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The Three Most Common Expressions in Aviation:

▪ Where are we?
▪ What the heck was that?

▪ Oh crap!
As in aviation, the questions “Where are we?” and “What the heck was
that?” are also posed from time to time by real estate owners and
investors. For the most part, we never really know where we are in the
real estate cycle. By the time we do, it usually is an “Oh crap!” moment.
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REITs in the United
States: 58 Years of
Experience and
Lessons Learned
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REITs First Authorized in the U.S. in 1960

▪ The Cigar Excise Tax Extension Act, signed into law by President
Eisenhower, contained the initial Federal tax legislation authorizing REITs

▪ Provide all citizens with access to real estate investment to help build
financial security, manage wealth and save for retirement

▪ Modeled after investment companies (mutual funds) as provided by the
Investment Company Act of 1940 some 20 years earlier

▪ Provide a means for investing in real estate in the same manner investors
typically invest in other industries through listed corporate equities

▪ Provide disciplined, market-based financing of real estate through liquid,
transparent public markets

▪ Increase equity and reduce debt in the financing of real estate to make the
real estate industry, as well as the entire economy, less volatile
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What is a REIT?

▪ A Real Estate Investment Trust, or REIT, is an entity that owns, and in
most cases, operates income-producing real estate

▪ A REIT is defined by two required features:
▪ Its primary business of owning income-producing real property; and
▪ its distribution of most of its profits as dividends (or all of its profits if it wants to
avoid paying any federal income tax)

▪ Provided certain additional required conditions are satisfied, as outlined
and clarified in the REIT Rules of the United States Code (U.S.C.), a REIT
pays no federal income tax.

6

Growth of Listed U.S. Equity Markets
Equity market capitalization: December 1990 – December 2017
Growth of Stock-Exchange Listed Companies in the United States
Benchmarked at December 31, 1990 = 100.00
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Most U.S. REITs Internally Managed
By equity market capitalization

In the Tax
Reform Act of
1986, the REIT
Rules were
changed to
permit REITs
to be either
internally or
externally
managed.

Internal
Management
93%

Source: Nareit®; S&P Global Market Intelligence. Data as of January 2018.

External
Management
7%
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The REIT Business Model in the U.S.
Built on transparency, monitoring, governance and distribution

▪ Transparency
▪
▪
▪
▪

Registration with the U.S. Securities and Exchange Commission (SEC)
Published audited financial statements
Required used of generally accepted accounting principles (GAAP)
Public market liquidity and pricing

▪ Monitoring

▪ By investors, analysts and capital providers
▪ Leads to a lower cost of capital
▪ Liquidity, transparency and monitoring lead to higher risk-adjusted returns (i.e., no risk premiums for
illiquidity or opacity)

▪ Corporate Governance
▪
▪
▪
▪

Board of directors
Management ownership generally aligned with economic interests of shareholders
On average, REIT management today owns about 7 percent of outstanding shares
Incentive compensation usually in restricted stock rather than stock options

▪ Dividend Distribution

▪ Annual distribution of at least 90 percent of taxable income; most often 100 percent
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Dividend Distribution in the U.S.
Benefits of distribution requirement

▪ A REIT can’t keep the money!
▪ Therefore, REITs must return to capital markets regularly to finance growth:
▪
▪
▪

Incentivizes companies to use their capital in a disciplined manner
Encourages companies to acquire properties when prices are relatively low, and
Discourages companies from over-paying at market peaks

▪ REITs pay relatively high and reliable dividends to investors based on monthly
rental income from tenants

▪ High income returns change the character of total investment returns and make
REIT equities a source of portfolio diversification

▪ Listed REITs paid $54 billion of dividends in 2017

▪ Listed REITs paid over $500 billion of dividends over the 20 years ended 2017
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REITs are Widely Held
Nareit estimates that more than 80 million Americans or 40 percent of American
households own REITs.
U.S. REIT Share Ownership by Investment Channel
(2017: Q2)
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Source: Citi Research, SNL, Bloomberg, FactSet, Lipper
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Timeline of REIT Listings by Property Type
“Land and the permanent structures on the land”

