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I. Overview of Umbrella Partnership 
Structure
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Overview of Umbrella Partnership Structures

Is it raining?

7



Basic UP Structure

8

REIT/UP-C

Limited Partners 
(“LPs”)

Asset

8

AssetAsset AssetAsset

Asset Asset Asset

Asset

UP



Other Structures

REIT/UP-C REIT/UP-C
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• For private entities, ownership of real estate through a partnership 
is customary to avoid entity level tax.

• After modern real estate investment trusts (REITs) were created in 
the 1960s, they became a favored vehicle for public real estate 
companies, in part because of simplified reporting and tax filings 
for shareholders.

• However, it was difficult for owners of existing real estate 
partnerships to convert to REITs or C corporations in an IPO on a 
tax-deferred basis because of the rules regarding contributions to 
an investment company in Code Section 351(e) and the rules 
regarding liabilities in excess of tax basis.

• In addition, after incorporation of the REIT or C corporation, it was 
difficult to contribute additional properties to the entity on a tax-
deferred basis because of the limitations of Code Section 351(a).

History
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• In the early 1990s, Taubman Centers had built a robust portfolio of 
American shopping malls.  In 1992, it went public with the first 
umbrella partnership REIT (“UPREIT”) structure.

• Unlike the conversions described in the prior slide, the pre-IPO 
owners of Taubman Centers (“founders”) did not take shares of 
the publicly traded REIT in the IPO.  

• Instead, they contributed their interests into a new partnership 
that had the REIT as the general partner.  The REIT contributed the 
cash proceeds from the IPO into the same partnership.  

• At that point, the founders had exposure to all of the same assets 
as REIT shareholders, but they had not triggered any built-in gain 
in connection with the IPO.  

• Six more UPREITs went public in 1993, and the market 
capitalization of the REIT market took off.

Birth of the Umbrella Partnership
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• In 1994, the IRS released new partnership anti-abuse regulations 
that allowed the IRS to recast a transaction if the partnership was 
formed to reduce the partners’ federal tax liability in a way that is 
inconsistent with Subchapter K.  The recast could take the form of 
being disregarded as separate from one of its owners.

• After much lobbying, the final regulations at Treasury Regulations  
§ 1.701-2(d) included an example (Example 4) specifically allowing 
a structure where founders contribute properties to an operating 
partnership of a REIT.

Anti-Abuse Example
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Expansion of UPs

• In addition to REITs, umbrella partnerships can be used with 
C corporations (UP-C) and publicly traded partnerships.

• Umbrella partnerships can be used with assets other than real 
estate.

• For C corporations, founders may be able to incorporate on a tax-
deferred basis without an Up-C, but the Up-C structure allows 
the founders to continue to own their business in a tax-efficient 
manner.

• For publicly traded partnerships, having a lower tier operating 
partnership may facilitate contributions, reporting, certain tax 
elections, and equity compensation.
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• Sponsor/GP can monetize its interest while potentially retaining 
its control

• Minimizes the need to restructure prior to IPO
• The Exchange Act may force an entity to “go public” 

o If the securities are “held of record” by either 2,000 persons 
or 500 persons who are not “accredited investors”

• Preserves single layer of tax treatment
• Currency for future acquisitions for depreciating assets
• More complex compensation awards
• In short, there were good reasons for the operating entity to be 

taxed as a partnership at creation and the UP-C/UPREIT structure 
generally preserves those reasons 

Why Form an UP-C/UPREIT?
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• Multi-member LLCs are taxed as “partnerships” under the IRC
o This presentation generally uses “partnerships” to refer to both LLCs and LPs
o There are minor state law considerations with respect to documentation 

and the different rights, obligations and liabilities of an LLC’s members 
versus a partnership’s limited partners, but these differences are beyond the 
scope of this presentation

o Please be kind to your corporate colleagues when discussing “partnerships” 
• There is no legal requirement that the UP-C/UPREIT have a dual-class structure

o Dual-class structure permits original investors to retain control, but there 
may be hurdles from securities exchanges, investor advisory firms and 
certain institutional investors

• The accountants are going to love you
o NCI, EPS, consolidation, Regulation S-X required financial statements, etc.

