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Interest in real estate investment trusts, or REITs, has been steadily growing recently as investors 
rediscover the tremendous value the structure offers to companies and individuals alike. 
 
Generally, a REIT is a company that owns and/or leases real property or holds debt secured by real 
property. Similar to a mutual fund, it generally does not pay tax at the corporate level on its income that 
it distributes to stockholders (REITs are required to distribute at least 90 percent of their taxable 
income) and typically enables investors to acquire ownership shares through major stock exchanges. A 
REIT may take any domestic corporate form, but must be treated as a domestic corporation for tax 
purposes. It can be public or private, but must meet certain criteria regarding the number of 
stockholders and must be managed by a board of directors or trustees. 
 
Although REITs aren’t new — the structure was established by Congress in 1960 — they are enjoying a 
surge in popularity. REITs raised a record total of $92.14 billion in equity and debt in 2017, a staggering 
20 percent increase over the previous record of $76.96 billion raised in 2013. This growth provides REITs 
extra capital to fuel their operations while investors secure an income source that offers liquidity, 
current cash flow in the form of dividends and historically strong long-term performance. 
 
While many analysts expected that the recent federal tax reform would dampen the enthusiasm around 
REITs by reducing their attractiveness relative to other investment structures, those concerns have 
proven to be unfounded. In fact, the recently adopted tax changes create new advantages for REITs and 
their stockholders, who should see a net benefit as a result of tax reform. Combined with a growing U.S. 
economy, REITs should remain an effective and popular structure for the foreseeable future. 
 
Similarly, although rising interest rates may negatively affect some elements of REIT operations, they 
will also have positive effects in other areas. REITs have historically posted stronger long-term 
performance during periods of rising rates, so while a shift in strategy may be required, rising rates do 
not spell an end to profitability. 
 
In light of these record investment levels and recent legislative changes, this article seeks to act as a REIT 
refresher for entities and investors looking to take advantage of this valuable tax-efficient investment 
structure and to briefly touch on the impact of tax reform on REITs. 
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Fundamentals 
 
At its most basic level, a REIT is a company that owns capital appreciation real estate assets, and, 
through high-yielding dividends and capital appreciation, shares the income produced with investors, 
who are able to acquire a stake in real estate holdings that might otherwise be out of reach. Most REITs 
specialize in a specific sector of the real estate market, such as commercial, residential, industrial, 
hospitality, gaming and leisure, healthcare facilities or mortgages. 
 
In order to qualify as a REIT and secure its favorable tax treatment, an entity must meet specific 
statutory and regulatory requirements. As previously noted, in order to qualify as a REIT the company 
must be managed by a board of directors or trustees and have 100 or more stockholders with no more 
than 50 percent of its equity held by five or fewer stockholders that are individuals, pension plans or 
certain other entities during the last half of the taxable year. Although some are private or public but 
nonlisted, many REITs are public companies that are listed on major stock exchanges. All REIT shares 
must be freely transferable. 
 
There are also specific tests that must be met in relation to a REIT’s assets and sources of income, as it is 
required to manage its real estate holdings primarily to operate them as an investment portfolio, rather 
than reselling properties after they have been developed. First, at least 75 percent of a REIT’s gross 
income must be derived from a combination of (i) rent, (ii) interest on debt secured by real property, (iii) 
gains from real property dispositions, (iv) income from real property foreclosure and REIT stock, (v) real 
estate tax refunds and abatements, (vi) certain consideration received for making real property-backed 
loans or purchasing real property and (vii) certain other qualified income. Second, at least 95 percent of 
the REIT’s gross income must be derived from sources included in the 75 percent test, interest income, 
dividend income and gain from the sale or disposition of stock and securities. 
 
Keeping with the structure’s real estate-focused purpose, there are also requirements related to the 
types of assets a REIT must hold, the most significant of which is that at least 75 percent of its assets 
must consist of real estate assets, cash and cash items, shares of other REITs and debt securities of 
public REITs and government securities. Real estate assets primarily consist of land and buildings, but 
also include improvements on land, structural components of buildings, inherently permanent 
structures and interests in mortgages on real property or on interests in real property. 
 
