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REIT this way
New landscape for real  
estate investment trusts (REITs) 

The Protecting Americans from Tax Hikes 
(PATH) Act was signed into law in late 2015, 
so most investors have had time to review 
how it will affect their portfolios. Here’s a 
summary of several provisions that provide 
tax benefits for REITs. 

Prohibited transaction safe harbors
Generally, REITs must pay a 100% tax on net income 
from prohibited transactions, including a sale of property 
held as inventory or primarily for sale to customers in 
the ordinary course of business. An exception may apply 
when, among other things, the tax basis or fair market 
value (FMV) of the property sold in a year doesn’t exceed 
10% of the aggregate tax basis or aggregate FMV of the 
REIT’s assets at the start of the year.

The PATH Act expands this safe harbor. Now, REITs can 
sell property with an aggregate tax basis or FMV up 
to 20% of its aggregate tax basis or aggregate FMV in 
one year as long as the REIT doesn’t sell property with 
a tax basis or FMV exceeding 
10% of its aggregate tax basis or 
aggregate FMV over a three-year 
period. The safe harbor test can 
also be retroactively applied to 
inventory property.

The PATH Act expands the defi-
nition of prohibited transactions, 
however. The list of prohibited 
transactions now includes cer-
tain services provided by a tax-
able REIT subsidiary (TRS) when 
the amounts charged don’t equal 
arm’s length consideration.

Preferential dividends
Preferential dividends generally aren’t deductible, 
which results in double taxation for REITs. (Both the 
REIT and its investors pay taxes.) Moreover, preferen-
tial dividends don’t count toward the 90% distribution 
requirement. While the rules on preferential dividends 
were repealed for publicly offered regulated invest-
ment companies in 2010, the PATH Act repeals them 
for publicly offered REITs starting in 2015.

The PATH Act also authorizes the IRS to provide an 
alternative remedy that won’t jeopardize REIT status 
when a REIT pays a preferential dividend. The agency 
may do so if the payment was inadvertent or due to 
reasonable cause and not due to willful neglect.

The PATH Act generally prohibits 
tax-free spinoffs if only one of the 
resulting entities will be a REIT.



More changes
Beyond prohibited transactions and preferential divi-
dends, the PATH Act also made changes to:

Asset and income tests. REITs must satisfy an asset 
test and two income tests. Under the PATH Act, debt 
instruments issued by publicly traded REITs and inter-
ests in mortgages on real property now count as real 
estate assets for purposes of meeting the 75% asset 
test each quarter, as long as their value doesn’t exceed 
25% of the value of a REIT’s total assets. Income from 
such debt instruments is now generally treated as 
income for purposes of the 95% income test, but not 
the 75% income test.

Tax-free spinoffs. The PATH Act generally prohibits 
tax-free spinoffs if only one of the resulting entities 
will be a REIT. In addition, no party to a tax-free 
spinoff can elect REIT status until 10 years after the 
spinoff. A spinoff will be treated as tax-free only if:

1.  Immediately after the distribution, both the  
distributing and the controlled corporations  
are REITs, or

2.  A REIT distributes to its shareholders the stock  
of a TRS that was at least 80% REIT-owned for 
three years before the distribution.

Taxable REIT subsidiaries. For tax years beginning on 
or after December 31, 2017, the PATH Act reduces the 
limit on the value of all TRSs from 25% to 20% of the 
value of a REIT’s assets. TRSs can provide services — 
including marketing, development and management of 
foreclosure property — to their parent REITs without 
subjecting the REIT to the prohibited transaction tax or 
causing the loss of foreclosure property status.

Check now
These are only some of the PATH Act provisions affect-
ing REITs. Others address the designation of dividends, 
ancillary personal property, hedging, and the earnings 
and profits rule. If you have REIT investments, review 
how the changes apply to your portfolio to ensure 
you’re getting the most out of the new provisions. x
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What about foreign investments?
The Foreign Investment in Real Property Tax Act 

(FIRPTA) imposes U.S. income tax on non-U.S. 

taxpayers that earn income on the disposition 

of U.S. real property interests. The tax applies 

to sales and corporate distributions, and the 

purchaser or the distributing corporation must 

withhold the tax. The PATH Act made several 

changes to FIRPTA that could make REITs more 

appealing to foreign investors.

For example, foreign pension and retirement 

plans and certain publicly traded entities are 

now exempt from FIRPTA. In addition, the “de 

minimis percentage” rose from 5% to 10%. The 

percentage applies to publicly traded REITs, 

which are generally excluded from FIRPTA 

except for taxpayers that own more than a de 

minimis interest. These changes mean that more 

foreign investors will be exempt from FIRPTA. 

