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As prevalent as Real Estate Investment Trusts (RE-
ITs) are these days in the real estate sector, one might
think they are extremely simple to set up and operate.
However, they can be quite complex. The purpose of

this article is to provide an overview for the relative
newcomer to the REIT world when entering the realm
of REITs. This article focuses on the practical forma-
tion and implementation considerations in venturing
into the REIT world. Topics covered include the ba-
sics of what it means to be a REIT, the pros and cons
of REITs, issues to consider when a REIT is a joint
venture partner, what a ‘‘Baby REIT’’ and a ‘‘domes-
tically controlled’’ REIT are, and additional REIT
structuring for special asset classes such as senior liv-
ing facilities and hotels.

OVERVIEW OF REIT REQUIREMENTS
The major attraction of a REIT is that it is essen-

tially treated as a modified passthrough entity for tax
purposes. This treatment is discussed more fully un-
der ‘‘Why a REIT?’’ below. However, in order to
qualify as a REIT, an entity must satisfy certain re-
quirements to ensure that it engages strictly in passive
real estate related activities. Accordingly, the tax code
imposes certain income, asset, distribution, and own-
ership requirements to monitor a REIT’s passive na-
ture, with the potential costs of failing to meet those
tests being the imposition of an additional level of
corporate tax at the entity level and/or a potential
100% penalty tax on any ‘‘dealer’’ income from prop-
erty sold without the proper requisite intent to hold as
a long-term investment. Once a REIT fails to qualify
in any particular tax year, it is precluded from reelect-
ing REIT status for the following four taxable years.
The full details of the REIT requirements are the sub-
ject of lengthy quarterly and annual REIT diligence
questionnaires and are beyond the scope of this ar-
ticle, but the following list highlights some of the re-
quirements that must be satisfied at the outset.

Ownership and Organizational
Requirements

100 Shareholder Requirement

A REIT must have a minimum of 100 direct share-
holders by January 30 of its second year of operation.
In the private REIT context, this requirement is typi-
cally satisfied by using a REIT preferred investor ser-
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vice provider to identify 110-125 qualified investors,
and to offer them preferred equity with a principal
amount of $1,000 per share and a dividend rate in the
neighborhood of 12%. REITs formed for year end
closings must still satisfy this ‘‘second year’’ require-
ment before the 30th day of the following January.
Because the offering process takes some amount of
time to complete, it is important that the service pro-
vider be contacted and commence the process well in
advance of the year end closing.

REITs Cannot Be ‘‘Closely Held’’

The I.R.C. does not allow five or fewer individuals
to own more than 50% of the equity of a REIT during
the last half of any taxable year.1 This requirement
can present a point of potential vulnerability for a
REIT, because it applies by looking through any enti-
ties to the ultimate individual owners or beneficiaries.
The requirement also treats certain family members
and related parties as a single owner. Accordingly, al-
though this requirement is often not a substantive is-
sue for institutional investors, it is commonplace for
REIT organizational documents to require strict own-
ership representations and to restrict direct ownership
by any owner to 9.8% or 9.9% of the REIT. Waivers
can be obtained if the investor proves to the REIT that
indirect ownership of the investor is ultimately widely
held. On the other hand, this ownership restriction can
create particular concerns for family offices that want
to acquire interests in a private REIT because, under
the applicable constructive ownership rules, one fam-
ily member is often deemed to own the interests held
by other family members. To monitor the ownership
of the REIT, the accountants responsible for the REIT
testing will send out annually required ‘‘shareholder
demand letters’’ to confirm that the REIT is not
closely held.

Centralized Management

A REIT must be ‘‘managed by one or more trustees
or directors.’’ This requirement is easily satisfied
when the REIT is formed under local law as a trust or
corporation. A REIT formed under local law as a lim-
ited liability company (LLC) or partnership generally
addresses this requirement by creating a board of
managers that, in the same capacity as a director, ex-
ercises major decisions and oversees the administra-
tive operator of the day-to-day work. A private REIT
is often owned by its investors through an upper tier
entity taxed as a partnership (the operating partner
and the investor partners). The members of the board

will then comprise representatives of both groups of
partners and the board decisions will resemble what
one would typically expect from a board of directors
of a corporation. The operating agreements of the re-
spective entities are drafted to require that ultimate
authority over REIT decisions resides at the REIT
board level and not at the partnership level, to ensure
that the REIT is in fact treated as managed and con-
trolled by its own board. The required 100-plus pre-
ferred investors would not, and need not, have a vote.