Source: Nareit®.
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Market Cap by Property Sector – 2005
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Market Cap by Property Sector – 2018
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REITs Provide Geographic Diversification
Over 290,000 U.S. structures with a gross asset value over $1.45 trillion

Retail and Restaurants (22,500)

Multifamily (3,700)

Industrial (5,400)

Office (3,100)

Health Care (7,000)

Self-storage (5,200)

Single-Family Rental (135,000)

Hotels (2,000)

Data Centers (260)

Cell Towers (96,000)

Timberland (17M acres)

15

Geographic Concentration of REIT Portfolios
Percent
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Average Number of Properties Owned by REITs
By property sector (2016)
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Source: S&P Global Market Intelligence; Nareit®. Averages are market cap weighted.
Note: Residential property sector excludes single-family rental homes.
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REIT Holdings in Primary Property Type
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Fundamentals of
U.S. REIT Taxation
The REIT Rules
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REIT Requirements: Organization
▪

Business Organization Requirements

▪ Business Form. A REIT must be a domestic corporation or a business trust or association taxable as a
domestic corporation, and must be managed by one or more directors or trustees.

▪ Transferable Shares. Ownership of a REIT must be evidenced by transferable shares. However, a
REIT may impose reasonable transfer restrictions designed to preserve REIT status.

▪ REIT Election. A REIT must make an election under the tax code to be treated as a REIT by calculating
its income as a REIT and reporting its income on Internal Revenue Service (IRS) Form 1120-REIT.

▪ Calendar Year Accounting Period. A REIT’s taxable year must be the calendar year.

▪

Shareholder Requirements

▪ 100 Shareholders. Except for its first REIT taxable year, a REIT’s shares must be held by at least 100
beneficial owners for at least 335 days of each taxable year of 12 months, or the proportionate part of a
taxable year of less than 12 months. For this purpose, each corporation, trust, partnership or other
organization holding REIT stock is treated as a single shareholder (i.e., there is no look-through to the
individual owners of such entities).

▪ 5/50 Test. Except for its first taxable year, an entity will fail to qualify as a REIT if at any time during the
last half of a taxable year more than 50% of the value of its stock is owned directly or indirectly by five or
fewer individuals (i.e., there is look-through to the individual owners or beneficiaries).
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Most U.S. REITs Organized as Corporations
By equity market capitalization

Business Trusts
24%

Corporations
76%

Source: Nareit®. Data as of January 2018.
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REIT Requirements: Asset Tests
▪

75% Asset Test. At the close of each calendar quarter, at least 75% of the gross fair market
value of a REIT’s assets must consist of real estate assets, cash and cash items (including
receivables acquired in the ordinary course of business), government securities and
temporary investments in stock or debt instruments attributable to new capital.

▪

Real estate assets include real property, loans that are fully secured by mortgages on real
property (including, in certain cases, loans secured by pledges of interests in partnerships
or LLCs that own real property), and stock of other U.S. REITs.

▪

Cash items (other than ordinary course receivables) generally should be limited to dollar
denominated demand deposits in U.S. financial institutions that are member banks of the
Federal Reserve System, or shares of money market mutual funds which are subject to
regulation under the Investment Company Act of 1940, 15 U.S.C. 80a-1 et seq., and
comply with the requirements of Rule 2a-7 thereof.
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REIT Requirements: Asset Tests
▪

20% Taxable REIT Subsidiary (TRS) Test. At the close of each quarter, securities of all
TRSs may not constitute more than 20% of a REIT’s gross assets by value.

▪

TRS Defined. A TRS is any taxable corporation in which the REIT owns stock (of any
amount) that makes a timely election to be treated as a TRS, provided that it does not
manage, operate or franchise a lodging or health care facility.

▪

Flexibility. A TRS may hold assets and conduct activities that would disqualify a REIT if
held or conducted directly by the REIT. Therefore, a TRS allows a REIT to remain
competitive in the evolving business of property ownership and leasing by providing
services to its tenants that are not considered to be customary services if provided by the
REIT itself.
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REIT Requirements: Income Tests
▪

75% Income Test. At least 75% of a REIT’s annual gross income (excluding income from
prohibited transactions, discussed below) must be derived from: (1) rents from real property
(including charges for customary services, provided certain requirements are met); (2)
interest on loans secured by mortgages on real property; (3) gains from the disposition of real
property, mortgages or stock of other U.S. REITs; (4) dividends from other U.S. REITs; and
(5) certain other real estate-related items.