A Few Friendly Corporate/Securities 
Reminders
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• Section 5 of the Securities Act: “offers” and sales of securities must 
be registered with the SEC or be effected pursuant to an exemption

• In 2016, the SEC issued a no-action letter permitting holders of REIT 
shares issued upon redemption of operating partnership (OP) units 
to tack the holding period of the OP units to the REIT shares for 
purposes of Rule 144

• In addition to the holding period, Rule 144 may have volume and 
other limitations that prevent immediate sale by the redeeming 
holder
o A registration rights agreement for (certain) OP unitholders may 

be appropriate 
o If the original partners want to monetize their investment 

immediately, the UP-C/UPREIT structure may not be appropriate

Are Shares Issued Upon Redemption Freely 
Saleable?
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• Lenders/investors typically want the UP-C/REIT and the OP to 
guarantee each other’s debt securities/instruments

• In March 2020, the SEC amended rules governing the supplemental 
financial information required for SEC-registered debt securities 
that have guarantees or that are collateralized by shares

• Eases obligation to present audited financial statements/have 
ongoing SEC reporting obligations 

• Obviously less helpful for REITs 

Recent SEC Relief May Facilitate Debt 
Offerings by UP-Cs and UPREITs
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II. Tax Issues for Umbrella Partnership-
C Corporation (Up-C)
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Overview of Typical Up-C Structure

Public Shareholders Pre-IPO 
Owners

C Corporation

Operating
Partnership

(“OP”)

Common shares
(“Class A shares”)

Non-economic
voting shares

LP/LLC Units
(“OP Units”)

General Partner/Managing Member
LP/LLC Units
(“OP Units”)
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• The corporation generally issues a number of Class A shares equal to 
the number of OP Units it holds
o Maintain relationship by taking mirroring actions in respect of OP 

Units when issuing or repurchasing Class A shares
• Requires that, as a general matter, the corporation not:

o Hold any material assets other than the OP Units
o Become subject to liabilities (other than liabilities for taxes on its 

share of the income of the OP or under the tax receivable 
agreement) as to which it does not have a “mirroring” claim 
against the OP

Parity Between Class A Shares and OP Units
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• Pre-IPO owners retain equity in a flow-through entity for U.S. federal 
income tax purposes.

• Continued ownership through a pass-through entity generally is 
more tax-efficient because it allows the pre-IPO owners to avoid the 
burden of double taxation and defer tax on any built-in gain in the 
legacy assets.

• Pre-IPO owners can continue to use losses passed through to them 
and can continue to take into account the character of income 
passed through to them.

• Ownership of a pass-through entity, however, can result in phantom 
income without a cash distribution, which generally would not 
happen at the publicly traded entity level.

• In addition, ownership at the corporation level protects the 
shareholders from state tax filing obligations based on where the 
partnership is doing business. 

Retention of Pass-Through Entity Treatment
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• The umbrella partnership interest itself is not liquid, but it provides 
access to liquidity through the ability to redeem for shares in the 
publicly traded entity 

• The exchange ratio is generally one-for-one, or, often, the cash 
equivalent thereof, subject to customary adjustments for stock 
splits, etc.

• Rights may be subject to various lock-up provisions and other 
exchange limitations

• Typically documented in an exchange agreement or in the 
partnership governing documents

23
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• Holders of partnership units typically exercise their exchange rights 
only when they seek to exit their investment because the exchange 
for shares in the publicly traded entity generally is a taxable event to 
the exchanging holder.

• In an exchange, the C corporation is treated as purchasing the 
partnership interest sold by the founder partner.  Because the 
umbrella partnership will have a Section 754 election in place, the 
umbrella partnership will step up its basis in its assets with respect 
to the C corporation as transferee.

24
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• The corporation’s acquisition of OP Units from the pre-IPO owners 
may result in tax benefits to the corporation as a result of increases 
in the tax basis of the assets of the OP or a “step-up” in the tax basis 
of its assets
o Reduction in the amount of tax that the corporation must pay in 

the future  
o The corporation usually shares a significant portion of these tax 

benefits with the exchanging OP unitholder under a tax receivable 
agreement

Step Up In Basis for C-Corporation
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• “Tax Receivable Agreement” or “TRA” entered into between the 
corporation and the pre-IPO owners is a contract to pass along the 
benefit of the step-up to the corporation in connection with the 
taxable exchange of OP units

