1 May 2021, 02:26AM UTC
Chief Investment Office GWM
Investment Research

US commercial real estate:
Elections (potentially) have
consequences
Blog
Jonathan Woloshin, CFA, Real Estate & Lodging Analyst Americas, UBS Financial Services Inc. (UBS FS)

One of the most frequently heard phrases in politics is "elections have
consequences." In light of the American Families Plan (AFP) recently
announced by President Joe Biden and the new taxes that were proposed
to pay for the plan, this phrase is particularly (and negatively) impactful for
the US commercial real estate (CRE) industry.
To pay for the AFP, which carries an estimated cost of USD 1.8 trillion, the
president's proposed tax changes include:

• Increase the top personal tax bracket to 39.6% from the current 37%;
• Increase the capital gains and dividends tax rate from 20% to 39.6%
for households making in excess of USD 1 million;

• Eliminate like-kind (1031) exchanges for gains greater than USD
500,000;

• Eliminate the stepped-up basis for inherited assets in excess of USD 1
million (USD 2.5 million per couple when combined with existing real
estate exemptions) and taxing the gains if the property is not donated
to charity. The AFP does have protections built in so that family-owned
businesses will not have to pay taxes when given to their heirs who
continue to run the business;

• Increase the tax rate on carried interest from 20% to 39.6%;
• Ensure that everyone making more than USD 400,000 would pay the
3.8% Medicare tax on earnings.
If passed by Congress, these provisions would represent serious headwinds
for the CRE industry, in our view. The 1031 exchange has been part of the
real estate landscape since 1921 and has been used extensively by real
estate investors, particularly in the triple net lease industry. Elimination of
1031 exchanges could lead to a significant decrease in transaction volumes,
and ultimately price discovery, something that could put upward pressure
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on cap rates. It is possible that there could be a rush of deal volume in
advance of the 1031 elimination. However, we believe that volume would
decline precipitously pursuant to the new rules.
The combination of the loss of 1031 exchanges with the effective
elimination of basis step on inherited assets would, in our opinion, be a
major negative for the CRE industry. Combining this with the increased tax
rates on carried interest (which would impact other businesses in addition
to CRE), there is likely to be a negative flow-through impact on a large
part of the CRE industry as participants assess the impact of any new
regulations or taxes on transaction volume, cap rates, asset values, and
financing. Given the negative impact COVID-19 has had on many parts of
the CRE industry, we view these proposed changes as poorly timed and
potentially very damaging.
We wish to emphasize that the AFP and the proposed tax changes are
currently in the proposal stage. Congressional approval would ultimately be
required. It is possible that the severity of some of the proposed taxes could
lead the Biden administration to consider the reconciliation route if enough
support could not be garnered among more centrist senators. Among the
many things we do not currently know, given how recent the proposal is,
include:

• Would any tax changes be prospective or retroactive?
• Given the small majority the Democrats have in Congress, is the
proposal a "bridge too far" and would it need to be slimmed down?
This is particularly important given that the Democrats' small majority
in the House could be at risk in 2022 if voters perceived the proposed
taxes as overreach;

• Will the various real estate lobbying organizations be able to
demonstrate that the expansion of jobs and economic activity
associated with 1031 exchanges outweighs the deferred tax revenue?
We will continue to monitor the situation closely and provide updates as
needed.
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approach ESG analysis and incorporate the findings in a variety of ways. Incorporating ESG factors or Sustainable Investing considerations may
inhibit the portfolio manager’s ability to participate in certain investment opportunities that otherwise would be consistent with its investment
objective and other principal investment strategies. The returns on a portfolio consisting primarily of sustainable investments may be lower
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