▪

95% Income Test. At least 95% of a REIT’s annual gross income (excluding income from
prohibited transactions, discussed below) must be derived from: (1) items that satisfy the
75% income test; and (2) other dividends, interest, and gains from sales of stock and
securities.
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REIT Requirements: Dealer Property

▪ Prohibited transaction tax (100% of gain)
▪ Condominiums, time shares, build to suit to sell, land development

▪ 4 year hold
▪ Up to 7 sales per year

▪ Sale of properties within 4 years: facts and circumstances
▪ Safe harbor provisions
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REIT Requirements: Distribution

▪ Distribution of Profits.

▪ To maintain REIT status, a REIT generally is required each taxable year
to distribute to shareholders at least 90 percent of its taxable income
(other than net capital gains and excluding certain non-cash income).

▪ Thus, a REIT is not permitted to retain and accumulate a significant
amount of after-tax, uninvested profits.

▪ If a REIT does not distribute all of its taxable income or all of its net
capital gains, it will be subject to federal tax at regular corporate rates on
the undistributed amounts.

▪ REITs generally distribute 100 percent of their income and capital gains
by paying an ordinary or capital gain dividend. (The recent lowering of
the U.S. corporate tax rate from 35 percent to 21 percent may result in an
increase in the amount retained by REITs.)
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Taxation of the REIT

▪ Dividends Paid Deduction. A REIT calculates its taxable income in a

manner similar to a regular corporation. However, in return for being
required to distribute its earnings as dividends, a REIT is entitled to a
deduction for dividends paid and for certain “consent dividends” deemed to
be paid.

▪ Dividends are taxed, and the tax is paid by the REIT’s shareholders.
▪ A REIT is not a pure pass-through entity like a partnership, but rather

avoids entity level tax only to the extent that it distributes its income as
dividends or is deemed to have paid as “consent dividends.”

▪ Net Loss. If a REIT has a net loss from operations (before distributions to
shareholders), the loss may not be passed through to shareholders but
may be carried forward to reduce taxable income in future years.
However, the effective use of loss carry forwards may be limited if the
REIT pays dividends currently. Losses may not be carried back to prior
taxable years.
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UPREITs:
Umbrella
Partnership
REITs
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Basic OP Unit Transaction Structure
An UPREIT is a REIT that holds all of its assets through a subsidiary called
the Operating Partnership. Assets contributed to the partnership by the
REIT and other parties are exchanged for Operating Partnership Units
(OPUs):
Public
Shareholders

REIT
Contributors

OPUs
OPUs

Real estate
assets
Operating
Partnership
29

Basic OP Unit Transaction Structure (cont’d.)
▪ Contributors of property can defer the tax on any gain-on-sale by contributing their
property to the Operating Partnership in exchange for limited partner units of the
Operating Partnership or OPUs, whereas a direct contribution to the REIT in
exchange for stock of the REIT would be treated as a fully taxable sale. The
Operating Partnership acquires the contributed property with a carryover basis.

▪ The contributor’s initial tax basis in the OPUs received in the transaction generally
is equal to its tax basis in the contributed property.

▪ The built-in gain in the contributed properties at the time of contribution generally
will be allocated to the contributor at the time the Operating Partnership sells the
contributed property in a taxable transaction.
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Basic OP Unit Transaction Structure (cont’d.)
▪ The value of each OPU and, therefore, the number of OPUs issued to contributors
in exchange for property is determined with reference to the market value of a
REIT’s common shares.

▪ OPUs typically receive distributions equivalent to the dividends paid on REIT
common shares (i.e., contemporaneously with payments of dividends on REIT
common shares, the Operating Partnership makes a distribution with respect to
each OPU equal to the dividend paid on a REIT common share). Accordingly,
each OPU is the economic equivalent of one share of the REIT’s common stock.

▪ Contributors receive a put option, beginning after a negotiated period following the
contribution (one year is typical), to put their OPUs to the Operating Partnership for
an equal number of REIT common shares or, at the REIT’s option, cash of
equivalent value.

