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On the campaign trail, President Trump 
pledged that tax reform under his leadership  
would target carried interests — more 
widely known in the real estate industry as 
the “promote” in partnership agreements 
or operating agreements for limited liability 
companies (LLCs) that are treated as partner-
ships for tax purposes. In the end, the Tax 
Cuts and Jobs Act (TCJA) only modifies the 
rules for carried interests, largely preserving 
their favorable tax treatment, rather than 
eliminating that treatment. 

What’s new? 
Real estate development ventures that are operated  
as partnerships or LLCs treated as partnerships  
sometimes include so-called carried-interest arrange-
ments. A carried-interest deal essentially allows  
developers to exchange their fees for a share of the 
profits (a profits-only interest).  

Under prior tax law, profits from these interests could 
often qualify as lower-taxed capital gains rather than 
higher-taxed ordinary income. When this 20% capital 
gains rate was combined with the 3.8% net investment 
income tax (NIIT), a developer typically would pay  

a maximum federal tax rate of only 23.8% on the  
promote, vs. paying the maximum ordinary-income 
rate (39.6% under prior law or 37% under the TCJA).

The TCJA generally extends the holding requirement 
period to three years to obtain long-term capital gains 
treatment. The three-year period applies to “applicable 
partnership interests” issued to service providers in 
“applicable trades or businesses.” An applicable trade 
or business involves:

u Raising or returning capital, and 

u	 	Investing	in	or	developing	specified	assets,	including	
real estate held for rental or investment. 

A developer generally is considered a service provider, 
and the holding period applies to both capital gains 
allocated to a profit interest from capital assets held by 
the partnership or LLC and capital gains on the sale of 
the interest itself.

Notably, the longer holding period covers carried 
interests created before and after the TCJA’s effective 
date. So, developers must hold existing promotes for 
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Developers must hold existing promotes 
for three years to avoid taxation at 
ordinary-income tax rates, which now 
top out at 37% under the new law.



three years to avoid taxation at ordinary-income tax 
rates. The TCJA also imposes immediate short-term 
capital gains treatment on certain transfers of carried 
interests to family members and co-workers in an 
applicable trade or business.

What’s left unanswered?
The TCJA has raised several issues that aren’t squarely 
addressed in its lengthy text. For example, it remains 
uncertain whether the three-year holding period applies 
to carried-interest gains from sales of Section 1231 real 
property that’s used in a trade or business. 

Some experts have asserted that it doesn’t appear to 
apply to Sec. 1231 property. But others believe Congress 
intended for such property to also be subject to the 
longer holding period under the TCJA. If so, and a rental 
property is sold more than a year — but less than three 
years — after it’s placed in service, any carried interest 
would be subject to ordinary-income tax rates.

The IRS already has resolved one disputed interpreta-
tion of the carried-interest provision. Sec. 1061, which 
extends the holding period, states that it doesn’t apply 
to partnership interests held by “a corporation.” This 
language led some to wonder: Are partnership inter-
ests held by an S corporation subject to the extended 
holding period? 

In March 2018, the IRS clarified that the word “corpora-
tion” as used in Sec. 1061 doesn’t include S corporations. 
That change goes into effect for taxable years beginning 
after December 31, 2017, the same general effective date 
as for Sec. 1061.

More to come
Additional IRS guidance on the new holding period pro-
vision for carried interests is expected. In the meantime, 
developers and others with carried interests in real 
estate projects should proceed with caution to minimize 
their tax liability. x
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Is it time to convert to a C corporation?
The significant reduction of the corporate tax rate under the Tax Cuts and Jobs Act (TCJA) to a flat 21% 

might prompt some real estate businesses to consider converting to C corporation status. However, the 

decision may not be clear cut. 

Businesses that currently operate as S corporations, for example, should remember that shareholders 

will continue to avoid double taxation on their allocable share of the S corporation’s income. Under  

the TCJA, distributions to S corporation shareholders are still tax-free to the extent they don’t  

exceed undistributed taxable income, and shareholders enjoy a basis step-up for the undistributed  

taxable income.

On the other hand, if a C corporation pays dividends to its shareholders, the payments are taxed twice 

(at the corporate level when the income is earned, and again at the shareholder level when dividends 

are paid). So, a C corporation and its shareholders could wind up paying more in combined taxes than  

if the company operated as an S corporation. 

Paying tax on distributed earnings is just one consideration when selecting the optimal business structure 

for your real estate project. Many other legal issues and provisions of the new tax law should factor into 

your decision. Consult with your financial and legal advisors to determine the best course of action.



