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Executive Summary 

 

Guidelines for formation of REITs finalized, albeit with much delay 

 

Real Estate Investment Trust (REIT) acts as a vehicle for owning and operating revenue generating real estate assets. It provides an avenue to retail as well as institutional 

investors to participate in real estate ownership, management and development without actually owning commercial real estate assets. Structured like a mutual fund, REIT 

utilizes the pooled capital of an investor base to deploy across various income producing real estate assets like commercial office space, shopping malls, apartments, hotels, 

resorts, self-storage facilities, warehouses, and mortgages or loans to name a few. The Securities and Exchange Board of India (SEBI) approved the final guidelines on September 

26, 2014 for establishing Real Estate Investment Trusts (REITs). This is expected to pave way for ushering in REITs in the country, albeit after much delay. 

 

The introduction of REITs will provide fresh infusion of capital in the real estate sector. The REIT guidelines prescribe that at least 80% of the REIT portfolio should be attributable 

to operational and revenue generating assets while limiting under construction properties to 10% of the asset value. Thus developers with portfolio of rent yielding assets are 

expected to be the key beneficiaries under REIT regime. The guidelines also allow REITs to invest in real estate assets in the form of a host of instruments like equity, debt, equity 

linked instruments or partnership interest, thus allowing for a greater degree of flexibility. REITs’ investment in the form of debt in a real estate asset is likely  to be akin to 

Commercial Mortgage Backed Security (CMBS) or Lease Rent Discounting (LRD) facility, however with limited or no amortization thus making it an equally attractive option for 

developers. In the event the investment by REITs is in the form of equity, the attractiveness, for developers, of REIT vis-a-vis other channels (LRD or CMBS) would be contingent 

on the expected capital appreciation and extent of equity dilution. While REITs would provide a higher upfront capital vis-a-vis CMBS or LRD, the stake dilution would diminish 

the potential upside for the developers.  

 

REITs expected to be an avenue of raising fresh capital for developers… 

 

A natural offshoot of these regulations would be the launch of REITs by developers having a portfolio of rent generating commercial assets, which would help them monetize 

projects. In the final REIT guidelines, the minimum asset size has been reduced to Rs. 500 crore from Rs. 1,000 crore as per the draft guidelines dated October 2013 while the 

number of sponsors was increased to three from one. This in-turn would enable smaller projects and developers to tap REITs thereby broadening its coverage. In order to meet 

their funding requirements, currently the real estate developers are either selling their commercial assets to small investors in a piecemeal manner, or raising loans by 

discounting the lease rentals (LRD loans) or through CMBS transactions. With the advent of REITs, developers will get access to an additional funding option, which will also help 

to reduce the overall banking exposure to real estate sector while moderating the leverage of developers. In the recent past several private equity players have increased 

participation in commercial real estate sector. Having accumulated significant office space along the way, these private equity entities are also expected to launch REITs thus 

broadening the market participation. 

 

…while providing an alternative asset class to investors  

 

From investor’s point of view, REITs would provide an alternate asset class having the dual advantage of rental income coupled with capital appreciation. The defining 

characteristics of REITs, namely, the long term nature of investments along with steady stream of rental income makes it conducive to investors like pension funds and insurance 
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 companies. Although REITs involve a higher minimum subscription size, at Rs. 2 lakh, as compared to other asset classes l ike say mutual fund, it provides avenue for a retail 

investor to gain a foothold in investments in grade A commercial office which otherwise requires a much larger investment.  

 

Firm guidelines pertaining to operating and management of assets to bring about more discipline in the system 

 

REITs would also be instrumental in bringing in more transparency as well as accountability in the sector. The SEBI guidelines require a REIT to compute the Net Asset Value 

(NAV) at least on a half yearly basis. A full valuation of REIT asset, complete with a physical verification, should be conducted annually, and updated on a six monthly basis. For 

any sale or purchase transaction with a related party, a full valuation by two independent valuers would be required in order to ensure that the transaction is conducted at 

arm’s length. Further, detailed as well as event based disclosure would need to be made to the investors. The guidelines also  set aside a cap for the level of indebtedness of 

REITs, at 49% of the asset value, which would help prevent excessive leveraging. Moreover, an external credit rating would be required in the event the consolidated borrowings 

and deferred payments exceed 25% of the asset value, thus facilitating monitoring of performance.  