The PATH Act also made it easier for publicly 

traded REITs to take advantage of the FIRPTA 

exception for dispositions of stock in domesti-

cally controlled REITs. It created a presumption 

that all shareholders with less than 5% of a REIT 

are U.S. persons unless the REIT has actual 

knowledge to the contrary.
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What kind of insurance does the project need?

Every business requires comprehensive 
insurance coverage to protect its assets 
and income. Property owners and devel-
opers need to consider more than just 
general liability, workers’ compensation 
and business interruption policies, though. 
Here’s a quick overview of what else may 
be available and needed.

Professional liability insurance
Real estate development projects often span months 
or even years, with numerous officers, directors and 
employees pitching in. All of these people could incur 
some type of professional liability along the way. For 
real estate developments, a professional liability policy 
provides coverage for legal defense costs and damages 
incurred from wrongful acts committed in the course 
of development.

The term “wrongful act” typically refers to actual or 
alleged neglect, tortious act, error, omission or breach 
of duty committed in the performance of real estate 
development activities. Such activities include:

u  Preparation, transmittal and awarding of design 
and construction bid packages,

u  The process of obtaining permits, variances, consents, 
easements and other rights,

u  Management and supervision of design and  
construction, and

u  Interactions with real estate agents, title companies 
and property managers.

The policies usually include a detailed list of exclusions 
for such situations as fraud, bodily injury, property 
damages and unlawful employment practices.

Environmental liability insurance
Developers increasingly target former industrial 
properties when they rejuvenate urban areas. 

The properties may have been designated by the 
Environmental Protection Agency as “brownfields” 
that contain hazardous substances, pollutants or 
contaminants.

Development of these properties may unearth envi-
ronmental contamination that could: 

u  Require cleanup, 

u  Cause inadvertent release of contaminants, or 

u  Lead to liability for damage to natural resources. 

Cost overruns and missed deadlines could easily occur 
in these circumstances.

Environmental liability insurance is essential for  
projects involving potentially contaminated areas,  
even for those developers that carry excess or 
umbrella policies. Such policies usually contain  
pollution exclusions that could leave a developer  
without coverage.

Owner-controlled insurance program
Under an owner-controlled insurance program (OCIP), 
the owner purchases insurance for all of a project’s 
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Consider alternative financial metrics
NOI doesn’t tell the whole story

Real estate professionals approach each 
transaction hoping to achieve the best 
possible deal. Often, the first metric they’ll 
assess is the property’s net operating 
income (NOI). But this won’t be enough for 
savvy investors. In most cases, you’ll need 
to dig deeper to find the property’s high-
est and best use. 

Why not NOI?
NOI is the property’s net rental income after operating 
expenses, including such items as: 

u  Maintenance, 

u  Janitorial services, 

u  Supplies, 

u  Insurance, and

u  Accounting and management services. 

This financial metric isn’t always what it’s cracked  
up to be. Unfortunately for unwitting buyers, sellers 
may skew NOI by operating properties in a “soon-to-
be-sold” mode in the year before the sale. 

For example, sellers may artificially inflate prop-
erty income by billing in advance, basing billing on 
inflated estimates and collecting lump sum payments. 
Deferring repairs and classifying operating expenses 
as capital items are other ways for sellers to inflate 
NOI and, with it, selling price. 

contractors and subcontractors — including workers’ 
compensation, general liability, and employers pro-
fessional liability coverage. An OCIP (also known as 
wrap-up insurance) can be job-specific or cover multi-
ple projects within a fixed period of time.

OCIPs provide broader insurance coverage and higher 
limits, giving owners more protection. They can also 
provide substantial cost savings in the form of volume 
discounts, improved safety and risk management pro-
grams, and streamlined claims handling. 

Builders risk insurance
This type of insurance applies to property in the course 
of construction and includes property on the construc-
tion site, at off-site locations and in transit. It can cover 
the owner(s), general contractor and subcontractors. 

By facilitating a quick resolution to property claims 
that occur during construction, builders risk insurance 
minimizes costly delays. 

This insurance typically covers damage done by fire, 
wind, theft, lightning, hail, explosion, vandalism and 
vehicles. It generally contains several exclusions, as 
well, such as damage caused by earthquake, employee 
theft, water, war or government action.

Do your research
Every project is different and may require different 
combinations of insurance coverage. Regardless of 
the policies you decide to purchase, always pay close 
attention to the details. Know the parties covered,  
liability limits, exclusions, deductibles and coverage 
dates before signing on the dotted line. x
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What should you do in this situation? Don’t rely on num-
bers that you can’t independently verify. A zero-based 
budget with numbers that you as the investor develop 
can be a helpful tool. The goal is always to be aware of the 
maximum price you can pay and still receive an adequate 
rate of return in light of the associated risks.