Transferable REIT Shares

REIT shares must be transferable, although the IRS
allows transfer restrictions designed to protect the sta-
tus of the entity as a REIT. Although certain transfer
restrictions are common in a private joint venture, it
is important that such restrictions be contained in the
joint venture partnership agreement only (that is either
above or below the REIT level) and not in the private
REIT documents.

Taxable as a C Corporation Absent REIT
Election

A REIT can be a trust, a state law corporation, an
LLC, or a partnership (or other type of eligible state
law entity), so long as it is taxable as a C corporation.
Moreover, making a REIT election (which is simply
the annual filing of the tax return Form 1120-REIT)
serves as an automatic ‘‘check-the-box’’ election for
an LLC (or another eligible entity) to be taxable as a
corporation from the beginning of its taxable year. As
a practical matter, most public REITs follow the tradi-
tional trust form of organization (often formed in
Maryland), whereas most private REITs are organized
as LLCs and file a protective Form 8832 within 75
days of the intended REIT effective date so as to be
taxable as a corporation. Private REITs may alterna-
tively hold off on the Form 8832 election, and decide
in their second year of operations whether to retroac-
tively elect REIT status for their first year based on
ongoing operations. A REIT that plans to rely on this
look-back election should be structured carefully so
that it satisfies all the applicable REIT requirements as
of the beginning of the prior tax year.

Income and Asset Restrictions
When a REIT is formed, it will want to hire a REIT

experienced accounting firm right away to perform
the quarterly and annual asset and income testing.
These firms generally have detailed REIT checklists
that will require some explanation if a sponsor is not
already familiar with them. In addition to legal re-
view, it is best to have the REIT accountants review
any existing property level leases to confirm that the
leases produce qualified income. Hot topics with re-
spect to income qualification are parking income, ten-
ant services, and sublease income.

1 §856(a)(6), §856(h)(1)(A) (as determined by the stock owner-
ship requirements of §542(a)(2)). All section references herein are
to the Internal Revenue Code of 1986, as amended (the Code), or
the Treasury regulations promulgated thereunder, unless otherwise
indicated.
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Asset Testing

REITs must ensure that, at the end of each calendar
quarter, at least 75% of the value of the REIT’s total
gross assets resides in real estate assets, cash and cash
items (including receivables), and government securi-
ties. For this purpose, interests in mortgages and
qualified mezzanine loans on real estate qualify, sub-
ject to special requirements to ensure they are prop-
erly treated as real estate assets. REITs also have strict
restrictions on their ownership of securities, so any
subsidiary that is not a 100% owned qualified REIT
subsidiary or a taxable REIT subsidiary (TRS) should
be carefully reviewed for compliance with the securi-
ties ownership restrictions. REITs are also limited as
to the amount of their assets that may consist of TRS
interests and certain debt instruments.

Income Testing

REITs must annually pass a 75% and a 95% gross
income test. In general, 75% of the REIT’s gross in-
come must be from qualified real estate sources (such
as qualifying rents and real estate capital gains)2 and
95% must be from the same real estate income
sources as the 75% test requires or certain other pas-
sive income items, such as dividends or interest.3

Complications often arise in the context of confirming
(i) that a private REIT has income during the real es-
tate development phase,4 (ii) that otherwise qualified
rent income is not tainted by more than 1% of so
called ‘‘impermissible tenant service income’’ (com-
monly referred to as ‘‘ITSI’’); (iii) that the REIT is
not related to a tenant, creating disqualified ‘‘related
party rent’’ income;5 (iv) that rents are not treated as
based on the net income or profit of a tenant, particu-
larly when a tenant pays ‘‘percentage rent;’’ and (v)
that any parking revenue is treated as good rent in-
come either by leasing the parking garage to an op-
erator or, more commonly, by satisfying IRS guidance
analyzing whether the parking revenue is deemed rent
because the parking is ‘‘appropriate in size for the ex-

