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Enjoy Real Tax Savings From Investment Property

IN THIS ISSUE

Enjoy Real Tax Savings
From Investment Property
" PP.1&4

Falling prices have created a buyer’s market
in housing. The same trends might encour-
age you to shop for a home that you can
rent to tenants. Rents may firm as more
would-be home buyers are denied mortgages
and rent homes instead. What’s more, tax
breaks for real estate investors can make
such ventures attractive.

How to Handle Company-
Owned Real Estate

Sheltered cash flow P.2
Owners of investment property are entitled to .
some non-cash deductions, such as deprecia- TIPS f.or Keeping Up
tion. These deductions may help you avoid With Inflation
tax on any net rental income you receive, P3

To see how this might work, suppose that
you buy a house that you rent for $2,000 per
month. That’s $24,000 per year. Also sup-
pose that your expenses add up to $19,000
per year. You would put $5,000 into your
pocket. However, you might have a $9,000
depreciation deduction in this hypothetical
example. Now you’d have a $4,000 loss, for
tax purposes. With a taxable loss, you'd owe
no tax. Thus, your $5,000 in cash flow will
be tax free, sort of.

Paying the price

Is this tax-free cash flow really tax free? Not
exactly. Depreciation deductions lower your
basis in the property. A lower basis, in turn,
will increase your tax on amn everrtuatsale:
Fortunately, the tax on prior depreciation
deductions is capped at 25%. Thus, you may
defer tax normally owed at rates up to 35%
and pay it years later at a 25% rate.

There is actually a way to avoid paying -

tax on the depreciation deductions you’'ve
taken. Under current law, assets such as real
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estate get a basis step-up to market value
when they’re left to heirs. Therefore, if you
hold onto investment property until death,
your heirs can sell the property for its cur-
rent value and owe no capital gains tax. All
the tax-free cash flow you received during
your lifetime will never be taxed.

S

Win from losing
In the example above, you wound up with a
$4,000 loss, for tax purposes. Such a loss
might be deductible, depending on your
adjusted gross income (AGI). Losses from
rental properties are known as passive losses.
If your AGI is no more than $100,000, passive
losses are deductible, up to $25,000 per year.
Over $100,000, this deduction is phased
out. Say you own a rental property with a tax
loss and your AGI is $120,000. You are 40% of
the way through the $100,000-$150,000
phaseout range, so your maximum passive
loss deduction is 60% of $25,000: $15,000. If
your AGI is $150,000 or more, you generally
cannot deduct passive losses.

continued on page 4
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How to Handle Company-Owned Real Estate

Business owners often have to make | Savvy sale-leaseback
1

decisions about the offices, warehouses,
and other real estate they use. At some
point,-you may decide that your com-
pany should be a property owner.
Whether you buy existing real estate or
develop a new propetty, some strategies
can make the venture less costly.

Careful cost allecation

With any real estate investment, raw
land is not eligible for depreciation
deductions. Thus, it’s in your interest

to have less of your cost allocated to .

land and more allocated to building
and improvements.

What’s more, commercial real estate
generally has a 39-vear depreciation
schedule. However, machinery and
equipment and other items not part of
the base building can be written off
more quickly, perhaps over five or
seven years. The costs of carpets,
linoleum, and window treatments, for
example, often can be depreciated rap-
idly. The same might be true for appli-
ances and communications systems.

Our office can help you work with a
consulting firm that has engineering
expertise, which will be especially
helpful in the case of new construc-
tion. If tax reduction is a goal, more
costs can be allocated to shorter-lived
items from the beginning of a project,
resulting in accelerated tax deductions.

Even if you already are depreciat-
ing your building on a 39-year schedule,
it may be possible to file amended
returns to claim deductions you could
have taken in prior years.

What if your company owns a build-
ing that is fully depreciated and there-
fore not providing much in the way of
tax deductions? One strategy would
be to buy the building yourself, as the
company owner, or have a group of
owners form a limited liability company
(LLC) to buy the building. Most of the
purchase price could be borrowed.
Then you could lease the building back
to the company.

What does this accomplish?

e The company will have continued
use of the building.

¢ The company’s gain on the sale of
the building will be taxable. How-
ever, any tax might be reduced by
corporate deductions or operating
losses, including a net operating loss
carryforward.

* The net proceeds, after tax, will be
available to the company.

e Going forward, the company will
have deductible lease payments to
replace the depreciation deductions
that no longer will be available.
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e You (as well as any other members in
an LLC) will have income from the
lease payments to pay down the
debt incurred to buy the property.

* You will be able to start a new depre-
ciation schedule determined by your
cost basis in the building. Those
deductions can offset the income
you receive from the lease payments.

Retirement revenues

A sale-leaseback may be especially attrac-

tive if you're about to retire. Lease pay-

ments from the company can provide
supplemental retirement income.
Ultimately, you might sell the build-
ing to provide even more spending
money in retirement. Alternatively, you
can hold onto the building and pass it
to your heirs, who may get a basis step-
up to market value when they inherit.
To qualify for all the benefits listed
above, the sale-leaseback must be valid.

