FIRST
REFORM.

Love it or hate it,

tax reform is now
law. Get the ins and
outs of the major
provisions and their
impact on California

housing.

WHAT’S

NEXT?

MAJOR
PROVISIONS

Mortgage Interest Deduction: Be-
ginning Jan. 1, 2018, the new cap
for mortgage interest deduction is
$750,000, down from $1 million.

The mortgage interest deduction
for existing mortgages of up to $1
million secured before Dec. 15, 2017
will not be affected. Homeowners
may also refinance mortgage
debts existing as of Dec. 14, 2017,
up to $1 million and still deduct the
interest, so long as the new loan

does not exceed the amount of the
mortgage refinanced.

® Home Equity Loans:

The interest paid on home equity
loans is only deductible if the
proceeds are used to substantially
improve the residence.

@ State and Local Property Taxes:
California residents now have a
$10,000 combined cap on all of
their state and local tax deduc-
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TAX REFORM

tions, inclusive of real property
taxes, state or local income taxes,
and sales taxes. The $10,000 limit
applies to both single and married

filers and is not indexed for inflation.

@ Casualty Losses:
The Tax Cuts and Jobs Act allows
casualty losses to be deducted only

in a presidentially declared disaster.

® Moving Expenses:

Moving expenses are deductible
only for members of the Armed
Forces.

® Tax Bracket Changes:

There will continue to be seven

tax brackets, but the marginal tax
rates in each bracket will be slightly
lower.

® Standard Deduction:

The standard deduction will nearly
double for 2018 to $12,000 for indi-
viduals and $24,000 for joint filers.
Analysis shows that by doubling
the standard deduction, Congress
has greatly reduced the value of
the mortgage interest and property

SALES AND

PRICE

tax deductions as tax incentives
for homeownership. Congressional
estimates indicate that only 5-8
percent of filers will now be eligible
to claim these deductions by item-
izing, meaning there will not be a
tax differential between renting and
owning for more than 90 percent
of taxpayers. This consequence is
felt more keenly in California than
other parts of the country due to
California’s higher overall tax rate
and higher home prices.

® Personal Exemptions:

Personal exemptions for taxpay-
ers and dependents have been
repealed. Under prior law, tax filers
could deduct $4,150 for the filer
and his or her spouse, if any, and
for each dependent, but they will
no longer be able to do so.

® Qualified Business Expenses:
Real estate licensees, among other
groups, may be able to deduct
qualified business income. The pro-
vision allows an off the top (above
the line) deduction of 20 percent of
business income, subject to certain

IMPACT

provisions. There are income
limitations of $157,500 for single
taxpayers and $315,000 for joint
filers. Above these income levels,
phase out provisions apply.

® Section 179 Expensing:

The amount of qualified property
eligible for immediate expensing
increased from $500,000 to $1
million. The phase-out limitations
are increased from $2 million to
$2.5 million.

The definition of qualified real
property eligible for section 179
expensing has been expanded
to include any of the following
improvements to nonresidential real
property placed in service after the
date such property was first placed
in service: roofs; heating, ventila-
tion, and air conditioning property;
fire protection and alarm systems;
and security systems.

® Entertainment Expenses:
No deduction is allowed with
respect to:
¢ An activity generally con-
sidered to be entertainment,

amusement, or recreation

¢ Membership dues with respect
to any club organized for
business, pleasure, recreation, or
other social purpose

* A facility or portion of a facility
used in connection with the
above items

Taxpayers may still generally
deduct 50 percent of the food

and beverage expenses associ-
ated with operating their trade or
business (e.g., meals consumed by
employees on work travel).

® Rental Income:

The 20-percent qualified business
income deduction applies to

rental income since the changes that
produced the “wage and capital
exception” were intended to apply
to rental income. However, what
exactly constitutes a qualified trade
or business is not well defined by tax
law. There are a number of different
interpretations for different purposes
of the tax code. Typically, to qualify
as a business, the activity must be
regular, continuous, and substantial.

© Tax reform has an adverse impact on home prices, especially in higher-priced segments

PRICE OVERALL $200K $300K $400K $500K $750K $1.5M $2M $5M
Change in home value due to THE NEW

MID CAP or THE NEW STANDARD DEDUCTION -0.2% -0.1% -0.1% -0.1% 0.0% 0.0% -0.1% -1.5% -1.6% -0.7%
Change in home value due to

THE NEW STATE and LOCAL TAXES CAP -0.8% 0.0% 0.0% 0.0% 0.0% -1.8% -2.6% -2.9% -3.8% -4.4%
Total change in home value

due to TAX REFORM -1.0% -0.1% -0.1% -0.1% 0.0% -1.8% -2.7% -4.4% -5.4% -5.1%
Projected price change in 2018

before TAX REFORM 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2%
Projected price change in 2018

after TAX REFORM 3.2% 4.1% 4.1% 4.1% 4.2% 2.4% 1.5% -0.2% -1.2% -0.9%
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@ FIRST TIME BUYERS

About 60% of first-time buyers purchase a property priced
below $500,000 and 80% buy a home less than $750,000
(the new MID cap), so most first-time buyers will not feel the

@ REPEAT BUYERS

More than half (60%) of repeat buyers purchase properties
priced above $500,000, so this buyer segment could experi-
ence a bigger impact due to tax reform.

effect that tax reform exerts on home prices.

First-time Buyer Sales 32% Repeat-Buyer Sales 68%
Median Sales Price $440,000 Median Sales Price $550,000
Median Square Footage 1,477 Median Square Footage 1,800
Median Loan Amount $310,000 Median Loan Amount $383,000
Purchase Below $750,000 80% Purchase Below $750,000 68%
Loan At or Below $750,000 92% Loan Amount at or Below $750,000 85%
© INVESTORS/RENTAL MARKET  vesrsoer e
Median Sales Price $435,000
As tax reform yields.more benefits to renters in general., many Median Square Footage 1,500
consumers may decide to rent longer than they otherwise would =
have. This is likely to drive up demand in the rental market and Median Loan Amount $322,500
increase sales of rental properties. Purchase Below $750,000 76%
Unlike owne.r-occupunts,. investors can write-off all expenses With Loan at or Below $750,000 100%
related to owning and running a rental under the tax reform
guidelines. As such, there could be an increase in investors. Investment Properties as Rentals 76%
© The effect of tax reform on sales is bigger on higher-priced properties
SALES OVERALL $200K $300K $400K $500K $750K $1M $1.5M $2M $5M
Loss in sales due to TAX REFORM (single-
family homes/condos/townhomes, in units) -3,755 -29 -65 -78 -64 -604 -850 -1,014 -501 -550
Change in sales
due to TAX REFORM 07%  -01%  -01%  -0.1%  0.0% 1.2%  19% 3%  -3.8%  -3.6%
Projected sales change in 2018
before TAX REFORM 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Projected sales change in 2018
after TAX REFORM 03%  0.9%  0.9%  0.9% 1.0%  -0.2%  -0.9%  -2.1%  -2.8%  -2.6%
SUPPLY
% change in supply due to tax reform -0.3% 0.0% 0.0% 0.0% 0.0% -0.4% -0.7% -1.1% -1.3% -1.2%
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