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Tips for Optimal Quality 

Sound Quality 

If you are listening via your computer speakers, please note that the quality  

of your sound will vary depending on the speed and quality of your internet 

connection. 

 

If the sound quality is not satisfactory, you may listen via the phone: dial  

1-866-873-1442 and enter your PIN when prompted. Otherwise, please  

send us a chat or e-mail sound@straffordpub.com immediately so we can 

address the problem. 

 

If you dialed in and have any difficulties during the call, press *0 for assistance. 

 

Viewing Quality 

To maximize your screen, press the F11 key on your keyboard. To exit full screen,  

press the F11 key again. 
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Continuing Education Credits 

In order for us to process your continuing education credit, you must confirm your 

participation in this webinar by completing and submitting the Attendance 

Affirmation/Evaluation after the webinar.  

 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 

that you will receive immediately following the program. 

 

For additional information about continuing education, call us at 1-800-926-7926 

ext. 35. 

FOR LIVE EVENT ONLY 



Program Materials 

If you have not printed the conference materials for this program, please 

complete the following steps: 

• Click on the ^ symbol next to “Conference Materials” in the middle of the left-

hand column on your screen.   

• Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides for today's program.   

• Double click on the PDF and a separate page will open.   

• Print the slides by clicking on the printer icon. 
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Overview 

• Background 

• REIT Qualification Requirements 

• Prohibited Transactions 

• Shareholder Taxation 

• Leasing Requirements 

• Borrowing from and lending to REITs 

• JVs with REITs, UpREIT transactions 

• REITs in Private Funds 

• Q&A 
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Background 

• “Real Estate Investment Trusts” 

• A product of the tax law (Sections 856 - 860) 

• Adopted in 1960 and modeled after the “regulated investment 

company” (i.e., mutual fund) rules 

• Many amendments over the years 

• Designed to allow small investors to invest in a professionally 

managed pool of real estate in a tax efficient manner 

• Benefit:  REITs may deduct distributions paid to shareholders, 

thereby allowing them to “zero out” their taxable income each year 

• Burden:  REITs must comply with a series of organizational and 

operational rules that are complex and may restrict their business 

operations  

• Failure to meet such requirements may result in taxable “C” corporation status; tax 

counsel often required to provide “will” level tax opinions on REIT qualification status 

in securities offerings. 
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Background 

• Publicly traded REITs 

• Registered, non-traded REITs 

• Private REITs 

 

• Equity REITs:  multifamily, office, industrial, hospitality, healthcare 
• Telecommunication towers, self-storage, timber, railroads 

• Mortgage REITs: commercial mortgages, residential mortgages 

• Hybrid REITs 
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REIT Qualification Requirements 

• Treated as a U.S. corporation 

• May be organized as a trust, LLC, LP, that elects corporate status via a 

“check-the-box” or REIT election 

• Managed by trustees or directors 

• Ownership: transferable shares or certificates of interest 

• Can not have more than 50% of its ownership held by 5 or fewer 

individuals, and must have at least 100 owners, in each case, 

beginning in its second REIT year 

• For purposes of the five or fewer test (but not the 100 owner test), a “look-through” 

rule generally applies for entity owners and pension funds 

• Meets annual income and distribution requirements and quarterly 

asset tests; ascertains ownership 
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REIT Qualification Requirements  

• Quarterly Asset Tests 

• At least 75% of a REIT’s gross assets must be in the form of “real estate 

assets,” cash (including receivables) and government securities 

• “Real estate assets” include mortgages on real estate, shares of other REITs and 

subject to certain restrictions, debt instruments of registered (publicly traded or 

non-publicly traded) REITs (“nonqualified publicly offered REIT debt instruments”) 

• 25% cap on “taxable REIT subsidiaries” (“TRSs”) (Post 2017 –20% cap) 

• A REIT cannot hold securities in excess of 10% of the vote or value of the 

issuer, or that represent more than 5% of the assets of the REIT, that do 

not meet either of the above two provisions 

• 25% cap on nonqualified publicly offered REIT debt instruments 

• Special rules for non-real estate related debt 

• Generally, a look through rule for partnerships  

• Relief may be available for asset test violations 
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REIT Qualification Requirements  

• Annual Income Tests 

• At least 75% of a REIT’s gross income must be from rents on real property, 

interest on mortgages, gains from the sale of real property (other than 

inventory and debt instruments of nonqualified registered REITs (publicly 

traded or non-publicly traded)) and dividends from, and sales of, other 

REITs, and certain temporary investment income 

• At least 95% of a REIT’s gross income must be income that qualifies for 

the 75% test, plus non-mortgage interest, dividends, and capital gains 

• 5% “bad income” basket 

• Again, a look through rule applies to partnerships and relief may be 

available for income test violations 
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REIT Qualification Requirements  

• Annual Distribution Tests 

• REITs generally must distribute at least 90% of their net taxable income 

each year, and are subject to U.S. federal income tax on any undistributed 

amounts 

• REITs are not required to distribute capital gain net income 

• Must pay taxes on capital gains; can elect “pass-through” treatment to 

shareholders 

• Ability to carry back distributions to prior years 

• Failure to meet minimums may result in excise taxes 
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Prohibited Transactions 

• REITs are subject to a 100% tax on income from “prohibited 

transactions” 

• Property held primarily for sale to customers in the ordinary course of 

business 

• Safe Harbor 

• Property held for the production of income for at least 2 years 

• Prior rule required a 4 year hold 

• Not more than 7 sales per year (subject to certain exceptions) 

