Real Estate Funds with Direct or Indirect Property Ownership:
Which Product is the Best for You?
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eal estate as an investment alternative

offers Swiss investors interesting

advantages. On the one hand, real estate
generates a stable cash flow in times of low
interest rates.! On the other hand, in times of
rising inflation, real estate offers a certain level
of protection due to the link of rents to the
consumer price index.? Real estate investments
have a low correlation with other classic
investment products such as stocks or bonds?
and have demonstrated remarkable
performance over several economic cycles in the
past®. Real estate as an additional asset class is
therefore  particularly suitable for risk
diversification within the portfolio.

Investment Alternatives Involving Real Estate
Currently Available for Swiss Investors

In principle, investors can decide whether they
want to invest directly or indirectly in real estate.

With direct investment, the investor directly
purchases physical real estate, such as office
buildings, residential buildings, logistics centers,
hotels, etc.’. The investor can either use the
directly held real estate himself or rent it out to
third parties as an investment property.
Although holding real estate directly often offers
higher returns than holding it indirectly, it also
has some disadvantages®. Real estate which is
directly held is characterized by low liquidity
while tying up a lot of capital in a single property,
which leads to low diversification with higher risk
exposure. Furthermore, directly held real estate
can represent a lot of effort for the investor and
requires in-depth market knowledge’.

With an indirect real estate investment, the
investor invests via an instrument such as a
collective investment scheme with direct or
indirect real estate ownership (also known as a
real estate fund) or an Exchange-Traded Fund
(ETF)®. These investment vehicles offer investors

! “Investment products for direct real estate investments”, Ziircher Kantonalbank, available at:
https://www.zkb.ch/en/home/asset-management/investment-solutions/real-estate-investments/direct-real-

estate-investments.html (last visited 12.08.2024)

2 “Why invest in real estate?”, Pictet Asset Management, September 2022, available at:
https://am.pictet/de/switzerland/global-articles/2022/expertise/alternative-anlagen/warum-in-immobilien-

investieren (LAST VISITED 12.08.2024)
3 |dem.

4 “Direct vs indirect: the different doors open to real estate investors”, Andrew Loan, 21. Juli 2023, available at:
https://www.juliusbaer.com/en/insights/wealth-insights/real-estate/direct-vs-indirect-the-different-doors-open-

to-real-estate-investors/ (last visited 12.08.2024)
5ldem.
5 1dem.
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8 “A versatile investment: how to benefit from investing in real estate”, UBS, 12 April 2021, available at:
https://www.ubs.com/ch/en/wealth-management/womens-wealth/magazine/articles/investing-in-real-

estate.html (last visited 12.08.2024)
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a series of advantages over direct investments in
real estate. For example, it is possible to invest in
highly diversified real estate portfolios even with

smaller initial investment amounts.’
Furthermore, collective investment schemes and
real estate ETFs have far greater liquidity than
directly held real estate and do not require active
involvement or in-depth market knowledge from
the investor. Instead, collective investment
schemes and real estate ETFs are structured and
monitored by experts, and the investor benefits
from regular distributions®.

While real estate ETFs sometimes have lower
costs than collective investment schemes due to
their passive management, ETFs correlate more
strongly with developments on the stock market,
which weakens a key advantage of investing in
real estate. In addition, the range of available
real estate ETFs in Switzerland is very limited*2.

In particular, collective investment schemes with
direct real estate ownership also offer significant
tax advantages for private investors with tax
residence in Switzerland®®, which will be
discussed in more detail below.

°|dem.

Investing in Real Estate through Collective
Investment Schemes

Collective Investments with Direct Real Estate
Ownership

Collective investment schemes with direct real
estate ownership are characterized by the fact
that they - as their name suggests - hold
domestic or foreign real estate directly or invest
in other collective investment schemes with
direct real estate ownership!. In order for the
Swiss tax resident investors of a collective
investment scheme with direct real estate
ownership to be able to profit from tax
advantages, it must be structured as a
contractual investment fund, SICAV or LPCI.

While the law expressly allows investments in
foreign real estate, there is currently no
collective investment scheme with direct real
estate ownership in Switzerland which invests in
foreign real estate.

10 “Direct vs indirect: the different doors open to real estate investors”, Andrew Loan, 21 July 2023, available at:
https://www.juliusbaer.com/en/insights/wealth-insights/real-estate/direct-vs-indirect-the-different-doors-open-

to-real-estate-investors/ (last visited 12.08.2024)

11 “A versatile investment: how to benefit from investing in real estate”, UBS, 12 April 2021, available at:
https://www.ubs.com/ch/en/wealth-management/womens-wealth/magazine/articles/investing-in-real-

estate.html (last visited 12.08.2024)
2 1dem.

13 “private investors” refers exclusively to individuals, not legal entities. The tax advantages associated with
collective investment schemes with direct real estate ownership commented herein refer exclusively to individuals.

14 Art. 59 para. 1 CISA.
15 Art. 66 para. 3 LDFT.
16 Art. 72 LDFT.
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The net assets of the fund, which consist of direct
real estate ownership, are subject to capital
tax'’. Distributions from collective investment
schemes with direct real estate ownership are
not subject to Swiss withholding tax, provided
the income distributed derives from direct real
estate ownership and is distributed via a
separate coupon®®,

Only the portion of income of the collective
investment scheme which does not come from
direct real estate ownership is taxable at the
level of the investor and is subject to income
tax'®. For wealth tax purposes only the fund
assets which do not derive from direct real
estate ownership are taxable at the level of the
investor?®. Therefore, the wealth tax value of the
fund shares in collective investment schemes
with direct real estate ownership is generally
negligible.

