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Important U.S. Tax Changes  
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No. 2017-67 

Canadian real estate taxpayers that do business in the United States will be affected by 
new U.S. tax changes. The United States is expected to soon enact tax legislation that may 
have important effects on the real estate industry and other Canadian multinationals 
investing in the United States. The amendments, some of which are effective January 1, 
2018, represent the biggest tax overhaul in the United States since 1986. 

Now that the House and Senate have voted on the final bill, it is expected to be presented 
to President Trump to sign into law by the end of the year. Real estate businesses will be 
affected by some of the corporate tax measures discussed in TaxNewsFlash-Canada 2017-
65, “Canadian Multinationals — Prepare for U.S. Tax Changes”, including proposals 
restricting the deductibility of interest expense and allowing for the immediate expensing of 
investments in certain tangible property. In addition, some proposed U.S. rules are of 
particular importance to the real estate industry, including provisions related to the 
depreciation of certain real estate assets. 

Urgent action needed 

As a result of these changes, Canadian taxpayers that do business in the United States, 
including real estate entities, and U.S. individuals living in Canada will need to move quickly 
to optimize their tax positions by year-end. Both businesses and individuals may need to 
take steps such as: 

• Modelling cash tax  

• Determining the effect of the tax changes on their financial statements  

http://image.kpmgemail.com/lib/fe691570716d047c7016/m/4/ca-canadian-multinationals-us-tax-changesv2.pdf


TaxNewsFlash – Canada      December 20, 2017 
Real Estate Businesses — Important U.S. Tax Changes   No. 2017-67 
 
 

Page 2 of 8 
 

• Revisiting current and prior structures 

• Determining how to structure future U.S. investments and acquisitions 

• Determining what changes need to be made. 

Background 
The current U.S. tax bill was drafted by a formal House-Senate conference committee 
which was instituted to bridge some of the differences in the distinct House and Senate 
bills that were approved earlier this year (see TaxNewsFlash-Canada 2017-51, "U.S. 
Releases Proposed Tax Reform Changes" and TaxNewsFlash-Canada 2017-61, "U.S. 
Readying Final Tax Bill").  

Many measures in the U.S. tax bill will affect U.S. persons resident in Canada. For 
details of these changes, see TaxNewsFlash-Canada 2017-63, “Highlights of New U.S. 
Personal Tax Changes”.  For details of the corporate measures in the U.S. tax bill, see 
TaxNewsFlash-Canada 2017-65, “Canadian Multinationals — Prepare for U.S. Tax 
Changes”. 

 
Interest expense deductibility limitation 

The U.S. bill allows a taxpayer that is an “electing real property trade or business” to elect 
out of the interest expense limitation rules (essentially the “revamped” earnings stripping 
rules). However, the electing taxpayer is also required to depreciate its real estate assets 
using a slower depreciation system known as the alternative depreciation system (ADS). 
For more on the interest limitation rules, see TaxNewsFlash-Canada 2017-65, “Canadian 
Multinationals — Prepare for U.S. Tax Changes”. 

The new earnings stripping rules define a “real property trade or business” as “any real 
property development, redevelopment, construction, reconstruction, acquisition, 
conversion, rental, operation, management, leasing, or brokerage trade or business.” The 
Senate technical explanation and Conference Report have made it clear that the ability to 
elect out of the new earnings stripping rules is not limited to rental businesses, and indicate 
that it is “intended that a real property operation or a real property management trade or 
business includes the operation or management of a lodging facility”. 

KPMG observations 
In a welcome surprise, the U.S. bill did not adopt an additional proposed interest 
limitation rule that would have applied to certain U.S. taxpayers that are part of a 
worldwide affiliated group. This proposal, which was previously included in both the 
Senate and House bills, could have created further limits on a taxpayer’s ability to 
deduct interest. 

https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-releases-proposed-tax-reform-changes.pdf
https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-releases-proposed-tax-reform-changes.pdf
https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-readying-final-tax-bill.pdf
https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-readying-final-tax-bill.pdf
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Depreciation of realty property  

The U.S. bill does not follow the Senate bill, which proposed to reduce the modified 
accelerated cost recovery system (MACRS) recovery period for both non-residential real 
property and residential rental property to 25 years (from 39 and 27.5 years, respectively, 
under current law). As such, the present law MACRS recovery periods are maintained. 
However, the U.S. bill does adopt the Senate bill’s revised 30-year ADS recovery period for 
residential rental property (down from 40 years, which continues to be the ADS recovery 
period for non-residential real property). In addition, the bill expands the definition of 
qualified improvement property (QIP) to include other “qualified” properties that are 
currently separately defined (e.g., qualified leasehold improvements). 

