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New tax on distributionincome, a
budget dampener for Reits, InviTs

CIRRUS

Budget proposal makes amortization of debt taxable in hands of unitholders under ‘income from other sources’
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heywere consideredagood
investment avenue till
now—one that made sense
to be in your portfolio. But
that was before the finance
minister presented the budget on 1
February. Post-budget, investorsseem
to be shunning publicly listed real
estate investment trusts (Reits) and
infrastructure investment trusts
(InvITs). Theirstock prices have fallen
1-8% against the broader market
index’s (Nifty 50) gain of 1% till date.

Blame it ona budget proposal that
sought to bring one of the income
components of these trusts—the
repayment of loan—into the tax net.
Finance minister Nirmala Sitharaman
announced that the ‘repayment of
loan’—or ‘amortization of debt'—
should be taxable in the hands of unit-
holdersunder the head ‘income from
other sources’ at the slab rates of an
investor.

Reits and InvITs, which invest in
income generating commercial real
estate properties and infrastructure
assets, respectively, are mandated by
marketregulator Sebi to distribute at
least 90% of the cash available to unit-
holders. Thus, distribution income—
which comesin the form of adividend,
interest, rentalincome orloanrepay-
ment to unitholders—forms a signifi-
cant share of the return from these
trusts. If the budget proposal becomes
effective, the post-tax distribution
yield from these trusts will come down
by100basis points. One basis pointis
one-hundredth ofapercentage point.

Thedistributionyield, whichis cal-
culated by dividing the annual distrib-
uted income by the current market
price, givesa fair picture of thereturns
one can expect from their invest-
ments. Currently, the distribution
yield of these trusts has been in the
range of 6-7.5%.

‘What has happened now?

Reits and InvITs invest in special
purpose vehicles (SPV) through equity
ordebtinstruments. Any income dis-
tributed by these truststoitsunit hold-
ersmust beinthe same nature and in
the same proportionasdistributed by
the SPV to the business trust.

That is, if the SPV pays interest
amount to the trust for the debt taken,
that amount has to be given by the
trust to the unitholdersin the form of
interestincome only. Since the trusts
are given a pass-through structure,
suchincome is taxable in the handsof
the unit holders.

Dividend income is exempt in the
hands of unitholders, in most cases.
However, ifthe SPV opted foralower
taxregime, dividendsalong with inter-
est will be taxable at slab rates, while
the interest/rental income is taxed at
the slabratesapplicable to aninvestor.

The ‘loanrepayment’ component of
the distributed income was hitherto
not attracting any tax both in the
hands of business trusts as well as in
the hands of unitholders.

The finance minister plugged this
loophole by proposing that such
income has to be taxed as part of

Budget impact on Reits and InvITs

With the budget tweaking tax rules, the attractiveness of these trusts, especially among the high-net-worth-in-
dividuals — has been affected. With inputs from Vishal Chandiramani of TrustPlutus, we analysed the impact
on yields based on the new tax treatment.

What has changed?

Interest/rental Dividend
Taxed at slab rates | Exempt ‘
applicable to investors

Loan repayment
Pre-budget = Post-budget#
No Tax To be taxed at slab rates

Capital gains

Short-term capital gains @15%
Long-term gains @10% after 36 months
(after Z1lakh)

#Clarification awaited from government on assessing the proviso introduced to the relevant section of taxability.

How much is the distribution?
Bifurcation of distributed income since listing date of each trust

Reits Listing date Dividend Interest | Capital repayment
Embassy Apr 2019 28

Mindspace \ Aug 2020

Brookfield Feb 2021 60

InviTs

IndiGrid Jun 2017 91

PowerGrid | May 2021 66

IRB May 2017 100 (interest+capital repayment)

(% proportion)

*The underlying assets for IndiGrid and PowerGrid are power transmission asssets; and toll road assets for IndiGrid InvIT

What's the impact?
Fall in share prices of listed trusts
since the budget day (in %)

Against Nifty 50 Index’s gain of 1%
Reits
Embassy

Mindspace
Brookfield

InviTs
-3 IndiGrid

-1 PowerGrid
-188| IRB

What's the current yield?

Post-tax distribution yield (%) at the highest marginal tax rate of 30%

9.9
. Current yield if loan Current yield if loan
repayment is out of tax net repayment is taxed
Reits InviTs
7.4
6.8 6.9 7.2
NA
Embassy Mindspace  Brookfield IndiGrid PowerGrid IRB

Yield is calculated by dividing annual distributed income by current market price
#Based on the market price as on 3 February; *Current yield for year ending Q3FY23
For Brookfield and IRB, annual yield for year ending Q2FY23 is considered; NA: data not available

Pre-tax distribution yield vs 10-year G-sec (in %)
G-sec N 7.3

Embassy |
Mindspace
Brookfield

|

IndiGrid |

| PowerGrid |
IRB

71
5.9
7.3

9.7
929

Reits: Considered to beat
inflation with rent escalation
terms and capital appreciation
InviTs: Power transmission
InvITs known for steady returns