• Corporation shares with exchanging OP unitholder a percentage 
(commonly 85%) of tax benefits received due to the step-up in 
basis

• As the corporation’s tax liability is reduced as a result of the 
additional depreciation and amortization deductions allocable to it, 
cash payments will be made to the pre-IPO owners under the TRA

• Future TRA payments received are likely to be treated as additional 
proceeds on the earlier sale of the OP units for tax purposes, 
similar to an earnout arrangement, that are subject to the 
installment sale rules

Tax Receivable Agreements (TRAs)
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• Payments under the TRA also give rise to an additional tax basis 
step-up for the corporation (thereby increasing the amounts payable 
under the TRA over time)

• Typically are in effect for a set number of years
• Early termination payouts

Tax Receivable Agreements (TRAs) (cont’d)

27



TRA Structure
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TRA Example
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Traditional IPO Up-C IPO Structure

Corporation Taxable Income $100,000 $100,000

Section 743(b) Annual Amortization - $50,000

Net Taxable Income $100,000 $50,000

Effective Tax Rate (Federal & State) 25% 25%

Net Tax Liability $25,000 $12,500

TRA Cash Payment (85%) - $10,625



• Partnership agreements will typically require the OP to make pro 
rata distributions of available cash to the holders of OP Units to fund 
their tax obligations for the income of the OP that is allocated to 
them
o These tax distributions are frequently computed based on an 

assumed highest effective marginal income tax rates
• Tax distributions usually result in the corporation receiving cash in 

excess of the amount it requires to pay its taxes and fund its 
obligations under the TRA due to difference in tax rate for 
individuals and corporate entities
o Use of “excess” cash

Tax Distributions and Dividends
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• The following should be considered as a result of the changes 
implemented by the Tax Cuts and Jobs Act (“TCJA”):
o Cost/benefit analysis and choice of structure due to the reduction 

of federal income tax rate
o Reduced value of TRA payments
o Tax distributions and excess cash
o Application of Section 162(m)

Tax Reform
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III. Tax Issues for Umbrella Partnership -
Real Estate Investment Trust (UPREIT)
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Contributions to a Partnership

OP

LP

• Tax Attributes
o A Code Section 721 contribution 

preserves the partner’s tax 
attributes. If a person 
contributes property to an OP 
and receives only OP units in 
return, the contributor does not 
recognize any income and has a 
tax basis in the OP units equal to 
the tax basis in the contributed 
property. 

o Here, the partner will have a $50 
basis in its OP units.

o Similarly, the OP takes a 
carryover tax basis in the 
contributed property.

Property
FMV $100

AB $50

OP units
FMV $100

AB $50

X%
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Tax Deferral Ends with a Property Sale

OP

REIT

LP

Property
FMV $100

AB $50

3P

$100

Property
X% X%

• Property Sales
o A subsequent sale by 

the REIT of property 
contributed by the LPs 
generally triggers any 
BIG in such property, 
which is allocated back 
to the contributor under 
Code Section 704(c).
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Receipt of Additional Consideration

• If a partner does not receive, and is not deemed to receive, any 
consideration other than OP units in the exchange, then generally the 
contribution is tax-deferred.

• If the partner receives, or is deemed to receive, additional consideration in 
connection with the property transfer, the transaction could be a part-
sale/part-contribution.

• Additional consideration could be cash (or other property) or a reduction in 
the amount of liabilities allocated to the partner.  
o A reduction in liabilities allocated to a partner is treated as a cash 

distribution.
• Under the disguised sale rules, cash paid to the partner within 2 years of 

the contribution is deemed to be additional consideration, with certain 
exceptions, such as distributions of operating cash flow.

• Because a reduction in liabilities is treated as a cash distribution, it can 
cause gain recognition as a distribution in excess of basis even if it is not 
part of a disguised sale.
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Negative Tax Capital and Allocation 
of Liabilities
• When a partner contributes property subject to a liability greater than 

the tax basis of the property, the partner is said to have a “negative tax 
capital account.”  This can happen when depreciation reduces the tax 
basis of the asset, while appreciation increases the fair market value  of 
the asset.  Debt based on that greater fair market value might exceed 
the tax basis of the property.

• If the partnership assumes the liability from the partner (and the 
liability is not allocated to the partner), then the partner would 
recognize gain.