▪ Upon exercising its put option, a contributor is taxed on the amount of gain in the
redeemed OPUs, which includes any gain deferred from the initial contribution.
The character of this gain typically is predominantly long-term capital gain.
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Other Intended Tax Benefits to Contributors
▪

For OPUs that pass through a contributor’s estate following the death of the contributor and
preceding the exercise of the put option, the contributor’s estate receives a tax basis step-up
to fair market value, eliminating the built-in gain in the OPUs for federal income tax purposes

▪

Pursuant to a tax protection agreement intended to protect the contributors from the loss of
the tax deferral within a negotiated period of time, the operating partnership agrees to
indemnify each contributor for tax costs resulting from certain events occurring within a
negotiated period following the contribution (e.g., 5-10 years or the lifetime of the contributor)
that have the effect of accelerating the contributor’s deferred gain, including:
(i)

taxable dispositions of the contributed property

(ii)

certain actions that would result in a taxable reduction in the amount of debt that
is allocated to the contributor for tax purposes, and

(iii) the failure of the operating partnership to follow the negotiated tax allocation
method with respect to the contributed property
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Using the UPREIT Structure for Growth
An Example: Boston Properties, Inc. [NYSE:BXP]

▪ Initial public offering in 1997 raised $900 million and issued OPUs to many of
the company’s founding partners.

▪ “Willingness of sellers to accept OP Units, provided [Boston Properties, Inc.]
with a comparative advantage in acquisitions. In 1998, OP Units accounted
for over $700 million of the total consideration involved in its acquisitions.”
Source: Boston Properties, Inc.
1998 Annual Report

▪ Since 1998, Boston Properties has continued to use OP Units as all or part of
the acquisition of significant properties, including Citigroup Center and The
General Motors Building in New York City.

33

Growth from Issuance of OP Units
Boston Properties, Inc.
Transaction
June 1997 – IPO

Equity and OP Units
Raised $903 million
OP Units were issued at time of IPO to founders and others

January 1998 – Follow-On Equity

Raised additional $807.9 million

February 1998 – Mulligan/Griffin Portfolio
Virginia & Maryland

$257.8 million, including $50 million of OP Units

June 1998 – Carnegie Center Portfolio &
Tower Center One, New Jersey

$276 million, including $83 million of preferred OP Units
convertible into common OP Units

July 1998 – Prudential Center, Boston

$519 million, including $96.2 million of OP Units

July 1998 – Metropolitan Square
Washington, DC
August 1998 – 1301 New York Avenue
Washington, DC
November 1998 – Reservoir Place
Waltham, Massachusetts
November 1998 – Embarcadero Center
San Francisco

$175 million, including $27.7 million of OP Units
$28 million, including $1.5 million of OP Units
$104.2 million, including $27.1 million of OP Units
$1.3 billion, including $286.4 of preferred OP Units
convertible into common OP Units
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Using the UPREIT Structure for Growth
Boston Properties Acquisition of the Embarcadero Center

▪ In 1998, Boston Properties, Inc. acquired San Francisco's Embarcadero Center
for about $1.3 billion.
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Using the UPREIT Structure for Growth
Boston Properties Acquisition of the Embarcadero Center

▪ As the Wall Street Journal noted at the
time:

▪

For the sellers, the transaction is not so
much a sale as a change in the form of
[the sellers’] ownership. [They] will
become a major investor in Boston
Properties, and the Embarcadero will
become one of the company's core
assets.

▪

The deal offers [them] the liquidity of
shares in a publicly traded company, and
diversifies [their] investment into a broader
portfolio…

▪

[The sellers] will receive payment in the
form of special units convertible to stock
that allow [them] to defer the enormous
capital-gains taxes on the property.
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Using the UPREIT Structure for Growth
Rapid growth of REITs in 1990s facilitated by use of UPREITs
UPREIT Use and Market Capitalization: 1990 to 2000
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Steps in Becoming a
REIT
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Steps in Becoming a REIT: Origins
▪ Initial Public Offerings (IPOs)
▪
▪
▪

Vornado Realty Trust (1993 into the Diversified sector)
Equity Residential (1993 into the Apartment sector)
American Homes 4 Rent (2013 into the Single-Family Rental sector)