141

*Data for Brookfield Reit and IRB InvIT was available only till Q2FY23. For others, data till Q3FY23 is considered
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‘income from other sources’ of unit-
holdersthat attractstaxat slabrates of
anindividual. With this, the attractive-
nessofthese trusts—which had gained
tractionin thelast few years, especially
among the high-net-worth-individu-
als —as a yield product has been
affected.

allocationtoloanrepayment in itsdis-
tributions, looksattractive among the
three REITs from a tax perspective.
Embassy witnessed the highest
price fall of 8% post-budget. Having
said that, with the fall in share price,
Embassy Reit’sdistributionyield has
beguntolookattractive even afterthe

India has three listed tax (seegraphic), said Vis-
Reits—Brookfield India The post-tax hal Chandiramani, chief
Real Estate Trust (Brook-  distributionyield operating officer at
field Reit), Embassy from these trusts TrustPlutus. Astheprice
Office Parks REIT = falls, yield goes up.
(Embassy Reit), and WL“yc%nSebcalgi:n There are about 18
Mindspace Business = " . Sebi-registered InvITs.
Parks REIT (Mindspace points if the t_ax IS of these, only three are
Reit). made effective public and listed on the

The loan repayment stock exchange: IndiGrid
component forms a sig- InvIT and PowerGrid

nificant share of distributions made by
Embassy and Brookfield. Post-budget,
the taxable (at slabrate) component of
distributions of these companies
would stand at 76% and 97%, respec-
tively.

Mindspace, which has almost nil

InvIT invest in power transmission
assets, while IRB InvIT invests in a
portfolio of road assets to collect tolls
throughout the concession period.
InvITs are generally highly lever-
aged companies compared to Reits
and thusthe loan repayment’ compo-

Source: Input from Vishal Chandiramani of TrustPlutus, Reits and InviTs investor presentations, BSE data

nentishigherinits distributions. Post-
budget, both IndiGrid and IRB trusts
could have almost 100% of distribu-
tions taxable at the individual’s slab
rates.

Industry experts believe that ‘loan
repayment’ amount must be treated as
capital gain that attracts10% taxifheld
for the long term (36 months) and not
as ‘other income’ that attracts tax at
slab rates. “It is not fair to treat an
income in the form of capital gains as
‘otherincome’ that attracts taxation at
slabrate, ashigh as39% (including sur-
charge and cessunder newtaxregime)
for high-net-worth individuals. This
proposal would trigger investors to
shy away from investing in Indian
infrastructure assets,” said Nitan
Chhatwal; managing director-invest-
ment manager, Shrem InvIT

Note that these tax rules are also
applicable to unlisted Reits and
InvITs.

‘Watch out for a clarification

The budget proposal has been

worded in the Finance Bill, 2023, in
suchaway that it calls for clarification
from the government, say experts.

Apart from highlighting that the
‘loan repayment’ would be charged
under ‘income from othersources’, it
also added a proviso (a condition) to
therelevantsection in the Income Tax
Act—if the amount received by unit-
holderunder ‘loan repayment’ repre-
sents a redemption of unit, then the
sumreceived must be reduced by the
cost of acquisition, which is nothing
but capital gains tax treatment.

Industry experts are unsure of how
to interpret this proviso. Also, tax
experts and the trusts are trying to
understand the definition of redemp-
tion in the current context. They also
want to know whether the income will
be treated as capital gainsin the year of
receipt orinthe year of eventual sale of
unitsand how to determine the cost of
acquisition.

Embassy, inarecent press release,
stated that “the announcement
impacts around 40% of our current
distributions. Plus, REITs are a total
return productcombining steady dis-
tributions, with upside on account of
capital appreciation driven by growth
levers. We, along with otherindustry
participants, are currently evaluating
next steps, including suitable repre-
sentationsgiven the to-date attractive-
nessand success of the product, espe-
cially to retailinvestors.”

Nevertheless, with this proposal,
the trusts have to disclose information
inamuch more detailed manner toits
unitholders about the distributions,
said Chandiramani.

‘What should investors do?

Thosewhowould like tohave better
predictability of the post-tax yield on
their investments in these trusts can
wait till a clarification isissued.

Apart from taxation, the rationale
for investing in Reits and InvITs and
the quality of the underlying assets
remain intact.

Vishal Dhawan, founder & CEO of
Plan Ahead Wealth Advisors, believes
thatinvestorsshould not be changing
theirinvestment strategy in any form,
because of the taxation that will be
introduced on the principal repay-
mentcomponent.

“The underlying hypothesis and
value of getting accessto commercial
real estate (in case of Reit) and the pool
ofassets continues to be asrelevantas
it was even before the budget. The
benefitof usingaReit asaninvestment
vehicle as a substitute to having and
managing physical commercial real
estate and having to find high quality
tenantsstill remainintact,” he added.

Reitscurrently donot offerany sig-
nificant premium compared to the
yield fromal0-year G-Sec instrument,
forwhich the risk of default is practi-
cally nil. Having said that, experts say
that the actual yield in the hands of
investors from Reits may go up in
future years if the renewal of leases
happens at a higher rate due to infla-
tion than the current rate. Another
important component of return from
Reitsis the capital appreciation of the
investment value if the stock price
doesnot fall.