Among the requirements:

¢ The property’s useful life must exceed
the lease term. '

e All the terms of the deal—selling
price, lease rate, renewal rates, and
any repurchase option—must be at
fair market value.

s By the terms of the deal, the prop-
erty buyers must bear some risk of
losing money and must have rea-
sonable expectations to profit from
the sale-leaseback.
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TIPS For Keeping Up With Inflation

As oil prices flirt with $100 per barrel
and the value of the U.S. doliar sinks,
inflation might pick up. Higher infla-
tion, in turn, can damage your portfo-
lio. One way to protect yourself is to
put some money into investments that
will act as inflation hedges. For exam-
ple, you can buy Treasury Inflation-
Protected Securities (TIPS).

Safe and sheltered
TIPS are Treasury bonds, so they are
protected against default by the feder-
al government. As is the case with all
Treasury issues, the interest income
from TIPS is exempt from state and
local income tax.

You can buy new issues of TIPS
with 5-, 10—, or 20-year maturities.
They can be ordered, generally with-
out a fee, at www.treasurydirect.gov. If
you don’t want to buy and hold TIPS
on your own, there are several TIPS
funds in which you can invest.
They're available from fund families

INFLATION

Up with inflation

Despite the similarities noted above,
TIPS are different from other types of
Treasuries. If you invest $10,000 in a
standard Treasury paying 4.5%, for
example, you'll collect $450 in interest
each year. At maturity, you'll get your
$10,000 back.

A matter of principal

Say you invest $10,000 in TIPS paying
2%. Suppose that inflation is running
at a 4% rate. TIPS pay interest every
six months, and their principal is re-
set-then. If inflation is. 4%, the six-
month re-set would be half that
amount: 2%.

Now the TIPS you bought for
$10,000 would have a face value of
$10,200, including the $200 (2%)
inflation adjustment. And 50 on, every
six months. Over the years, your prin-
cipal might grow to $10,500, $11,000,
$12,000, or more, depending on the
inflation rate. :

Moreover, TIPS investors enjoy
compound growth of principal. In our
example, TIPS bought at $10,000
were worth $10,200 after six months.
If the inflation rate remains at 49,
another 2% increase would result 6
months later. This 2% increase would
be based on the re-set value of
$10,200, so the inflation adjustment
would be $204, and the TIPS would be
worth $10,404 after one year.

Increasing interest

In the example above, the fixed interest
rate was set at 2%. Although the rate is
fixed, the interest payments aren’t. As
TIPS principal increases, that 2% would
be paid on the inflation-adjusted prin-

' cipal. Suppose the TIPS you bought for

$10,000 reach $12,000 in inflation-
adjusted principal. The 2% interest rate
would amount to $240 (2% of $12,000),
and the semi-annual interest payment
would be $120.

Bottom line

Suppose that you bought 10-year TIPS
with a 2% interest rate. Further sup-
pose that inflation averaged 4% per
year for those 10 years. Your ultimate
return would be 6% per year: 4% in
principal adjustments and 2% in
interest payments. You would be bet-
ter off with TIPS than with a standard

With TIPS, the interest rate might
be only 2%. Why settle for a 2% yield
when you could get 4.5%? Because
TIPS increase in value, to keep pace |
with inflation. |
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Treasury issueyielding 4.5%. In fact, if
TIPS pay 2% when Treasuries of the
same maturity pay 4.5%, TIPS would
be a better choice as long as the infla-
tion rate exceeds the 2.5% difference.

| 3]

I
i
i
i
|
I
|
!
I
!
{
I
i
!
i
t
{
I
I
i
|
|
i
I
i
I
'
i
I
|
!
!
!
!
!
1
(
!
i
I
i
t
!
1
I
1
I
i
1
|
!
i
I
!
I
I
i
|
!
i
|
I
1
i
|
|
[
i
|
i
!
+
I
b
!
i
H
i
I
b
1
|
i
1
I
|
I
i
I
I
i
I
i
i
|
i
I
{
|
I
i
i
!
i
I
I
I
|
!
'
1
1
I
!
1
I
i
I
1
!
i
1

The TIPS tax trap

When you invest in TIPS, you will
owe tax each year on both parts of
your return—the increase in principal
value as well as the interest. Thus,
you’ll owe tax on money you might
not receive for years. Suppose you
receive $200 in interest payments
from “FiPS-this-year,white-the princi=
pal grows by $400. You'll owe tax on
$600 of income but have only $200 in
hand. One solution is to hold TIPS in
a tax-deferred retirement account
such as an IRA. You won't owe tax
until the money comes out of the IRA,
so you'll avoid paying tax on “phan-
tom income.” '

The situation is trickier if you expect
to live in a high-tax state when taking
money from your IRA. Withdrawals
will be subject to state and local
income tax, so you'll be losing the
benefit of the tax exemption offered
by Treasury bonds. Our office can help
you determine whether it makes sense
to hold TIPS in a tax-deferred retire-
ment account.

Annualized Inflation Rates
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1962 through 1971 | -~

- 1957 through 1966 |

Source: Momingstar







