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Congress has approved sweeping tax cuts and tax reform that have not been tackled by the federal government in over 30 years (since the Tax Reform Act of 1986.). The tax law, formally referred to as â€œThe Tax Cuts and Jobs Act,â€� will go into effect January 1, 2018. This article has the most up-to-date information along with a summary of how the tax law provisions will affect homeowners and real estate investors who own all types of investment property. Although this article generally does not delve into tax issues not associated with real estate, there are many new tax provisions and this is essential information for anyone that owns real estate to understand.

PRIMARY RESIDENCE HOMEOWNERS

As a result of doubling the standard deduction to $12,000 for single filers and $24,000 for married filing jointly, according to Moodyâ€™s Analytics, as many as 38 million Americans who would otherwise itemize may instead choose the higher standard deduction under the new tax plan. The doubling of the standard interest deduction, in essence, removes a previous tax incentive of moving from renting a residence to home ownership.Â  A likely unintended outcome will be fewer Americans choosing to become homeowners versus renting a residence solely for the tax advantages.

Any home mortgage interest debt incurred before December 15, 2017, will continue to be eligible for the home mortgage interest deduction up to $1,000,000. Any home mortgage interest debt incurred after this date will be limited to no more than $750,000 qualifying for the home mortgage interest deduction. Beginning in 2018, the deduction for interest paid on a home equity line of credit (â€œHELOCâ€�) will no longer be eligible for the home mortgage interest deduction. However, the tax law preserves the deduction of mortgage debt used to acquire a second home. This should have a positive impact on supporting property values in resort and vacation destinations.

State and local taxes (referred to collectively as â€œSALTâ€�) can be deducted, but will no longer be unlimited as under previous tax law. The 2018 tax law will allow homeowners to deduct property taxes and either income or sales taxes with a combined limit on these deductions being limited to no more than $10,000. Top earners who live in a state with higher taxes like California, Connecticut,Â  Oregon, Massachusetts,Â  New Jersey, New York will be negatively affected the most by no longer having the previous full federal deduction available. There is the potential for home values in high state tax areas on both the West Coast and East Coast to see a reduction in property values partially due to the new capped SALT deduction at $10,000 and partially due to the new maximum $750,000 home mortgage deduction. A National Association of REALTORSâ„¢ study found there could be a drop inÂ home prices up to 10 percent in these and other high state tax areas as a result of limitations in the tax law that wonâ€™t be as favorable as prior law for some property owners.

Both the House and Senate tax bills had originally proposed increasing the length of time a homeowner would need to live in a primary residence (from five out of eight years versus the current requirement to live in a primary residence two out of five years to qualify for the Section 121 tax exclusion). This proposed change did not become a part of the 2018 tax law. Homeowners will continue to only need to live in their primary residence 24 months in a 60 month time period to be eligible for tax exclusion up to $250,000 if filing single and up to $500,000 if married filing jointly. Property owners will still have the ability to convert a residence into a rental property or convert a rental property into a residence and qualify for tax exclusion benefits under both the primary residence Section 121 rules and also potentially qualify for tax deferral on the rental property under the Section 1031 exchange rules.

INVESTMENT PROPERTY OWNERS

Investment property owners will continue to be able to defer capital gains taxes using 1031 tax-deferred exchanges which have been in the tax code since 1921. No new restrictions on 1031 exchanges of real property were made in the new tax law. However, the tax law repeals 1031 exchanges for all other types of property that are not real property. This means 1031 exchanges of personal property, collectibles, aircraft, franchise rights, rental cars, trucks, heavy equipment and machinery, etc will no longer be permitted beginning in 2018. There were no changes made to the capital gain tax rates. An investment property owner selling an investment property can potentially owe up to four different taxes: (1) Deprecation recapture at a rate of 25% (2) federal capital gain taxed at either 20% or 15% depending on taxable income (3) 3.8% net investment income tax (â€œNIITâ€�) when applicable and (4) the applicable state tax rate (as high as an additional 13.3% in California.)

Some investors and private equity firms will not have to reclassify “carried interest” compensation from the lower-taxed capital gains tax rate to the higher ordinary income tax rates. However, to qualify for the lower capital gains tax rate on â€œcarried interest,â€� investors will now have to hold these assets for three years instead of the former one-year holding period.

Some property owners, such as farmers and ranchers and other business owners, will receive a new tax advantage with the ability to immediately write off the cost of new investments in personal property, more commonly referredÂ to as full or immediate expensing. This new provision is part of the tax law for five years and then begins to taper off. There are significant concerns these business and property owners will face a â€œtax cliffâ€� and higher taxes once the immediate expensing provision expires.