• For example, assume a property has a tax basis of $100 and is subject to 
a liability of $200.  If the property is contributed to the partnership, the 
partnership assumes the liability, and none of the liability is allocated to 
the partner, then the contributor would have received OP units PLUS 
$200 cash (recall that a reduction in liabilities is treated as cash).  
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• “Recourse” liabilities are allocated 
to the partner that has the 
economic risk of loss for the 
liability.  For example, if the 
partner has guaranteed the 
liability or has an obligation to 
make a contribution to the 
partnership to pay the liability 
(DRO).

• “Nonrecourse” liabilities are allocated under Treasury Regulations  § 1.752-
3 using a three tier process.  Liabilities are first allocated based on the 
partner’s share of minimum gain, then based on the partner’s Section 704(c) 
gain, and finally based on the partner’s share of partnership profits (or, 
alternatively, in accordance with the allocation of nonrecourse deductions).

• The amount of liabilities allocated to the partner can affect whether the 
contribution is treated as a part-sale as well as whether the partner is 
treated as receiving a distribution in excess of basis in the future.

Allocation of Recourse & Non-Recourse 
Liabilities

OP

REITLP

Encumbered
Property

X% X%
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OP

LP

OP Debt

First Dollar

Second Dollar

Bottom Dollar

Guarantees

• Bottom-Dollar Guarantees
o Prior to revisions in the 

Treasury Regulations, an LP 
could be allocated a 
portion of a liability by 
guaranteeing an OP’s debt 
to the extent not previously 
covered by other 
guarantees (very low 
likelihood of ever being 
called upon).  

o Recent Regulations provide 
that this type of guarantee 
does not cause a partner to 
have recourse liability.
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OP Debt

1/3 1/3 1/3

Guarantees (cont'd)

• Vertical Slice Guarantees
o The Regulations approve 

vertical slice guarantees.
o An LP that guarantees a 

vertical slice of an OP’s debt 
is allocated that amount of 
liability.

OP

LP
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704(c) Allocation Methods

• Another issue that can affect a contributing partner is the Section 704(c) 
allocation method.

• If a partner contributes property to a partnership with a basis lower than 
its fair market value, then the amount of depreciation that the partnership 
has to allocate will be based on that low basis rather than the fair market 
value.

• Section 704(c) is designed to resolve differences between fair market value 
and basis for contributed assets, including both gain on sale and 
differences between tax and book depreciation.  Certain Section 704(c) 
allocation methods can result in allocation of synthetic income items back 
to a property contributor to allow for the non-contributing partner to 
receive tax depreciation equal to its book depreciation.
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Tax Protection Agreements (TPAs)

• As mentioned on the preceding slides, even if a contribution is initially tax-
deferred, there are a number of ways that a partnership’s actions could cause a 
contributing partner to recognize gain, including property sales, changes in 
allocations of liabilities, and Section 704(c) depreciation allocations.

• Contributing partners often will seek to protect themselves from these items 
through a tax protection agreement entered into with the partnership at the 
time of contribution.  

• A tax protection agreement generally prohibits the partnership from selling the 
property for a set period of time.  A tax protection agreement might also require 
the partnership to maintain a certain level of liabilities or require the partnership 
to allow the contributing partner to enter into a vertical slice guarantee or DRO 
in the future.

• The remedy if the partnership violates the prohibitions in the TPA is a payment 
of some portion of the tax that is triggered due to the partnership’s action.  The 
contributing partner generally has no consent right or ability to block the 
partnership’s actions. 
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Tax Protection Agreement Terms

• Typically, the remedy applies only to the built-in gain allocated to the 
contributing partner, but TPAs can cover all gain allocated to a partner from 
a property sale.  

• The remedy could cover the tax liability in whole or could compensate the 
contributing partner for the tax liability from the time period from the 
triggering event until the sunset of the TPA.

• TPAs might use an assumed tax rate to calculate the tax liability, which 
provides clarity but does not adjust in the event of future law changes.  The 
tax rate may be fixed, or may take into account the character of the income 
and deductibility of state and local taxes (as limited).

• The remedy will not apply if the transaction does not trigger recognition of 
the contributing partner’s gain (e.g., like-kind exchanges, tax-deferred 
contributions). 
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Tax Protection Agreement Terms (cont'd)

• Any payment made under the TPA will itself be subject to tax as ordinary income.  
Thus, a TPA can cover the tax on this payment (sometimes referred to as “gross 
up on gross up”).