Collective Investments with Indirect Real Estate
Ownership

Collective investment schemes with indirect real
estate ownership invest in real estate companies

or other collective investment schemes with
indirect real estate ownership?..

In the case of collective investment schemes
with indirect real estate ownership, the income
is usually collected by a real estate company.
Therefore, the income from real estate is subject
to profit tax at the ordinary tax rate applicable to
corporations at the level of the real estate
company 2. In addition, the equity of the real
estate company is subject to capital tax®.

As the income from the collective investment
scheme with indirect real estate ownership,
unlike direct real estate ownership, has not
already been taxed at the level of the collective
investment scheme itself, the distributions from
the collective investment scheme with indirect
real estate ownership are subject to income tax
at the level of the private investor?*. For wealth
tax purposes, the tax value of the shares in the
collective investment scheme with indirect real
estate ownership corresponds to the net asset
value (NAV) of the previous calendar year®.

In addition, distributions from collective
investment schemes with indirect real estate
ownership are subject to Swiss withholding tax?.

As shown above, the taxation of collective
investment schemes with direct real estate
ownership differs greatly from that of collective
investment schemes with indirect real estate

17 Art. 29 para. 2 lit. ¢ LHDT iVm Art. 13 para. 3 LHDT (e contrario).

18 Art. 5 para. 1 lit. b WTL; Art. 28 para. 1 WTO.
% Art. 20 para. 1 lit. b LDFT; Art. 7 para. 3 LHDT.
20 Art. 13 para. 3 LHDT.

2L Art. 59 para. 1 CISA.

22 Art. 49 para. 1; Art. 68 LDFT.

2 Art. 29 LHDT.

24 Art. 20 para. 1 lit. e LDFT; Art. 7 para. 3 LHDT.
2 See Circular Letter Nr. 24 para. 3.5.1.

26 Art. 4 para. 1 lit. c WTL
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ownership for investors who are tax resident in
Switzerland. In particular,

Table 1 compares, by way of example, the tax
burden and the disposable income after taxes at
the level of the investor for three collective
investment schemes with direct real estate
ownership and three collective investment
schemes with indirect real estate ownership for
an investment of CHF 1,000,000.

Income per year with an Approximate annual

investment of approx. income and wealth tax
CHF 1'000'000 burden

Conclusion

The analysis outlined above shows that
collective investment schemes with direct real
estate ownership should be examined in detail
as a tax-interesting investment alternative,
particularly in the following cases:

1. As a private investor with tax residence
in Switzerland, you would like to
mitigate the impact of your wealth tax
burden because the assessment basis
for wealth tax purposes of collective
investment schemes with direct real
estate ownership is marginal.

Total available income  Total disposable
after taxes income after taxes in %

Option 1 (direct): Credit Suisse Real Estate Fund Green Property, Switzerland CHF 28.099,17 CHF 0,00 CHF 28.099,17 100,00%
S
2 |Option 2 (direct): ZIF Real Estate Direct Switzerland CHF 24.553,57 -CHF 35,36 CHF 24.518,21 99,86%
°

Option 3 (direct): SF Sustainable Property Fund CHF 28.340,08 -CHF 89,65 CHF 28.250,44 99,68%

Opt.lon 4 (indirect): Swisscanto (CH) Real Estate Fund Responsible IFCA, CHF 23.417.72 -CHF 14.667,97 CHF 8.749,75 37.36%
5 |Switzerland
g
-_‘é Option 5 (indirect): UBS “Sima" CHF 24.163,57 -CHF 15.865,43 CHF 8.298,14 34,34%
(=

Option 6 (indirect): CS Real Estate Fund Siat CHF 24.528,30 -CHF 16.411,32 CHF 8.116,98 33,09%

Table 1 Comparison of the tax consequences of an investment in a collective investment scheme with direct or indirect real estate ownership

The calculations presented above are based on
information provided by the bank and publicly
available data on a selection of collective
investment schemes with direct and indirect real
estate ownership. The calculations estimate the
tax burden (income and wealth tax) in
connection with holding the shares and the
current annual distributions. The calculations
were carried out using the approximate highest
effective tax rate applicable in the Canton of
Zurich. The effective tax rate may vary
depending on the investor's place of residence
and personal circumstances. The past and future
performance of the fund products and their
costs were not considered in the calculations;
only the tax burden is shown.
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2. Yourincome is subject to a high marginal
tax rate because the distributions from
the collective investment scheme with
direct real estate ownership are largely
tax-free.

While the tax consequences of investments
such as those presented herein may be less
significant for investors who are resident in
tax-attractive Swiss cantons; investors with
tax residency in high-tax cantons should
carefully consider the differences between
opting for real estate funds holding such
assets directly or indirectly. Unfortunately,
banks do often not integrate the tax
considerations into their asset management
decisions. Therefore, at P&P Family Office,
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we support our clients in assessing the tax
consequences of the products suggested by
their bank taking into consideration their
particularities and personal tax situation.
Since we do not engage in asset
management ourselves, we can support our
clients independently and without conflicts
of interest by optimizing all aspects relevant
to success and after-tax returns - including
investment returns, taxes and fees.
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