Investment property owners can continue to deduct net interest expense, but investment property owners must elect out of the new interest disallowance tax rules. The new interest limit is effective in 2018 and applies to existing debt. The interest limit, and the real estate election applies at the entity level.

The tax law continues the current depreciation rules for real estate. However, property owners opting to use the real estate exception to the interest limit must depreciate real property under slightly longer recovery periods of 40 years for nonresidential property, 30 years for residential rental property, and 20 years for qualified interior improvements.Â  Longer depreciation schedules can have a negative impact on the return on investment (â€œROIâ€�). Property owners will need to take into account the longer depreciation schedules if they elect to use the real estate exception to the interest limit.

The tax law creates a new tax deduction of 20% for pass-through businesses. For taxpayers with incomes above certain thresholds, the 20% deduction is limited to the greater of: 50% of the W-2 wages paid by the business or 25% of the W-2 wages paid by the business, plus 2.5% of the unadjusted basis, immediately after acquisition, of depreciable property (which includes structures, but not land). Estates and trusts are eligible for the pass-through benefit. The 20% pass-through deduction begins to phase-out beginning at $315,000 for married couples filing jointly.

The tax law restricts taxpayers from deducting losses incurred in an active trade or business from wage income or portfolio income. This will apply to existing investments and becomes effective 2018.

State and local taxes paid in respect to carrying on a trade or business, or in an activity related to the production of income, continue to remain deductible. Accordingly, a rental property owner can deduct property taxes associated with a business asset, such as any type of rental property.

This article is only intended to provide a brief overview of some of the tax law changes, which will affect any taxpayer who owns real estate and is not intended to provide an in-depth overview of all the tax law provisions. Every taxpayer should review their specific situation with their own tax advisor.
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			Experience

Established in 1990, API  has successfully facilitated over 200,000 1031 exchanges. Learn more...



Expertise

API's Senior Exchange Counselors, attorneys and CPAs are available to discuss exchanges of any complexity-from standard delayed to improvement and reverse transactions. Learn more...
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Our foremost concern is security of the exchange proceeds, as exemplified by our addition security measures. Learn more...
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					Thank you so much. You helped make a difficult and complicated situation a pleasure, thank you!



Sandra C., California

Thank you for the very professional way in which my transactions were handled, making this a pleasant and efficient process. Thanks as well to all your associates who were very gracious to work with.


Lori H., Massachusetts

Appreciated the instant availability whenever I had a question. Also, greatly appreciated the timely notices and reminders. Thank you for a job well done.


Alice S., Wisconsin

This is our 4th property exchange with you. Every one of them has been a "10" experience.


Berry, Colorado

Thank you for always being responsive and prompt to my needs.



Anthony C., New York

Iâ€™m not just a client, Iâ€™m also a real estate broker.  When investor-clients and other real estate professionals ask who I recommend to facilitate a 1031 exchange, I will enthusiastically say â€“ Asset Preservation. Thank you for a wonderful experience!



Deborah P., New York

I had such efficient people handling the paperwork and walking me through this 1031 process. I would definitely consider doing it again.



Pat H., California

We are so thrilled with your assistance with the reverse 1031 exchange. You knew exactly when and how to do each step and how to keep us moving in the right direction. You could explain issues to us that we had difficulty comprehending. We would be delighted to use API again and also recommend the firm to others.


Jill H., Maine

So friendly, personal, efficient and competent (and painless).


Richard G., New York

We appreciate everyone's efforts and diligence. The coaching to avoid boot was awesome. Great service!



Allison L., Santa Monica

Excellent service. Responsive, professional, and easy to do business with. Everyone I worked with was excellent!



Ferol L., San Diego

This is my second 1031 exchange with API and again you hit it out of the park. Thanks for great work.



Beverly W., Colorado

I wanted you both to know how much I appreciate you both and all the hard work you do for me and my clients. The reason I recommend you to all my clients is because you are NOTHING SHY OF AWESOME! 



Sandy R., California

Your team is great!!! You guys deliver on what you promote when talking about the company at industry events â€“ Thank you!


A.L., Los Angeles

One phone call and they took care of everything, no questions - no problems.


Douglas B., Texas

You and your office are also a pleasure to work with. Thank You.



Lisa M., Bronx

Thank you for your assistance. You made my client a very happy woman.



Cristopher C., New York

We greatly appreciate the business we do with you and Asset Preservation and your consummate professionalism.  No doubt we look forward to doing a lot more business together!


Andy S., New Jersey

You just helped me obtain a new customer! Looking forward to working with you on this one. Thanks again!



Bill K., Texas

Our exchange paperwork was flawless and always on time. Thank you.


William T., California
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