pected number of tenants and their guests, customers,
and subtenants.’’6

Distribution Requirement
REITs must distribute 90% of their taxable income

to maintain REIT status7 and, as a practical matter,
REITs generally distribute 100% of their taxable in-
come to avoid incurring a corporate level tax on any
of their income.8 In the private REIT setting, it is
common for a REIT to allow for a so called ‘‘consent
dividend’’ in which the REIT is deemed to distribute
the full dividend for purposes of pushing out the tax-
able income (i.e., creating ‘‘phantom income’’ at the
shareholder level), and the shareholder is deemed to
recontribute the proceeds back into the REIT. REITs
with taxable investors may resist this phantom in-
come. Because of the practical impossibility of get-
ting shareholder consent, the consent dividend ap-
proach is generally not possible with a public REIT.9

100% Penalty Tax and TRS(s)
Income from noncustomary services performed by

a REIT is generally nonqualified REIT income and if
it exceeds 1% of the income on a property, it may
cause all of that property’s income to be nonqualified.
To avoid the risk of this taint, noncustomary services
are often performed by a TRS under special arrange-
ments that must meet certain IRS guidelines. If the
IRS asserts that these guidelines have not been met,
the REIT may be subject to a 100% penalty tax on
certain redetermined amounts. Accordingly, care must
be taken in structuring any TRS arrangement.

WHY A REIT?
A REIT is a modified passthrough entity that gen-

erally avoids corporate level taxes by utilizing a divi-
dends paid deduction, and thus a REIT can be compa-
rable to a partnership in the sense of creating one
level of tax at the investor level. Unlike partnership
income (the character of which flows through to the
owners’ tax returns), REIT distributions are treated as
dividends, which is particularly favorable for many
classes of investors.

For individual investors, although a REIT dividend
does not receive the capital gain rate preference of
regular C corporation dividends, it does receive a 20%

2 §856(c)(3).
3 §856(c)(2).
4 This can often be satisfied by investing in another dividend

paying REIT or by earning qualified temporary income invested
in a certificate of deposit, but for REITs formed near the end of
the calendar year, this can create logistical challenges. Although
some practitioners are comfortable that a REIT with zero income
does not fail to satisfy the 75% and 95% gross income tests, most
prefer that a REIT have qualifying income in each year.

5 Low related party thresholds and broad related party attribu-
tion rules can create related party rent in a surprising number of
contexts. Ameliorating this concern has been the subject of vari-
ous legislative proposals.

6 Rev. Rul. 2004-24.
7 §857(a)(1).
8 See §857(b)(1).
9 However, public REITs have the potential to conserve cash by

following a ‘‘cash or stock’’ mechanism that results in paying a
mix of cash and stock dividends.
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deduction through 2025 as a result of §199A, thus
making the highest effective marginal rate on REIT
dividends 29.6% instead of 37% under current law.
Further, if a REIT incurs long-term capital gains, the
REIT can pass through the favorable capital gain on
those gains by declaring the dividend funded by such
gains as a ‘‘capital gain dividend.’’ Another advantage
is from a compliance perspective. Dividends are sim-
pler for individual investors to report on their tax re-
turns, as compared to partnership Schedule K-1s. In
addition, a REIT does the various state tax filings and
investors need only file state tax returns where they
live (subject to certain ‘‘combined reporting’’ and
‘‘captive REIT’’ issues that are beyond the scope of
this article and are more relevant for institutional
owners of REIT stock). Beyond local tax compliance
savings for the investors, there can also be a net sav-
ings of state taxes if the real property is in a high tax
locality and the investors are in a low tax locality (or
are tax-exempt or non-U.S. investors) because, sub-
ject to the exceptions noted above, a REIT often does
not incur state or local income taxes after the divi-
dends paid deduction.