• TPAs often cover 5-10 years after contribution, though they can cover other 
periods.

• TPAs may require the partnership to maintain a certain amount of property level 
debt.  

o Because of the way that nonrecourse liabilities are allocated, a contributing 
partner could have sufficient liabilities allocated on day one, but that 
allocation method might change over time.  In that situation, the TPA might 
have an agreement that the partnership will allow the contributing partner to 
enter into a vertical slice guarantee in the future.

• If not already covered in the contribution agreement or partnership agreement, 
the TPA might also cover an agreement between the parties as to the intended 
tax structure and reporting of the contribution and/or the Section 704(c) 
allocation method.
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Structural Considerations

• Redemption or Exchange
o As noted earlier, in an UPREIT 

structure, OP Units are 
intended to have parity with 
REIT shares.  Holders of OP 
Units generally have the ability 
to force the OP to redeem the 
OP Units either for cash in an 
amount based on the stock 
price of the REIT shares or, at 
the OP’s option, for REIT shares.

o Ownership restrictions in REIT’s charter may restrict redemption for 
REIT shares (e.g., restricting a “Person” from owning shares (i) in excess 
of 9.8% of the REIT’s total shares, (ii) that would cause 5/50 test failure, 
(iii) that would result in REIT being owned by fewer than 100 persons, 
or (iv) that would otherwise cause REIT disqualification).

OP

REITLP

1 OP Unit

1 REIT Share
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TCJA Impacts on UPREITS – Pass-through 
Deduction

• Pass-through Deduction
o Code Section 199A allows 

a non-corporate taxpayer 
a deduction for qualified 
REIT dividends.

o This deduction can make a 
REIT more attractive 
where the OP otherwise 
would be producing 
taxable income.

OP

REITLP

Shareholder

Qualified
Dividend
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TCJA Impacts on UPREITS – Section 163(j)

• Section 163(j) limits the business interest expense deduction based on adjusted 
taxable income.  Under the CARES Act the limitation was temporarily increased 
from 30% to 50%.

• Electing real property trades or businesses can elect out of Section 163(j) 
provided that they use the alternative depreciation system to depreciate their 
assets.

• There is a safe harbor for REITs that are treated as real property trades or 
businesses.  Under the original regulations, it was not entirely clear whether the 
REIT safe harbor would apply to an OP. 

• Final regulations released in July 2020 confirm that an OP more than 50% owned 
by a REIT and that would itself satisfy the REIT gross income and asset tests can 
rely on the REIT safe harbor.

• Real property for purposes of the REIT safe harbor includes real property, shares 
in REITs holding real property, and interests in partnerships holding real property 
or shares in REITs holding real property.
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IV. Compensation Paid by Partnerships in 
Up-C and UPREIT
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• Originally enacted in 1993, Section 162(m) of the Code (“Section 162(m)”)  
generally imposes a $1 million limit on the deduction allowed to be taken 
by a “publicly held corporation” for compensation paid to “covered 
employees”

• The TJCA significantly expanded the scope and application of the Section 
162(m) limitation, including: 
o Repealed performance-based compensation and commission exceptions 

to the $1 million deduction limitation
o Expanded definition of “publicly held corporation” to any company that 

files SEC reports
o Expanded “covered employees” to include the PEO and PFO and other 

executive officers whose total compensation is required to be disclosed 
to stockholders under the Exchange Act by reason of being one of the 
three most highly compensated officers

– Once a covered employee always a covered employee

Overview of Section 162(m) of the Code
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• Several private letter rulings (“PLRs”) issued between 2006 and 2008 
addressed the application of Section 162(m) to compensation that a 
publicly held corporation’s covered employees received from a 
partnership in which the corporation had an ownership interest for 
services performed for the partnership
o Applies to both Up-C and UPREIT structures

• The facts addressed in the PLRs are as follows:
o Covered employees of the publicly-traded entity are also 

employees of the partnership and receive compensation based on 
their status as employees for both entities

o Only a small portion of the services were performed for the 
corporation

Historical Application of Section 162(m)
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• The PLRs held that the Section 162(m) deduction limitation does not 
apply to:
o A partnership, for compensation it paid to a covered employee for 

services performed as an employee of the partnership
o A corporation, for its distributive share of income or loss from a 

partnership that includes the compensation expense of the 
covered employees for services performed for the partnership

