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The time may be right for comprehensive tax reform. However,
proposals to change the taxation of real estate investments by
allowing investors to immediately deduct the full value of
improvements or buildings (land is not included) could lead to a real
estate investment crash much larger than the burst of the real estate
bubble of the 1980s. While at first blush immediate expensing
appears to be a huge and unprecedented tax break--real estate
investors would pay virtually no taxes in the first few years of the
investment — the honeymoon period would end in economic
disaster. 

Real estate doesn’t need the stimulus that immediate expensing
would create. Commercial real estate values have eclipsed their previous peak in 2007 by 23 percent.
Immediate expensing is akin to turning real estate into a speculative stock. Current depreciation levels are
appropriate for this long-life asset class.

Under immediate expensing, the excess tax shelter resulting from the preliminary write off could be used
against other income and investments. This could cause a massive flow of capital into real estate, driving
up real estate prices without changing the fundamentals. However, without the steady flow of
depreciation deductions, taxable income is likely to exceed cash flow. Even well-financed investors would
be forced into a pattern of flipping properties and trading up every few years to enjoy more tax shelter
benefits. This cycle is not sustainable. Eventually the real estate market, like Jack and Jill, would come
tumbling down.

Real estate investment is no nursery rhyme or fairy tale. The health of the real estate industry affects every
person who needs a place to live and work.

It is nearly certain that immediate expensing would create a bubble. Bubbles burst when valuations
become unrealistic or when investors run out of resources — usually when credit starts to tighten or when
the rules change again.

Aggressive tax incentives were enacted by Congress in 1980 to jumpstart the economy. With real estate in
recession, they cut depreciation schedules in half. Real estate investors responded with alacrity, making
investments on a gigantic scale. But it was too much of a good thing, creating a bubble of “see through”
buildings that were built as tax shelters without regard to tenant demand, which was negligible. These
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buildings remained largely empty. Eventually Congress lengthened the real estate depreciation schedule,
correcting its mistake in 1986, bringing the real estate tax shelter party to an abrupt end.

Congress’s actions triggered a major correction in real estate values, leading to huge losses. This was a
contributing cause of the Savings & Loan crisis of the late 1980s. Thousands of financial institutions failed,
requiring a government bailout of more than $130 billion paid for by the taxpayers. In today’s dollars that
cost would double, and with today’s larger economy the cost would likely be much higher. Such a course
would be unwise, to say the least. We urge Congress to resist the temptation to blow this bubble.