• Limits on capital expenditures by the REIT during the 2 year period prior to 

sale 
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Taxable REIT Subsidiaries 

• TRSs are used by REITs to own assets and earn income that are not 

suitable for a REIT to own or earn directly 

• TRS pays regular U.S. federal income tax 

• Limits on interest deductions paid by TRS to parent REIT 

• TRSs generally may not operate a hotel or healthcare facility, other 

than through an independent contractor 
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Shareholder Taxation 

• Dividend income to the extent of the REIT’s earnings and profits 

• Distributions in excess of earnings and profits (i.e., “dividends”) 

• return of capital (tax free to the extent of basis; capital gain thereafter) 

• Capital gains pass-through 

• No pass-through of losses 

• U.S. tax-exempt investors 

• Generally do not recognize “UBTI” from REIT dividends  

• Exception for certain “pension held” REITs 

• Non-U.S. persons 

• 30% withholding tax on “ordinary” REIT dividends 

• U.S. federal income tax on REIT capital gains dividends, plus potential 

branch profits taxes (exception for small shareholders in public REITs)  

• U.S. federal income tax on gains from the sale of “real estate” REITs 

• Exceptions for domestically controlled REITs and small shareholders of public 

REITs  
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Shareholder Taxation 

• Section 892 Investors (e.g., sovereign wealth funds, non-U.S. public 

pensions) 

• Generally not subject to U.S. federal income or withholding tax on ordinary 

REIT distributions and gains from the sale of REIT stock 

• Must own less than 50% of the securities of the REIT (by vote and value), and 

not otherwise be in effective control of the REIT 

• Generally subject to U.S. federal income tax on REIT real estate capital 

gains dividends (other than those derived from publicly traded REITs 

where the Section 892 investor holds 5% or less of the shares)  
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Leasing Requirements 

• In order for rents to qualify for the 75% income test, and not produce 

bad income, a number of requirements must be met 

•  The tenant must not be “related” to the REIT 

• Certain exceptions for TRSs, including hotel & health care structures 

• Rents may not be based on the net profits or net income of the tenant 

• Gross income participations generally are OK 

• Non-customary services generally must be provided by a TRS or 

independent contractor, subject to a de minimis exception 

• Rents in respect of incidental personal property (e.g., furniture, appliances) 

are treated as rents from real property, provided that the value of the 

personal property is less than 15% of the total value 

• Sublease profit participations - IRS approves in a private letter ruling 
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Lending to REITs / Borrowing from REITs 

• Lending to REITs 

• There is no tax law limit on the amount a REIT can borrow 

• REITs need to be able to pay dividends in amounts necessary to meet their 

REIT requirements 

• Often ask for a prohibited distribution carve out of amounts required to maintain 

REIT qualification 

• Borrowing from REITs 

• REITs generally want to lend against real estate assets, so as to qualify the 

loan and the interest thereon as a good real estate asset / income 

• Amounts received by a REIT for entering into agreements to make 

mortgage loans generally qualify as good 75% REIT income 

• Question as to origination fees / discount 

• REMIC investments: generally treated as good real estate assets / income, 

although a look-through rule applies for any REMIC with less than 95%  

real estate mortgage assets 
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Lending to REITs / Borrowing from REITs 

• Mezzanine Loans 

• Loan is made to an upper tier entity that holds an interest in a real estate 

owning entity.  IRS safe harbor (Rev. Proc. 2003-65) 
• Borrower is a partner in a partnership or sole owner of a disregarded entity 

• Loan is non-recourse, secured only by a first priority pledge of the borrower’s interest in 

underlying entity 

• Upon default, REIT will replace borrower as a partner in the underlying partnership or owner of 

underlying disregarded entity 

• Underlying entity holds real property, and if all or part of the real property is sold, the mezzanine 

loan will come due 

• At least 85% of the underlying entities assets are in the form of real property 

• Value of the real property (reduced by any mortgage financing on the real property) equals or 

exceeds the amount of the mezzanine loan 

• Interest otherwise qualifies under the REIT income test rules 
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JVs with REITs 

• When entering into a JV with a REIT, keep in mind that 

• REIT will want assurances that the JV will not adversely affect its ability to 

meet the REIT income and asset tests, and that the REIT will need to 

distribute at least 90% of the taxable income generated by the JV 

• Exceeds the typical “tax distributions” (e.g., 40% of taxable income) that a regular 

taxpaying investor needs 

• REIT will want the JV to provide information to help it comply with its 

quarterly asset and annual income tests 
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UpREIT Transactions 

• REIT holds all of its assets through a subsidiary partnership (the 

“Operating Partnership” or “OP”). 

• OP “units” are exchangeable for REIT shares on a one for one basis. 

• Distributions on each OP unit equal distributions on a REIT share 

• Allows persons to contribute assets to the OP on a tax deferred basis 

(i.e., taxation is deferred until the contributor exchanges OP units for 

REIT shares) 

• Taxation generally is triggered if the contributed property is sold, or debt on 

the contributed property is repaid 

• Tax “lock up” agreements are intended to prevent sales / debt pay downs, 

with tax indemnities for failure to qualify 

• How long should they run, how should indemnity be structured 
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REITs in Private Funds 

• REITs are often used in private real estate funds 

• “Block” UBTI 

• Limit state and local tax filing requirements 

• Helpful for non-U.S. investors, particularly Section 892 investors and many 

non-U.S. private pension plans 
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