What is NPV?
When investors value properties using NOI, they typically 
capitalize a single year of earnings. However, it may be 
more meaningful to discount net cash flow over several 
years. Net present value (NPV) is a more sophisticated 
analytical tool that considers the property’s projected:

u	 	Cash	inflows	(such	as	rental	income,	debt	proceeds	
and eventually selling proceeds), and 

u	 	Cash	outflows	(such	as	operating	expenses,	capital	
expenditures, principal and interest payments, debt 
service and selling expenses). 

NPV is generally the preferred method for evaluating 
rehab projects or properties that are under construc-
tion, because it allows annual cash flows to fluctuate 
until the investment generates a more predictable 
income stream and qualifies for permanent financing. 

At the end of the discrete discounting period (which is 
usually three to seven years), investors may calculate a 
terminal (or residual) value. The terminal value essen-
tially equals what the property could sell for at the 
end of the projection period. It may also be calculated 
using replacement cost, comparable properties or NOI-
based appraisal techniques.

To calculate NPV, the investor projects annual net cash 
flows for a proposed investment property and then 
discounts these amounts to their present values. NPV 
equals the sum of these present values, including the 
present value of the terminal value. The appropriate 
discount rate for real estate investors generally takes 
into account the opportunity cost, or the rate of return 
that the investor can earn on an investment that’s 
comparable in size, risk and duration. 

A positive NPV indicates that the investment has good 
potential or a safety factor against future shortfalls. A 
negative NPV indicates that the property may fall short 
of the target yield and the investor needs to withdraw 
(or lower) the offer, increase the projected cash flows 
or accept a lower rate of return.

What about IRR?
Internal rate of return (IRR) is one of the most popular 
methods for evaluating and comparing investment 
returns. You can use it to compare real estate opportu-
nities with alternative investment options. 

Closely related to NPV, IRR is the discount rate at which 
the NPV for an investment equals zero. You can use 
IRR in conjunction with NPV for an understanding of 
a potential project’s value. Most investors compare a 
property’s IRR to a prescribed “hurdle rate.” The logic 
is: If an investment’s IRR exceeds the investors’ pre-
ferred hurdle rate, it’s generally worth pursuing.

Is it right for you?
NOI, NPV, IRR. There are many acronyms to consider. To 
determine what’s best for your real estate investments, 
contact your tax and financial advisors. x
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Environmental due diligence  
can preempt costly liability
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professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2017   REAma17

If you buy property with environmental 
issues, you may be liable — even if you 
weren’t responsible for the presence of 
contaminants. To best protect yourself,  
be sure to include environmental review  
as part of your due diligence.

Why conduct  
environmental due diligence
The most obvious reason investors conduct environmen-
tal due diligence is to avoid buying properties that expose 
them to potential liability under the Comprehensive 
Environmental Response, Compensation and Liability  
Act (CERCLA). CERCLA rules may result in fines — and 
even require you to remove hazardous materials at your 
own expense.

If environmental due diligence exposes previously 
unforeseen issues, an appraiser may reduce the prop-
erty’s value. This could prompt a buyer to renegotiate 
the purchase price or abandon the deal altogether. A 
buyer could also be alerted to the need for environ-
mental liability insurance coverage. (See “What kind of 
insurance does the project need?” on p. 4.)

How to conduct  
environmental due diligence
Depending on the property and transaction involved, 
due diligence procedures might include environmental 

questionnaires, transaction screens or internal envi-
ronmental screens. Common types of environmental 
site assessments (ESAs) include:

Phase I ESA. Here, the expert generally examines a 
property’s past and current uses to identify any envi-
ronmental conditions that might pose a liability. 

Phase II ESAs. These assessments delve deeper by, for 
example, collecting and analyzing samples to determine 
if contamination is indeed present.

If you decide on a Phase I assessment and want to  
pay for this with EPA Brownfields Assessment Grant 
funds, you’ll need to conduct it in accordance with  
the All Appropriate Inquiries (AAI) rule. The rule 
requires, among other things, site reconnaissance, 
records review, interviews and documentation of  
any identified environmental conditions. 

Comprehensive due diligence could also go beyond the 
scope of a Phase I assessment to consider such factors 
as business environmental risk. ASTM International 
Standard E1527 defines this as “a risk which can have 
a material environmental or environmentally-driven 
impact on the business associated with the current 
or planned use of a parcel of commercial real estate.” 
This might encompass issues such as asbestos, lead-
based paint, radon, mold, floodplains and ecological 
factors (for example, the presence of wetlands or 
endangered species).

Why you’re better safe than sorry
Proactive real estate investors always conduct some level 
of environmental due diligence — even if a property 
doesn’t seem vulnerable. Thorough due diligence proce-
dures can help identify potential CERCLA liability risks 
and put you in a stronger negotiating position. x