Historical Application of Section 162(m) 
(cont’d)
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• IRS issued proposed regulations under Section 162(m) of the Code on 
December 20, 2019 (the “Proposed Regulations”)

• The Proposed Regulations reverse the PLRs and provides that if the 
publicly held corporate partner is allocated a distributive share of the 
partnership’s deduction for compensation paid by the partnership, the 
allocated distributive share of the deduction is subject to Section 
162(m) even though the corporation did not pay the compensation 
directly
o The corporation’s distributive share is essentially treated as an 

amount paid to that employee by the corporation for Section 162(m) 
limitation purposes although it was paid by the partnership

• Under the Proposed Regulations, compensation made to an employee 
from the partnership must be aggregated with compensation paid by 
the corporation under Section 162(m)

Proposed Regulations under Section 162(m)
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• To the extent that the $1 million limit is exceeded, the corporation is 
the taxpayer that loses the deduction

• The partnership still reports the total tax deduction on its tax return
• Proposed to apply to compensation deductible in tax years ending on 

or after December 20, 2019
• Proposed Regulations set forth a grandfathering rule for compensation 

paid pursuant to a written binding contract in effect on December 20, 
2019, subject to certain conditions

• Going forward, companies should analyze a corporation’s “executive 
officers” as determined under SEC’s compensation disclosure 
requirements
o Includes an employee of the partnership who performs a policy-

making function for the corporation even if not otherwise an 
executive officer of the corporation

Proposed Regulations (cont'd)
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• Umbrella partnerships may issue profits interests to service partners
o These are typically referred to as “long-term incentive plan units” or 

“LTIP Units”
o May vest on similar terms as other equity awards (i.e., based upon 

future service or specified performance objectives)
• Profits interests have the following characteristics: 

o No ordinary compensation income to the holder upon grant or 
vesting

o Tax at capital gains rates upon exchange (discussed on next slide)
o Must have initial book capital account balance of zero

• Note that in order to assure that unvested LTIP Units are not included in 
income upon vesting, the holder should file a Section 83(b) election
o The same result can be achieved if the requirements of Rev. Proc. 

2001-43 are satisfied

Long-Term Incentive Plan Units
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• The capital account of the LTIP Unitholders are “booked-up” in order for
the LTIP Units to achieve parity with the OP Units
o The capital accounts of the LTIP Units are entitled to a priority 

allocation of any increase in the value of the partnership’s assets 
recognized upon a qualifying capital event

• Once the LTIP Units achieve parity with the OP units, they are 
economically indistinguishable
o LTIPS Units may then be exchanged for OP Units, which may be 

exchanged for stock of the public corporation and/or cash
• Other considerations: 

o Risk that LTIP Units may not achieve economic parity with OP Units
o The corporation will not be entitled to any related tax deductions
o The recipient will become a limited partner (not employee) in OP

Long-Term Incentive Plan Units 
(cont'd)
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Questions?

Telephone

+1 713 220 3647

+1 804 787 8035

+1 804 788 8697

Email

ECabrera@HuntonAK.com

JDavidson@HuntonAK.com

KSibley@HuntonAK.com
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Contact Us

Emily’s legal practice focuses on executive compensation and
employee benefit arrangements (including their related tax,
accounting, securities and corporate governance aspects).

The presenters wish to thank Josh Venne for his efforts on this presentation.

Jim’s practice focuses on all aspects of capital markets, mergers and
acquisitions, corporate finance, and real estate transactions, with a
particular emphasis on REITs. He represents issuers and investment
banks in connection with public and private offerings of common and
preferred equity and senior and convertible debt securities, including
initial public offerings, follow-on offerings, “at the market” offerings,
tender offers and Rule 144A and Regulation D private placements. He
has extensive experience representing some of the largest public
mortgage REITs, hospitality REITs, office REITs, multifamily REITs,
banking institutions and mortgage lenders.
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Contact Us

Kendal focuses on federal income tax issues related to REITs,
investment funds and structured finance and securitization. She
represents issuers and underwriters in REIT capital markets
transactions and acquires and targets in REIT merger and acquisitions.
She advises funds and joint ventures regarding tax efficient structures
using REITs.
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