so it is taxed at the 20 percent capital
gains rate rather than the 37 percent regular income tax
rate, for those who make over $1 million.

If Congress approved Biden's proposal, carried interest
would be taxed at the regular income tax rate, which
Biden has proposed increasing to 39.6 percent for those
earning more than $1 million.

As a result, fund managers may need to find new ways to
structure fees and to allocate the increased cost due to
the change in carried interest classification.

But if Biden manages to raise the long-term capital gains tax
fo 39 percent for all investors, the carried interest change is
actually canceled out anyway.

Biden's plan would also eliminate the step-up in basis for
properties and other assets that are inherited. Currently, the
basis on a property that is passed on to heirs is stepped
up to fair market value at the time of death. The heirs,
therefore, pay no tax on any appreciation in value since
the asset was purchased because, tfechnically, there is no
gain. Take, for example, a property purchased at $1 million
that was worth $10 million at the time of inheritance. Under
the change, the estate would have to pay capital gains
tax on the $9 million gain.

The Fight Continues

Last month, more than 30 trade organizafions signed
a letter to Treasury Secretary Janet Yellen extolling the
positive effects that like-kind exchanges have throughout
the economy. The groups will continue their lobbying while
Congress debates Biden's tax proposals and sfructures
them into law. It is too early to tell. What shape the tax
changes could take, but the effect on liquidity could
be decisive.
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