According to the National Oceanic and 
Atmospheric Administration, 2017 was  
the costliest year on record for natural 
disasters in the United States. Wildfires 
in the western states, combined with 
Hurricanes Harvey, Irma and Maria and 
other severe weather incidents, led to 
$309 billion in damage. And 2018 has 
already seen severe weather, including 
numerous floods, tornadoes and wildfires 
and the ongoing volcanic eruption on the 
island of Hawaii. These events, along with 
other recent disasters and an ever-growing 
backlog of deferred maintenance, under-
line the need for infrastructure upgrades 
in the United States, which may provide 
opportunities for real estate investors.

Create a reliable income stream
Many developed countries — such as the United 
States and Great Britain — and developing countries 
will need to extend or revamp their infrastructures 
in the near future. And, with many governments still 
strapped for cash, the door is wide open for private 
investors to get involved in financing infrastructure 
construction and repair. 

Whether it’s for bridges and dams, railways and roads, 
waste disposal, telecommunications, power stations, 
pipelines, or ports, these projects need financial back-
ing. Infrastructure funds can help investors do just that.

Infrastructure funds may offer a safer, more dependable 
income stream than other types of investment options. 
Many infrastructure assets have a virtual monopoly 
on the markets. And the large monetary investment 
required to develop most infrastructure assets makes  
it unlikely that competing assets will be built.

Unfortunately, the distinct opportunities presented by 
infrastructure investing come with unique challenges. 
Industry growth and consolidation, new investment 
products, government intervention and regulatory 
changes could affect infrastructure investors in years 
to come. Asset-specific risks relating to the design, 
construction and operation of infrastructure assets 
pose additional challenges.

Consider ETFs
Because of the related risk and high capital require-
ments for infrastructure projects, investors may want 
to consider accessing this unique asset class through 
index-based securities such as exchange traded funds 
(ETFs). These funds trade like stocks on an exchange 
and offer diversity similar to that of mutual funds. 

But unlike mutual funds — which try to outperform 
the market — ETFs sync with a major market index 
and investors can trade them intraday or in after- 
market sessions. Because they’re passively managed, 
ETFs also offer lower administrative expenses and  
fees than do mutual funds.

Infrastructure ETFs mimic the performance of certain 
indexes, such as the S&P Global Infrastructure Index 
and the Macquarie Global Infrastructure 100 Index. 
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Should you invest in infrastructure?
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Captive insurance strategies can  
pay off for real estate operators

Federal tax law has permitted U.S. 
businesses to form so-called “captive” 
insurance companies for many years, and 
numerous large companies have done so. 
It’s only relatively recently that the arrange-
ment has gained traction with smaller  
public and privately owned companies. 

Could your real estate business benefit from pursuing 
captive insurance strategies? To find the answer, you 
first need to understand how they work, as well as the 
potential advantages and disadvantages.

The fundamentals
Captive insurance is a form of self-insurance where the 
insured wholly owns the insurer. The captive insurer 
can cover the parent company and any subsidiaries. 

In a real estate context, this setup can provide a wel-
come alternative when traditional third-party coverage 

is too narrow in scope, limited by multiple exclusions 
or subject to high deductibles. Companies that form 
their own captive insurers can tailor coverage to their 
specific risks.

Captive insurance companies commonly cover property 
damages, including those from windstorms, hail and 
other weather-related events, as well as environmental 

These indexes are designed to help investors track 
infrastructure companies, monitor fund performance 
and simplify investment in ETFs. 

With their many attributes, infrastructure ETFs may 
warrant attention from investors interested in defen-
sive, high-yield securities. Infrastructure investing isn’t 
without risk, however. Rates of return vary significantly 
from project to project, and, even though infrastructure 
is somewhat insulated, it isn’t immune to the ebb and 
flow of economic tides. 

Proceed cautiously
Having completed tax reform, the Trump adminis-
tration has stated it’s looking to tackle infrastructure 
sometime after the midterm election in November of 
this year. While infrastructure ETFs aren’t new, it’s 
important that you conduct thorough due diligence if 
you decide they’re right for your real estate business. 
Be sure to consult with your financial advisor and legal 
counsel to have a comprehensive understanding of the 
risks and rewards. x
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liability, including mold and chemical remediation. 
Other risks covered by captive insurers include:

u  Loss of rents,

u Auto liability,

u	 Directors	and	officers	liability,

u Business interruption, and

u Excess commercial general liability.

You even can use captive insurance to cover deductibles 
on existing coverage with traditional carriers or to 
obtain coverage not otherwise available or affordable.

Potential pros … 
The primary advantage of a captive insurance  
arrangement is the savings on premiums — you  
control the costs and services, rather than a third 
party with a profit motive. Even better, you can  
take a tax deduction for the premiums paid. This  
contrasts with typical self-insurance coverage, where 
you can’t claim tax deductions until claims are paid. 

In addition, because the parent company owns the 
captive, it receives the captive’s underwriting profits, 
meaning the excess of premiums over expenses. The 
underwriting profits and accumulated surplus are 
tax-exempt to the captive. Distributions back to the 
parent are taxed as dividends at lower capital gains 
rates, rather than at ordinary-income tax rates. 