For tax-exempt investors, such as pension funds or
not-for-profits, REITs greatly simplify and reduce un-
related business taxable income (UBTI) complications
and costs. The main UBTI benefit is that a REIT can
have project level debt financing without creating
UBTI that could otherwise apply to a tax-exempt in-
vestors when investing in property with acquisition
debt. Thus, as long as a tax-exempt investor does not
incur debt to make its investment in a REIT, the RE-
IT’s dividends are not UBTI to the tax-exempt inves-
tor. Although certain tax-exempt organizations can
achieve a similar benefit by investing in a real estate
joint venture complying with the complex and poorly
understood ‘‘fractions rule’’ debt financing exception,
the REIT solution extends to a broader class of inves-
tors than this exception and is much cleaner and more
certain. UBTI can also come from nonpassive income,
such as ‘‘dealer’’ income, which is income REITs
must avoid as well. However, there is a negative trade
off on the dealer income side with a REIT because a
REIT is subject to a 100% penalty tax rate on dealer
income, whereas a tax-exempt investor without a
REIT would be subject to regular tax rates on such
‘‘bad’’ income. If a REIT has significant ownership by
pension funds, then it would be treated as a ‘‘pension-
held REIT’’ and would pass certain items of UBTI to
pension fund investors with a 10% or greater interest,
thus limiting their benefit from the REIT structure.

For non-U.S. investors, a REIT can block U.S. ef-
fectively connected income (ECI), subject to the com-
plicated Foreign Investment in Real Property Tax Act

(FIRPTA).10 Much like a REIT converts ‘‘bad’’ real
estate operating income into a dividend for a tax-
exempt investor, it does the same thing for a non-U.S.
investor by converting ECI to a passive dividend.
Also similar to REIT dividends paid to U.S. individu-
als, REIT dividends paid to non-U.S. taxpayers are
not always entitled to the full benefits of a traditional
C corporation dividend. Both REIT and C corporation
dividends have a default withholding tax rate for non-
U.S. investors of 30%. Most countries with tax trea-
ties with the United States offer greatly reduced divi-
dend withholding rates for C corporation dividends,
and most (but not all) carve out REIT dividends from
favorable rates.11 Even with this carve out, REITs can
still be greatly advantageous for non-U.S. investors,
particularly for certain investor classes such as (i) in-
vestors from certain countries that do not carve out
REIT dividends from the lowest treaty rate on divi-
dend withholding, (ii) sovereign wealth funds under
§892 which own less than 50% of a REIT because
these investors avoid tax on REIT ordinary dividends,
and (iii) investors who are exempt from U.S. tax on
REIT capital gain dividends, such as so called ‘‘quali-
fied foreign pension funds.’’12 Further, as discussed
later, a sale of stock in a domestically controlled REIT
can also avoid the FIRPTA tax on REIT capital gains
dividends.

WHY NOT A REIT?
REITs create additional compliance costs and re-

quire careful attention at the legal and accounting lev-
els and at the property manager and leasing levels. As
a practical matter, unless otherwise needed to act as a
blocker and absent significant property value, a pri-
vate REIT may not be worth the additional expense
and effort, particularly if the plan is principally to take
advantage of the domestically controlled REIT excep-
tion (discussed later in this article) that requires a sale
of REIT stock as an exit. For a private REIT, the pre-
ferred shareholder requirement alone requires a for-
mal securities offering, including a private placement
memorandum, set up and annual fees to the preferred
shareholder provider, plus the 12% dividend rate on
the typical $125,000 preferred investment. Once the
initial legal costs of setting up the REIT and REIT
qualification diligence have been incurred, there are
the annual costs of accountants doing the quarterly
and annual REIT testing and shareholder demand let-
ters, plus the legal and accounting review of leases

10 See §897, §1445, §6039C.
11 A chart of treaty rates is regularly updated by the National

Association of REITs on their website. See the 2020 updated
chart.

12 §897(l).
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and other income sources for REIT qualification. On
the other hand, REIT testing and compliance has be-
come more routine over the years, and the annual
costs have decreased greatly.

A significant operational hurdle in using a REIT for
development property is the dealer income restrictions
(sales of dealer property are called ‘‘prohibited trans-
actions’’ in REIT parlance, and are subject to severe
100% penalty tax). Because the tax is equal to 100%
of the gain on sale of a dealer property, REITs are
very hesitant to go outside of the statutory safe har-
bors. The most prominent safe harbor requirement is
that the REIT hold the property being sold for at least
two years (which, for development property, does not
start until the property is ‘‘placed in service’’ and de-
preciable for tax purposes). There are other require-
ments and exceptions that are beyond the scope of this
article but are a reminder of the business limitations a
REIT can cause if it otherwise halts a profitable sale
of the property.13 Accordingly, whether to have a
REIT at all in these circumstances may be the focus
of serious negotiations among investors with different
objectives.