KPMG observations 
Real estate taxpayers will need to determine if it is more beneficial to elect out of the 
new earnings stripping rules and thus forego the benefits of faster depreciation and/or 
expensing of realty and related assets.  Many factors will need to be taken into account, 
such as:  

• Whether the taxpayer is highly leveraged 

• The taxpayer’s projected earnings before interest, taxes, depreciation and 
amortization (EBITDA) and projected earnings before interest and taxes 
(January 1, 2022 and onwards) 

• The taxpayer’s anticipated capital expenditures and divestures  

• Whether the taxpayer regularly distributes all of its earnings and profits (E&P).  

For example, a highly leveraged mature business that holds residential real estate may 
determine that it benefits more from electing out of the expanded earnings stripping 
rules and subjecting itself to a slightly longer depreciation period (i.e., 30 versus 27.5 
years). Another example is a real estate investment trust (REIT) that distributes all of its 
E&P every year, resulting in no taxable income in the REIT due to its dividends paid 
deduction. Since the slower ADS depreciation must be used in computing E&P, a REIT 
in this situation generally would not benefit from a faster write-off. 

However, the specific facts and circumstances must be evaluated in each case. For 
example, on certain facts, a taxpayer’s interest expense may be subject to the base 
erosion anti-abuse tax (BEAT), in which case it may be preferable to opt for greater 
depreciation expense. As such, it is important for taxpayers to model out the various 
options and work with their tax advisors to determine whether or not it is optimal to elect 
out of the new earnings stripping rules.  
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It may be beneficial for certain real estate businesses to perform cost segregation 
analyses on the purchase of real estate to carve out personal property (e.g., furniture 
and fixtures). Specifically, it appears that these items can be immediately expensed by a 
real estate business, even if that business elects out of the expanded earnings stripping 
rules.  

Real estate businesses may find that the new earnings stripping rules are more 
beneficial than the current rules. Specifically, if a business elects out of the new rules, it 
is exempt entirely from the interest limitation under those rules (both related and 
unrelated debt). Subject to common-law debt-equity principles (and perhaps U.S. tax 
Code section 385), real estate businesses no longer have to maintain a debt-to-equity 
ratio at or below 1.5 to 1 to avoid the application of the new earnings stripping rules 
(though certain taxpayers would still need to consider other provisions, such as the 
BEAT, discussed below) .   

 
Passthrough rules 

Under current U.S. law, business income that an individual earns through a sole 
proprietorship, partnership, limited liability company, or S corporation (i.e., passthrough 
businesses) generally is subject to tax in the hands of the individual owner (rather than at 
the entity level). Thus, the income is subject to tax at that owner’s individual tax rates. The 
top marginal individual tax rate is currently 39.6% (to be reduced to 37% under the U.S. 
bill). The preferential top marginal individual rate for qualified dividends and long-term 
capital gains remains at 20%.  

Under the U.S. bill, an individual taxpayer is allowed a deduction equal to 20% of their 
domestic “qualified business income” (QBI) from passthrough businesses. The U.S. bill 
makes interests owned through trusts and estates eligible for the deduction as well (trusts 
and estates were carved out of the original Senate bill, on which the U.S. bill is based).  

For a taxpayer with QBI from a partnership, S corporation, trust or estate, the deduction is 
generally limited to the greater of:  

• 50% of the taxpayer’s “W-2 wages” that are properly allocable to the QBI; or  

• the sum of: 

o 25% of the taxpayer’s W-2 wages, and  

o 2.5% of the original purchase price of all “qualified property”.  

Very generally, qualified property is depreciable tangible property used in a “qualified trade 
or business”. A qualified trade or business is generally any trade or business other than a 
“specified service trade or business.” The latter term generally includes any trade or 
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business activity involving the performance of services in the fields of health, accounting, 
and law, among others. It also includes consulting, financial services, brokerage services, 
any trade or business where the principal asset of such trade or business is the reputation 
or skill of one or more of its employees or owners, or investing and investment 
management, trading, or dealing in securities, partnership interests, or commodities.  

“Investing in partnership interests” would seem to describe the services provided by many 
real estate fund managers, as would a trade or business where the principal asset is the 
reputation or skill of one or more of its employees or owners. 

The 20% pass-through deduction rule is effective for tax years beginning after 2017. 
However, it expires for tax years beginning after 2025.  

KPMG observations 
The 20% deduction against QBI generally brings the effective top marginal tax rate on 
that income down to 29.6% (from 39.6% under current law). With the corporate tax rate 
being reduced to 21% (see TaxNewsFlash-Canada 2017-65, “Canadian Multinationals 
— Prepare for U.S. Tax Changes”), Canadian taxpayers should consider re-evaluating 
whether U.S. real estate should be held directly (including through a passthrough entity) 
or in corporate form. This analysis will vary depending on state and provincial tax rates, 
among other things, but given the high rates of Canadian tax on ordinary income, the 
form of ownership may be relatively neutral from an income tax perspective for rental 
income on a fully-distributed basis. However, for capital gains, direct ownership should 
still be more tax effective (as discussed below, long term gains of individuals are taxed 
at a maximum rate of 20%). 

