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EXECUTIVE SUMMARY

Housing:  

NAR has historically opposed the flat tax because it eliminates the deductions for mortgage interest and state and local taxes.

NAR generally opposes transaction-type taxes on the transfer of a home in either the acquisition or disposition phases of ownership.

NAR believes that the current law $250,000/$500,000 exclusion is an essential capital formation tool.

Investment Real Estate:
Current law principles of matching income and expenses have served the industry well.

An overly-generous cost recovery system can lead to abusive tax shelters.  This was the experience of the early 1980’s.

More realistic cost recovery periods are essential for investment real estate and particularly for leasehold improvements.

Real estate investors generally anticipate a long holding period, deterioration of improvements and appreciation of underlying land.  These factors underscore the need for a cost recovery system that balances well with the leverage arrangements for acquisitions.  Matching of income and expenses suggests that both depreciation and interest expense deductions are useful to investment real estate.

Self-employed Persons:
We are unaware of any tax system that satisfies the goals of simplification for self-employed persons, particularly when business property also has personal uses and vice versa.

NATIONAL ASSOCIATION OF REALTORS(
Real Estate and Tax Reform Proposals
The NATIONAL ASSOCIATION OF REALTORS(  represents over 1.1 million real estate professionals who participate in our organization in their capacities as individuals engaged in real estate businesses as sales agents, brokers, leasing agents, advisors, property managers, developers, commercial and investment real estate specialists and as investors in their own real estate portfolios.  Most are self-employed, with business organization forms fairly evenly distributed among Subchapter C corporations, Subchapter S corporations, sole proprietorships, limited liability companies and partnerships.  
Each year, the real estate industry generates from 15% to 18% of the gross domestic product.  Since 2000, the real estate sector has been one of the only growth sectors in the entire U.S. economy.  Accordingly, the industry is a major stakeholder in tax reform.  Far-reaching changes to the tax base and to the tax model could significantly alter the economics of this cyclical industry and could disrupt what has generally been, with some dramatic exceptions, a successful taxation regime over the decades.  We note, as well, the record homeownership rate which is currently nearly 70%.
The Tax Reform Advisory Panel has asked for comments that describe the impact of various replacement tax reform models presented to the Panel.  We will identify issues of note under various models that would affect housing and homeownership as well as investment real estate.  We will note, as well, the dilemmas of tax reform for self-employed workers.
Housing:  The 2005 Executive Order creating the Advisory Panel directs the members to “recognize[e] the importance of homeownership…in American society.”  NAR applauds this directive, but nonetheless offers comments related to various tax reform models. 

 The equity in a home is the greatest source of wealth for most Americans.  Given the nation’s low savings rate and the impending retirement of the Baby Boomers, we believe that encouraging homeownership by limiting the incidence of taxation on acquisition and disposition of a home is a way to encourage savings and capital formation.  The capital invested in housing and the equity it generates should be preserved for families.
NAR aggressively opposed the flat tax during the 1996 Presidential primary campaign of Steve Forbes.  His model, based on the so-called Hall-Rabushka flat tax, would repeal all deductions, including the mortgage interest deduction and state and local tax deductions.  Our internal research and the research of outside experts consistently show that an overnight loss of these deductions would cause the value of existing housing to fall by as much as 25%.  This is simply unacceptable, particularly because some research also has shown that this loss of value is never fully recouped. 
Under current law, no federal-level tax applies to the purchase of a house.  Thus, our policy opposes any transaction-type tax on the sale of a house.  We have no formal position on the tax base and system included in the National Retail Sales Tax (H.R. 25, the Fair Tax), but we are dismayed that the sales tax rate of that model would likely range between 30 – 45% of the price on a tax-exclusive basis.  
As we understand many of the consumption tax models that have been presented, the incidence of a retail or transaction tax would generally fall on the purchaser.  We are unable to imagine how buyers, sellers or housing markets could bear a 30 – 45% tax burden.  We question whether prudent lenders would be willing or able to finance the sales tax cost, as a long-term financing mechanism would almost certainly require mortgages that would exceed the after-tax value of the home.  If a home that had been subject to the sales tax were sold before the tax liability had been extinguished (which we believe would be the general rule), the owner would likely realize no cash, as the outstanding tax and mortgage liabilities could easily use up most or all of the proceeds from the sale.  Thus, a tax on home purchase is ill-advised.
We have undertaken research to determine how European and Canadian value-added taxes treat housing acquisition and will be pleased to share our findings with the Commission.

We note with interest Professor Graetz’s proposals that would create a very high “Family Allowance” under an income tax, but that would retain all existing deductions for taxpayers.  We are in the process of modeling the Graetz model’s impact on housing and, again, will be pleased to share our findings.  We note that the Graetz proposal would impose a VAT on new housing.  Using our research on value-added taxes and housing, we will be pleased to work with the Panel to assure that housing is not disadvantaged under the Professor’s thought-provoking model.
Finally, the 1997 provision creating a $250,000/$500,000 capital gains exclusion on the sale of a principal residence is doubtless one of the most taxpayer-friendly provisions added to the Code in decades.  We believe that this feature of current law (or some similar exclusion mechanism that would also be adjusted for inflation) must be retained in some manner to help families preserve their capital.  