Miscellaneous additional considerations must also
be taken into account in deciding whether to deploy a
REIT. For example, a real estate professional gener-
ally does not incur the 3.8%, §1411 tax for active real
estate income, but this exception does not apply to
REIT dividends. Further, it is common for real estate
owners to borrow against appreciated real estate to
fund new investments, but because REITs do not pro-
vide a flow through of debt basis to the REIT owners,
debt-financed distributions may be taxable distribu-
tions after the initial capital is returned (a particular
issue for the operating partner who may not have
much tax basis in its investment). REITs also do not
pass losses through to the owners. Another often un-
foreseen limitation is the impact of the unwind. RE-
ITs cannot distribute property tax free like a partner-
ship can, so investors dissolving an investment tax
free is more difficult. One owner can theoretically sell
its shares of REIT stock to the other owner, such as
through a buy-sell provision. However, if the buyer’s
ownership is closely held, the buy-sell may not be a
viable exit since it may cause the REIT to fail to sat-
isfy the closely held requirement immediately after
the purchase.14 Even if a buyer does not cause a REIT
to be closely held, the buyer does not receive a depre-

ciable tax basis increase in the underlying assets until
the REIT is liquidated and if the buyer is the other
preexisting owner, such liquidation will cause the
buyer to accelerate taxable gain on its own share of
asset appreciation.

State and local tax considerations apply as well, as
some states do not allow REITs the benefit of the divi-
dends paid deduction, and thus subject REITs to regu-
lar corporate income taxes.

REIT AS AN OWNER IN A JOINT
VENTURE

Special considerations are present when only one of
the members in a joint venture needs a REIT. One of
the first questions is whether the REIT should be
formed above or below the joint venture. If below the
joint venture, then the party who does not need a
REIT is subject to the limitations of a REIT, such as
the limitations on the ability to do a debt-financed dis-
tribution noted earlier. However, if putting the REIT
below the joint venture enables the REIT to be do-
mestically controlled, it can bring significant benefits
to a non-U.S. investor, as discussed later. Assuming
the REIT is above the joint venture, the REIT rules
require the REIT to apply REIT restrictions to its pro
rata ownership in the joint venture based on capital
percentages. This means that the joint venture cannot
simply allocate ‘‘bad’’ income away from the REIT
and the entire joint venture will, as a practical matter,
need to comply with the REIT rules. Thus, a REIT
partner will generally insist on the partnership’s main-
tenance of REIT qualification, typically tested as if
the partnership were itself a REIT. The level of detail
put in partnership agreements to mandate compliance
varies greatly, with current practice favoring very de-
tailed REIT compliance requirements, including spe-
cial REIT information sharing and cooperation provi-
sions. Further, if the REIT partner is a blocker for a
non-U.S. investor, the investor may request that the
joint venture manager also handle tax filings and com-
pliance for the REIT blocker.

A practical consideration in the joint venture con-
text is that the local operating partner may not have
REIT experience and therefore may not have the skill-
set to take on responsibility for REIT compliance.
However, the REIT partner may not have the requisite
knowledge of the joint venture’s operations to do
REIT compliance itself. In cases like this, the joint
venture agreement may designate a ‘‘REIT consul-
tant,’’ such as a REIT sophisticated accounting or law
firm, to be available to approve any REIT related

13 It is not unheard of for a REIT to just miss one of the safe
harbor requirements, but in most contexts the REIT will want to
document through a tax memorandum why the failure was due to
unforeseen facts, such as an unsolicited offer to buy a property
slightly before the two-year safe harbor holding period is satisfied.

14 If a REIT is closely held for the second half of the taxable
year, it will terminate the REIT status for the entire year. Unfor-

tunately, a sale before June 30 followed by an immediate REIT
liquidation does not solve this problem because the ‘‘second half’’
of the year is prorated for a short year.
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questions or transactions on behalf of the operating
partner, which approval will absolve the operating
partner of compliance liability. The agreement can
also specifically state that if the REIT adheres to cer-
tain model lease forms, there is no need to seek ap-
proval of the REIT consultant. These agreements
should be carefully drafted with practical protocols in
place to provide needed protection to both parties.