 

Tax incentives provided to REITs, although certain disadvantages continue to persist… 

 

The Union Budget 2014-15 accorded a partial pass through status to REIT, by providing for taxation of interest income in the hands of investor rather than REIT. However given 

the tax disadvantages, the progress on REITs at the ground level was limited. The government provided further tax sops to REITs in the Union Budget 2015-16 by extending the 

pass through status to rental income as well as rationalizing the capital gain structure for sponsors. However, certain tax disadvantages continue to prevail under the REIT 

regime, thus making the structure less tax efficient. For instance, the tax exemption to sponsor has been provided only in case of transfer of shares in the SPV in lieu of REIT 

units. The direct transfer of assets by the sponsor to the REIT would continue to attract tax at applicable rates. Direct ownership of assets provides a tighter control over the 

asset to the REITs in addition to eliminating future tax incidences on account of dividend distribution at SPV level. However, given that it would result in a higher tax instance for 

the sponsors, it may not be the favourable route for REITs. Also stamp duty charges will be applicable on the transfer of properties, which can range between 6%–9% depending 

on the state, thus increasing the overall transaction costs. The transfer of shares in lieu of REIT units, however, would attract Minimum Alternative Tax (MAT), which would be 

applicable at the time of the eventual sale of units. The pass through status accorded to REITs is yet not complete as capital gains on sale of assets by the REIT and other income 

continue to remain taxable at the REIT level. 

 

Positive policy actions aimed at boosting both the supply as well as demand; Markets like Gurgaon and Bangalore expected to be key beneficiaries of REIT regime 

 

REITs have an established presence in the developed economies like the United States of America, United Kingdom, France and Singapore, having emerged as a preferred 

investment vehicle. With nearly 350 mn sqft to 400 mn sqft commercial office space available in the top seven cities in the country taken together, there is ample supply of 

assets potentially available for REIT listing. Markets like Bangalore and Gurgaon, given the presence of large grade ‘A’ commercial office space, IT parks etc, are expected to 

witness healthy activity levels. Real estate developers having a portfolio of commercial office space as well as retail malls are expected to be the key beneficiaries of REITs. In 

May 2015 the government provided further clarity on applicability of MAT, by exempting the exchange of shares of SPV in lieu of units of REIT. Given that the profit arising on 

exchange of shares of SPV in lieu of units of REIT is notional in nature, the presence of MAT at this stage had been a deterrent for sponsors. Thus, the deferral of the tax liability 

to the time of eventual sale of the units is a positive step and is expected give a boost to REITs. Further the government has also allowed the inclusion of REITs as eligible 

financial instruments and / or structure under the Foreign Exchange Management Act (FEMA) 1999. With clarity on foreign investment guidelines for REITs, the demand side is 
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 also expected to get a boost. However, certain tax disadvantages, like presence of DDT as well as non pass through status for capital gains on sale of assets by the REIT, continue 

to persist which can dampen the returns. Though REITs are expected to have a positive impact in the long term, leading developers are expected to adopt a cautious approach 

given the ‘untried and untested’ nature of the product as well as some taxation disadvantages that are still present.  

 

Residential real estate sales continue to remain slow; Positive policy measures introduced by the government though impact remains to be seen 

 

The real estate demand otherwise continues to remain subdued, reeling under the pressure of weak consumer sentiment, low affordability levels and general economic 

uncertainty. This in-turn has resulted in a significant increase in unsold inventory across markets. Given the high unsold inventory levels, the focus of developers shifted to 

offloading existing stock as opposed to launch of new projects, which in turn has resulted in a decline in new launches across micro markets. The delays in execution, on account 

of factors like shortage of labour and material as well as paucity of funds has adversely impacted the cash inflows for the developers since customers advances are linked to the 

construction progress achieved. The liquidity position of developers is further aggravated by the increasing difficulty in accessing bank funding and high interest rates. While the 

Reserve Bank of India (RBI) has recently announced rate cuts twice, the permeation of the same through the system has been incomplete with a minority of banks having 

announced rate cuts, albeit lower than the 50bps by RBI, with a lag. In the current fiscal the government has introduced various policy initiatives, like reduction in FDI eligibility 

threshold, allowance for foreign investment in Alternate Investment Funds as well as the proposed tax incentives for REITs. However a material impact of the same remains to 

be seen. 
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