Of all the characteristics that comprise a REIT, its mandatory distributions and relatively stable sources 
of income are what makes them such an attractive corporate structure for both investors and managers 
alike. Each taxable year, a REIT must distribute to its stockholders at least 90 percent of its “real estate 
investment trust taxable income,” other than capital gain, original issue discount and cancellation of 
indebtedness income. (A REIT that satisfies the 90 percent distribution requirement must nonetheless 
pay income tax on the portion if any, of its taxable income that is not distributed.) Since many REITs 
receive regular revenue in the form of rent or interest payments on the properties or mortgages that 
they own, they can offer reduced volatility and consistent income. This prospect of steady dividends 
makes REITs a valuable element of a diversified investment portfolio in a variety of market conditions 
and is a significant driver of the increased inflows into REITs. From a company’s perspective, the ability 
to attract investors — as evidenced by the recent surge in fundraising — makes REIT qualification an 
enticing structuring option. 
 
Structure 
 
Despite sharing common tax requirements, companies can organize as a REIT using various structures, 



 

 

with traditional, UP-REIT and taxable REIT subsidiaries among the most popular of the various available 
options. 
 
As previously discussed, a corporation may register as a traditional REIT and elect to be treated as such 
for tax purposes. A public REIT, which is registered with the SEC and often listed on a national securities 
exchange, may conduct an IPO and use the proceeds from the sale of its stock to acquire real estate 
assets. Generally, these real estate assets are owned through special purpose subsidiaries of the REIT. A 
private REIT operates in a similar fashion, but is not traded on a stock exchange or registered with the 
SEC, meaning it is not subject to the same disclosure requirements and may only be open to accredited 
investors or institutional investors. 
 
Another commonly adopted structure is the umbrella partnership real estate investment trust, or UP-
REIT, wherein the owners contribute real estate assets to an operating partnership (OP) in exchange for 
limited partnership interests (OP units). The OP holds all of the REIT’s real estate assets. A corporation is 
formed (parent), which then elects to be treated as a REIT for tax purposes. The parent raises cash by 
issuing stock in an IPO or from private investors, the proceeds of which are used to invest in the OP as 
the general partner. In an IPO, the OP unit holders have the right to eventually exchange their OP units 
for shares in the parent, generally on a one-for-one basis. This structure provides the OP unit holders 
with liquidity while deferring paying income taxes on appreciated real estate contributed to the OP until 
a liquidity event. 
 
Finally, a taxable REIT subsidiary (TRS) is typically a wholly owned subsidiary of the REIT that conducts a 
business that generates income that is not on the list of permissible sources of REIT income. Beginning 
in 2018, the value of TRS securities held by the REIT cannot exceed 20 percent of the value of the REIT. A 
TRS is taxed as a regular C corporation as discussed further below. 
 
Tax Reform Enhances Tax Advantages of REIT Structure 
 
Despite the record levels of interest and investment in REITs in recent years, there were concerns 
regarding the possible effect of tax reform on the attractiveness of REITs. Given that REITs are popular 
for offering steady dividend income and favorable tax treatment, analysts suggested investors could 
turn elsewhere if lower corporate tax rates dampened the products’ appeal relative to other options. In 
addition, as interest rates are expected to continue to gradually rise as the U.S. economy continues to 
gather momentum, some predicted increased volatility for the real estate sector, where interest-bearing 
loans and mortgages play such a significant role. 
 
Despite these concerns, REITs and their investors should see a net gain overall from tax reform due to 
the newly created tax advantages and an already favorable tax structure. Specifically, tax reform did not 
alter the tax advantages that make REITs an attractive structure and added several new benefits to both 
REITS and their stockholders. REIT stockholders’ dividend income will now be taxed to domestic 
noncorporate stockholders at lower pass-through rates, with a maximum rate of 29.6 percent (plus a 3.8 
percent Medicare surtax) rather than the previous top income tax rate of 39.6 percent (plus a 3.8 
percent surtax), essentially making one of the most popular REIT features even more attractive. Further, 
the withholding rate for non-U.S. stockholders on capital gain dividends was reduced to 21 percent from 
35 percent, which could generate additional overseas equity for U.S.-based REITs. 
 
In addition, changes to areas such as limitations on business interest deductions and the elimination of 
Section 1031 like-kind exchanges for non-real estate exchanges should not negatively affect REITs, while 
REITs and their taxable subsidiaries that do not distribute 100 percent of taxable income to stockholders 



 

 

will enjoy a lower 21 percent corporate tax rate on undistributed income. Ultimately, the tax reforms 
were designed to produce an economic environment of low taxes and investment, which should create 
opportunities for the real estate industry overall and benefit REITs as national GDP increases. 
 
Conclusion 
 
REITs are currently experiencing a surge in popularity and should continue to do so, despite some 
concerns over the effects of interest rate increases and federal tax reform. Steady dividend income, 
share liquidity and favorable tax treatment are attractive investment features in any market conditions, 
as companies and investors alike have shown recently by pouring unprecedented levels of capital into 
the products. 
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