SPECIALIZED STRUCTURES – WHAT
IS A DOMESTICALLY CONTROLLED
REIT?

A domestically controlled REIT, sometimes called
a DREIT, is simply a REIT that is more than 50%
owned by U.S. taxpayers. The key advantage of a
DREIT is that a non-U.S. person can exit a real estate
investment without the FIRPTA tax if they sell
DREIT stock. Congress clarified the rules on how to
measure domestic ownership, such that in general the
concept is to look through passthrough and private
REIT owners to see if there is U.S. tax being paid by
more than 50% of the capital owners of the DREIT.
To receive the FIRPTA exemption, the DREIT must
have been domestically controlled at least five years
prior to the sale. A non-U.S. taxpayer using the
DREIT strategy for an exit will want to include own-
ership restrictions to ensure that domestic ownership
is maintained. A typical DREIT is structured so that
the investors own interests in a tax partnership that in
turn owns 100% of the common shares of the DREIT
and the domestic control transfer restrictions will be
in the partnership agreement. Further, because the IRS
position is that the FIRPTA benefit is limited to gains
from a sale of stock in a DREIT, the partnership
agreement would generally also have provisions with
a minimum standard, such as commercially reason-
able efforts, to exit by selling REIT stock.

The need to exit a DREIT by selling REIT stock
adds some complexities. First, it requires that a stock
buyer be an eligible REIT investor and not cause the
REIT to be closely held. This is commonly an issue
with a private noninstitutional buyer. Second, because
the buyer will inherit pre-sale REIT tax compliance
risks, there is a significant REIT diligence process,
strong seller representations in the purchase agree-
ment, and typically a ‘‘will’’ level tax opinion by the
seller counsel that the REIT was and is in full compli-
ance with the REIT rules. The buyer may also require
representation and warranty insurance. This thorough
process can result in the discovery of foot faults in
REIT qualification that can potentially derail a stock

sale transaction or require accessing certain REIT
qualification repair efforts, sometimes including ob-
taining an IRS private letter ruling or incurring costly
tax insurance.

SPECIALIZED STRUCTURES – WHAT
IS A BABY REIT?

The term ‘‘Baby REIT’’ means a REIT that only
owns a single property, or a small group of properties,
and that is owned underneath an overall parent REIT
that owns multiple properties (and may itself be a
DREIT). A Baby REIT is typically set up to allow the
exit of a property through a sale of REIT stock, pri-
marily taking advantage of the DREIT concept dis-
cussed above. A Baby REIT stock sale sometimes also
occurs when the underlying property has not been
held for the full two-year prohibited transaction safe
harbor holding period. Institutional buyers have be-
come fairly adept at buying such REIT stock, but will
insist on the full REIT diligence discussed above.

REITs FOR SENIOR LIVING AND
HOSPITALITY

REITs are common vehicles for holding hotels and
‘‘health care’’ senior living facilities, but special struc-
turing is required. These asset classes otherwise have
too much of a service component to create qualifying
rent on their own and require creating a master lease
between a REIT and a TRS using a statutorily pre-
scribed structure. This structure provides an exception
to the normal related party rent prohibition. This spe-
cial structure also requires the TRS to hire an unre-
lated third party that satisfies statutory eligible inde-
pendent contractor rules to operate the property. A
REIT could also lease hotels and senior living facili-
ties directly to a third-party operator, but the terms of
the lease would dictate the economics (as opposed to
a services contract entered into between a TRS and
the eligible independent contractor).

CONCLUSION
REITs are everywhere in today’s real estate world,

and a basic understanding of the structures and steps
involved to set up and maintain a REIT is critical.
REIT restrictions apply not just to the entity itself but
to everyone who deals with the REIT, such as a joint
venture partner or a potential buyer of a property who
may need to buy REIT stock. REITs are an art form
in drafting and operations and, although there is no
substitute for experience, we hope this article has pro-
vided a helpful introduction to the REIT experience.
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