As the parent company, you also directly profit from 
any effective cost or risk management strategies you 
implement. So, businesses that have adopted the  
captive insurance model tend to be highly focused  
on core risk management practices. 

… And cons 
Captive insurance isn’t without downsides, however. 
For example, if claims exceed premiums, you’ll be hit 
by the captive’s underwriting losses. In addition, the 
smaller risk pool of insureds makes a captive insurer 
vulnerable to catastrophic claims. And captive insurers 

must comply with federal and state insurance laws and 
regulations, including capitalization requirements. 

Certain captive insurance arrangements also have 
been designated as “transactions of interest” with the 
potential for tax avoidance by the IRS. The agency has 
acknowledged that “micro-captive” insurers may be 
created for legitimate “risk management purposes,” 
but it nonetheless imposes strict self-disclosure 
requirements on such relationships. The IRS scruti-
nizes micro-captives to ensure, for example, that the 
premiums are properly set and risks are appropriately 
distributed among policyholders. To avoid running 
into trouble, have a legitimate business reason for 
forming a captive, such as better coverage or improved 
risk management. If tax savings are your primary 
motive, you may run into trouble. 

Finally, running an insurance company requires some 
investment. You can count on incurring start-up, man-
agement and claims administration costs, licensing and 
related fees, audit expenses and attorneys’ fees. And 
remember that each state will have separate laws and 
regulations governing this type of insurance arrange-
ment. Be sure to check with your tax advisor to make 
sure you’re complying with not only federal laws, but 
also with the laws in all states where you’re operating.

Get help
In the right circumstances, captive insurance has much 
to offer real estate operators. It allows you to customize 
insurance coverage, enjoy some significant tax benefits 
and additional profits, and take greater control of risks 
and costs. But don’t take the plunge until you’ve con-
sulted with both your attorney and financial advisor. x

Because the parent company owns 
the captive, it receives the captive’s 
underwriting profits, meaning the 
excess of premiums over expenses.
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How the TCJA changes depreciation  
periods for real property

The Tax Cuts and Jobs Act (TCJA) alters 
the recovery periods for certain kinds of 
property depreciated under the modified 
accelerated cost recovery system (MACRS) 
and the alternative depreciation system 
(ADS). The law also expands eligibility for 
some additional depreciation deductions.

Nonresidential and residential properties
The TCJA leaves intact the recovery periods for non-
residential real property. They remain 39 years under 
the MACRS and 40 years under the ADS.

The MACRS period for apartment buildings and other 
residential rental buildings also is unchanged, at  
27.5 years. The ADS period for these properties,  
however, is reduced to 30 years from 40 years for 
property placed in service after December 31, 2017.

Improvement property
Before the TCJA’s enactment, qualified leasehold 
improvement property (QLIP), qualified restaurant 
property (QRP) and qualified retail improvement 
property (QRIP) were depreciated over 15 years  
under the MACRS and over 39 years under the ADS. 

The new tax law drops the separate definitions for 
QLIP, QRP and QRIP and classifies them all as qualified 
improvement property (QIP). That term under the TCJA 
generally covers any improvement to the interior of a 
nonresidential real property that’s placed in service 
after the building was placed in service. There are some 
exceptions, however. 

For property placed in service after 2017, Congress 
intended for QIP to have a 15-year MACRS recovery 

period and a 20-year recovery under the ADS. Because 
15-year property is eligible for bonus depreciation and 
Section 179 deductions, Congress intended for QIP to 
be eligible for both breaks.

However, due to a drafting error, the 15-year recovery 
period for QIP isn’t reflected in the statutory language 
of the TCJA. But it’s reflected in the Joint Explanatory 
Statement of Congressional Intent. Until technical  
corrections to these provisions become law, however, 
QIP has a 39-year MACRS recovery period, and it’s 
ineligible for bonus depreciation. 

Interest expense deduction interplay
In addition, the TCJA generally limits business interest 
expense deductions to the sum of business interest 
income for the taxable year and 30% of the taxpayer’s  
adjusted taxable income for the tax year. The limit 
applies to taxpayers with average annual gross receipts 
over $25 million. Real estate businesses with annual 
receipts beyond that threshold can opt out of the new 
rule — but there’s a catch. 

Businesses that opt out must use the ADS for certain 
property (generally, real property with a recovery 
period of 10 or more years) used in the business, 
regardless of when the property was placed in service. 
Moreover, businesses that opt out can’t claim bonus 
depreciation for affected property, and the opt-out 
election is irrevocable.

Decisions, decisions
The TCJA gives real estate businesses a lot to think 
about. Discuss the tax law changes to evaluate the 
right options for your real estate venture. x