Previously, under the Senate’s version of the passthrough rules, the deduction for QBI 
was only limited to 50% of W-2 wages. The U.S. bill amended the provision to include a 
capital component in the limitation formula. This should generally benefit real estate 
businesses that pay management fees rather than W-2 wages, and that have significant 
amounts of business property. 

 
Base erosion measures 

The U.S. bill contains a “base erosion anti-abuse tax” (BEAT). Unlike the excise tax initially 
proposed in the House bill, the BEAT does not exclude payments with respect to interest.  

For more on the BEAT rules, see TaxNewsFlash-Canada 2017-65, “Canadian 
Multinationals — Prepare for U.S. Tax Changes”. 

KPMG observations 
Although the BEAT does not apply to REITs, it could apply to other real estate 
businesses. For example, if a non-REIT U.S. subsidiary makes significant cross-border 

http://image.kpmgemail.com/lib/fe691570716d047c7016/m/4/ca-canadian-multinationals-us-tax-changesv2.pdf
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payments of interest to its Canadian parent and/or other non-U.S. affiliates, the new 
provision could apply. Additionally, even though the BEAT does not apply to payments 
for services at cost, Canadian transfer pricing rules, as well as other countries’ rules, 
generally require a mark-up. As such, cross-border payments for services may also be 
caught by these rules. It will be important for Canadian multinationals to evaluate the 
potential application of these new rules and, if applicable, model out their effects.  

 
Like-kind exchanges 

The U.S. bill introduces new limitations on the current law that generally allows taxpayers to 
exchange property that is used in a trade or business, or that is held for investment, for 
“like-kind” property without currently recognizing gain or loss. Specifically, the U.S. bill limits 
these like-kind exchanges to exchanges of real property. As with the existing rules, the new 
rules do not apply to exchanges of real property held primarily for sale. 

The new provision generally applies to exchanges completed after December 31, 2017. 
However, a transition rule exempts exchanges where the first transaction in the exchange 
(a sale for a “forward exchange,” or an acquisition for a “reverse exchange”) occurs on or 
before December 31, 2017. 

KPMG observations 
Although the U.S. bill does not define the term “real property”, it should follow the 
traditional definition for like-kind exchange purposes (e.g., it also includes structural 
parts of a building). Presumably the definition will not include associated items of 
personal property such as furniture, fixtures and equipment. Consequently, like-kind 
exchanges of such property will no longer be tax deferred. However, such assets may 
not have significant gains (if any) and, as a practical matter, the like-kind exchange rules 
should remain beneficial to real estate taxpayers. Additionally, the allowance for full 
expensing of certain tangible property under the new legislation may offset any 
potentially negative effect (at least for the next few years). 

 
Carried interest 

The U.S. bill amends the tax treatment of carried interests. Currently, a “carried interest” is 
generally an interest in the future profits and/or gains of a partnership received by a service 
provider as compensation for providing managerial services to the partnership. The interest 
is typically unrelated to any capital invested in the partnership by the service provider. 
Under current law, a carried interest is not generally taxable on receipt. 

Any capital gain recognized by the service provider on a sale of the carried interest is 
generally treated as a long-term capital gain if the service provider held the interest for 
more than one year. Additionally, gains recognized by the partnership on sales of capital 
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property held for more than one year are treated as long-term capital gains when allocated 
to the service provider. Long-term capital gains recognized by non-corporate taxpayers are 
subject to a favourable rate of tax (the highest marginal rate is currently 20% and will 
remain as such under the U.S. bill). 

The U.S. bill introduces new changes that require “applicable partnership interests” (APIs) 
to be held for at least three years to qualify for long-term capital gains treatment.  

Subject to certain exceptions, an API is a partnership interest transferred or held in 
connection with the provision of services by a taxpayer (or a related person) in the business 
of:  

• Raising or returning capital; and 

• Investing in, disposing of, identifying or developing certain assets, including real 
estate held for rental or investment. 

KPMG observations 
Although the new rules are not entirely clear, in the case of the sale of an API, it 
appears that the three-year holding period also would apply with respect to the API 
itself.   

The carried interest provisions apply most often to private equity (PE) funds. To the 
extent that a PE fund would hold most of its investments for more than three years in 
any event, these changes may have limited practical effect. 

The U.S. bill only affects the tax treatment of gains on sales of assets held for less than 
three years. The treatment of other items of income that flow through to holders of APIs 
at preferred rates, such as qualified dividend income, are not affected by the new rules. 

 
We can help 

Your KPMG adviser can help you assess the effect of the U.S. tax reform legislation on 
your real estate business. For more details on U.S. tax changes and their possible impact, 
contact your KPMG adviser. 
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endeavour to provide accurate and timely information, there can be no guarantee that such information is 
accurate as of the date it is received or that it will continue to be accurate in the future. No one should act upon 
such information without appropriate professional advice after a thorough examination of the particular situation. 
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