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Rob Seidenwurm is an attorney and the senior 
vice president of legal outreach at 1st Service Solu-
tions, where he specializes in law and commercial 
real estate refinance. Reach him at (817) 756-7220, 
or robs@1stsss.com

Under the Capitol dome in Wash-
ington, lawmakers regularly pro-
duce a waterfall of regulations and 
tax laws that affect commercial 

mortgage origination. On the verge of the 
2016 presidential election year, the projected 
policy showers include a tax provision aimed 
at real estate developers and private equi-
ty funds and a plan to revise the withhold-
ing-regulations for foreign investors.

A variety of initiatives under consideration 
by lawmakers and regulators have the po-
tential of changing the commercial real es-
tate market in 2016 and beyond. One of the 
most significant is a proposal in Congress that 
would overhaul the Foreign Investment in Real 
Property Tax Act of 1980 — or as escrow com-
panies everywhere know it, FIRPTA. 

The act’s primary objective has been to en-
sure that foreign investors pay federal taxes on 
gains from sales of real property.

Under the law, the Internal Revenue Ser-
vice (IRS) withholds a total of 10 percent of 
the proceeds from transactions involving real 
estate owned by foreign investors, regardless 
of whether there was a gain on the sale of 
the property. So on a $10 million transaction,   
$1 million must be withheld, whether the sell-
er owes taxes on the transaction or not. The 
policy is des-  igned to limit the amount of 
potential tax revenue that leaves the country 
while the IRS waits for foreign- investor groups 
to file their tax returns.

Among other things, the law provides that 
it is the buyer’s obligation to ensure that a sale 
complies with FIRPTA regulations. So, if buyers 
believe that they are dealing with domestic 
sellers, but it turns out a seller is from a foreign 
country, the buyer could be liable for the tax 
due on the sale.

Mortgage originators, builders and Realtors 
have argued that the withholding require-
ments are particularly onerous to the com-

mercial real estate business because they are 
more stringent than those that apply to other 
investments. The automatic withholding does 
not apply to foreign investors’ sales of stocks 
or other securities, for instance, although prof-
its from those sales are subject to federal tax. 

As a result, over the last 30 years, many for-
eign investors looking to get into the real estate 
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market have turned to investing directly in real 
estate investment trust (REIT) securities, which 
are not subject to foreign withholding. 

The REIT gambit is not perfect, however, as 
the investments are only exempt from FIRPTA 
if no more than  5 percent of their holdings are 
held by foreign investors. Given that these are 
publicly held securities, this can be difficult, if 
not impossible, to track.

One proposal being considered by Con-
gress would increase the limit to 10 percent, to 
attract more REIT investments from overseas.

Other proposed changes to FIRPTA include 
the addition of an exemption for foreign pen-
sion funds. The exemption is supported by 
the White House as a method of attracting in-
vestments from the foreign equivalents of U.S. 
401k accounts.

According to analysis from the legal news 
service Law360, it is unclear whether law-
makers would also exempt sovereign wealth 
funds used by governments to provide re-
tirement accounts to citizens. Supporters 
argue that the exemption would potentially 
attract significant investments from the pen-
sion funds — few of which currently have 
substantial U.S. real estate holdings.

Like other provisions of current FIRPA leg-
islation, the foreign pension-fund exemption 
has been considered before, but never ap-
proved by Congress.

Other overhaul proposals, which would be 
a part of the Real Estate Investment and Jobs 
Act of 2015, range from repealing FIRPTA com-
pletely to increasing the amount of withhold-
ing on real estate sales. 

Changes that would reduce tax obligations, 
supporters say, could substantially increase 
foreign investment, driving demand and in-
creasing the  value of commercial real estate. 
This past June, an open letter to the U.S. Senate 
endorsed by 16 prominent real estate-related 
organizations argued that a FIRPTA overhaul 

would, in addition to supporting commercial 
real estate values, provide a now-largely un-
tapped source of funding for infrastructure 
improvements throughout the United States.

“Foreign institutional investors — pension 
funds, life insurance companies, etc. — are 
ideal partners for U.S. infrastructure projects 
because they have the capital needed for 
large-scale projects and the time horizon nec-
essary for the long-term returns associated 
with the upfront investment,” the letter states. 
“Infrastructure   investments are attractive to 
foreign institutional investors because they 
offer stable, predictable income streams that 
exceed fixed-income markets, diversification 
benefits and a hedge against inflation.”

In addition, the groups argue that foreign 
investors have more experience in, and are 
more comfortable with, the public-private 
partnerships that will be necessary to conduct 
large-scale infrastructure improvement in the 
United States.

If these real estate groups are right, for-
eign investors could lead the next phase of 
construction and development of U.S. infra-
structure.

Carried interest
A second proposed change involves carried 
interest, or the amount a developer or general 
partner can collect as essentially a bonus after 
returning a predefined yield to investors.

Carried-interest provisions, also called a 
“promote,” typically exist in real estate develop-
ment deals, as well as in private-equity funds.

One of the significant benefits of structur-
ing deals with carried interest is that when the 
payoffs are achieved, they are typically taxed 
more favorably as a capital gain, rather than 
ordinary income. The argument is that carried 
interest constitutes a return on an investment 
and should be taxed accordingly.

Spurred on by the overuse of carried in-
terest, mostly by managers of private-equity 

funds, Congress is considering new regula-
tions that would reclassify carried interest as 
ordinary income. This would raise the maxi-
mum tax rate from 20 percent to 39.6 percent.

Real estate promoters, or co-brokers, have 
collected the tax benefit for decades, and a 
repeal of the treatment would result in either 
a lower net return or an increased payment to 
promoters to cover the   higher tax liabilities. 
Either way, opponents of the change say, the 
revised tax structure would result in less in-
centive for developers and investors to  com-
plete deals — and it could lead potentially to 
lower real estate prices and fewer revitaliza-
tion projects.

Commercial TRID
Another regulatory change making head-
lines on the real estate front is the Truth in 
Lending/Real Estate Settlement Procedures 
Act Integrated Disclosure (known as TRID). 
The rule change is intended to make it easi-
er for consumers to understand what they 
are getting into when they sign up for a loan. 
New TRID-mandated loan forms attempt to 
communicate in plain English and avoid the 
mountain of confusing and complicated dis-
closures that used to exist. 

TRID only applies to owner-occupied, one- 
to four-unit transactions, so it doesn’t affect 
standard commercial properties. For those 
mortgage originators who are dealing with 
small multifamily properties, however, it will 
be important to have a method of system-
atically  assuring that the properties are not 
owner-occupied.

n  n  n

With 2016 being an election year, it is likely 
there will be other proposed changes on the 
table. These include extreme proposals — such 
as repealing 1031 like-kind property exchanges 
— and more subtle changes that may indirectly 
but surely affect real estate markets. n