Investment Real Estate:  

Depreciation/Expensing:  Several witnesses have recommended that investments in capital assets be expensed rather than capitalized and depreciated over a term of years.  No witness we are aware of specifically addressed whether expensing would extend to real estate.  NAR has no formal position on expensing but does recommend that the Panel use caution when recommending the appropriate model for real estate cost recovery.
Real estate investors have generally found the traditional accounting model of matching income and expenses over a term of years to be valid and workable.  Real estate, perhaps unique among capital assets, is generally acquired in anticipation of long holding periods that generate relatively stable and predictable income streams over a term of years.  Further, investors anticipate that, over time, the improvements to real estate will become outdated or obsolete, but the land itself will remain and, depending on external factors, perhaps have appreciated. 
These income and expense matching principles in the current tax system are consistent with investors’ expectations.  Thus, a fundamental question under an expensing model is whether expensing would be available only in the year of the investment or whether carryovers would be provided.  Carryovers would be essential in an expensing regime for real estate, as acquisition costs far exceed the one-year cash flow of a project. 
Expensing real estate would create a very front-loaded investment regime for this long-lived asset.  In the recent past, the real estate industry, always cyclical, demonstrated the limitations of a cost recovery system that is too heavily front-loaded.  The so-called “10-5-3” proposal emerged in 1981 to enhance capital formation and investment in a sluggish economy.  Under that proposal, investments in real estate would have been capitalized and costs recovered over 10 years.  While real estate professionals accepted this treatment for manufacturing plant and owner-occupied properties, the investment real estate sector, particularly in the nonresidential category, believed that a 10-year cost recovery period was overly generous and could lead to distortion and speculation in the marketplace.  The outcome in the Economic Recovery Tax Act of 1981 was a 15-year cost recovery period for all real estate, increased to 18 years in 1984 and 19 years in 1985.  The Tax Reform Act of 1986 radically changed the tax model for real estate investment, lengthening the cost recovery period to 31.5 years for nonresidential real estate (increased to 39 years in 1993) and 27.5 years for residential property.  Moreover, to curtail the tax shelter industry that had grown up around real estate, the 1986 Act implemented the exceptionally complex, onerous and poorly understood passive loss rules.
NAR has no interest in repeating the scenario in which overly generous benefits are given to the industry, then abused, then abruptly removed.  In 1986, the draconian changes to real estate taxation, the failure to provide protection for existing assets and the absence of realistic transition rules combined to cause severe dislocation and loss of value to investment property and grave danger to the financial system.  NAR has no position that would support or reject expensing.  NAR does, however, wish to remind the Panel that real estate investment has unique characteristics.  Poorly designed cost recovery rules for real estate can distort investment and generate abusive investor behavior.  Moreover, adequate transition rules are essential.
We cite as well the findings of the 2000 Treasury depreciation study.  We concur with its finding that the current 39-year tax life is unduly long for real estate and especially for leasehold improvements to real estate.  The study also validated the use of cost segregation studies for real estate.  These studies have the effect of restoring the pre-1981 component depreciation model.  Component depreciation is complex and may treat similarly-situated taxpayers very differently.  Given the current 39-year life, however, the cost segregation studies are a useful tool that enables investors to more accurately measure the economic value of their assets.  The 2000 study made no specific recommendation as to what a more appropriate life would be.  In 2001, NAR adopted policy supporting a cost recovery period for real estate between 20 - 25 years.  

Interest Expense:  Investment real estate is almost always acquired with debt.  During the early 1980’s, the debt to equity ratios were considerably higher than they are today and contributed to the harsh outcomes of the 1986 Act.  Under current market practice investors generally have equity in their projects ranging between 30 and 40%, with some owners investing as much as 50% equity.  Nonetheless, leverage and interest expense deductions are intrinsic to real estate investment.  
We acknowledge that a theoretical tax model that permitted expensing of capital investment would likely eliminate interest deductions.  Again, however, we call attention to the utility of the matching principles of current law.  As a general matter, we would oppose elimination of deductions for interest expense, but would be pleased to work with the Panel to achieve balance among matching principles, cost recovery and interest expense provisions.
Self-employed Persons

At the intersection of business taxation and individual taxation is a self-employed person who must comply with both regimes.  Thus, the self-employed person, even a sole proprietor with no inventory and a business that relies mostly on cash payment, always faces more complexities than other taxpayers in measuring income, distinguishing personal and business use of various assets, tax compliance and payroll taxes.  


To our knowledge, the witnesses at the various Panel hearings did not explicitly address the problems self-employed persons face.  Rather, the witnesses noted that these individuals are less likely than others to have health insurance or pensions.  Some commentary has also suggested that these individuals contribute to the so-called “tax gap.”  We note with pride that Realtors(  have generally achieved high rates of compliance among the self-employed.


We are not aware of any tax replacement model that mitigates the burdens of self-employed persons.  The National Retail Sales Tax model eliminates all business-level taxation. While we agree with the maxim that “businesses don’t pay taxes; individuals pay them,” we acknowledge that tax avoidance is a sad fact of human nature.  We believe that a model that eliminates all business taxation could compound the tax gap by tempting self-employed individuals to characterize their personal consumption as business consumption.  This would undermine that model.

The value-added taxes suggested by some witnesses would impose the tax on all goods and services.  While there is presently no federal level transaction-type tax on services, NAR, in support of its state organizations, opposes sales taxes on services such as real estate sales and brokerage and all the services attendant to selling a house or building (e.g., termite inspections, title searches, home inspection, due diligence attorney’s fees, sales commissions).  In recent years more and more states have proposed taxes on services and our members have uniformly rebuffed those efforts.  

We appreciate this opportunity comment on the worthy goals of the Advisory Panel.  Should you wish to discuss any real estate tax issues with our staff, you may contact Linda Goold, Tax Counsel, at 202 383 1083.
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