▪ REIT Conversions
▪

Some REITs are the result of publicly traded corporations or partnerships electing to
operate as REITs

▪
▪
▪
▪

Public Storage, Inc. (1983 – From a partnership into the Self Storage sector)
Weyerhaeuser (2010 – From a C-corporation into the Timberlands sector)
American Tower (2012 – From a C-corporation into the Infrastructure: Call Towers sector)
Equinix (2015 – From a C-corporation into the Data Centers sector)

▪ REIT Spinoffs
▪

Some REITs are the results of spinoffs, including Incubator REITs, from existing REITs,
non-REIT C-corporations or private partnerships

▪ Host Hotels & Resorts, Inc. (1998 – From Host Marriott Corporation into the Lodging/Resorts sector)
▪ CyrusOne, Inc. (2013 – From Cincinnati Bell into the Data Centers sector)

▪ “Black Pool” REITs
▪

Pebblebrook Hotel Trust (2009 – As an all cash IPO into the Lodging/Resorts sector)
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Steps in Becoming a REIT: Organization
▪ Establishing a State Charter
▪

A U.S. REIT must be formed in one of the 50 states or the District of Columbia as an entity
taxable for federal purposes as a corporation

▪ The REIT must be governed by a board of directors or trustees
▪ The REIT’s equity shares must be transferable and may be listed on a public
exchange such as the New York Stock Exchange (NYSE) or the NASDAQ.

▪ Beginning with its second taxable year, a REIT must meet two ownership tests:
▪
▪
▪

It must have at least 100 shareholders (the 100 minimum shareholder test), and
Five or fewer individuals cannot own more than 50 percent of the value of the REIT’s stock
during the last half of its taxable year (the 5/50 test)
To ensure compliance with these tests, most REITs include percentage ownership
limitations in their organizational documents, limitations that can be waived in certain
circumstances

▪ Because of the need to have at least 100 shareholders as well as the complexity of
these and other tests, consulting with knowledgeable tax and securities law
counsel during the formation process is strongly recommended
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Steps in Becoming a REIT: Operations
Operations are subject to requirements of the tax code

▪ Annual Income Tests
▪
▪

▪

At least 75% of annual gross income must come from real estate-related sources, including
rents from real property and interest on debt obligations secured by mortgages on real
property
An additional 20% of gross income must come from real estate-related sources or
dividends and interest from non-real estate sources
No more than 5% of a REIT’s income may come from non-qualifying sources, such as noncustomary service fees or non-real estate businesses

▪ Quarterly Asset Tests
▪
▪
▪
▪

At least 75% of assets must consist of real estate assets such as real property or loans
secured by real property
A REIT cannot own, directly or indirectly, more than 10 percent of the voting securities of
any corporation other than another REIT, a taxable REIT subsidiary (TRS) or a qualified
REIT subsidiary (QRS)
A REIT cannot own stock in a corporation (other than another REIT, TRS or QRS) in which
the value of the stock comprises more than 5% of the REIT’s assets
The value of the stock of all of a REIT’s TRSs cannot comprises more than 20 percent of
the value of the REIT’s total assets.
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Steps in Becoming a REIT: Compliance & Distribution
▪ In order to qualify as a REIT, a company must make a REIT election by filing an
income tax return with the Internal Revenue Service using Form 1120-REIT, which
is first due in March of the year following the end of the first year (or part-year) of
the company operating as a REIT

▪ The REIT must mail annual letters to its shareholders requesting details of
beneficial ownership of shares

▪ In order to qualify as a REIT, the company must distribute each year at least 90
percent of its taxable income to shareholders

▪ To the extent that the REIT retains any taxable income, the company is required to
pay tax on such income like any other corporation

▪ When an existing corporation elects to become a REIT, it is required to disgorge all
of its accumulated earnings and profits in the form of one or more purging
distributions. Up to 80 percent of the purging distribution may be in stock
42

U.S. REIT
Investment
Performance
Attributes
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REIT Investment Attributes

Asset Class Access

Investing in REITs is investing in real estate

Portfolio Diversification

Low correlation with other stocks and bonds

Performance

Strong relative long-term performance in multi-asset portfolios1

Dividends

Reliable current income returns from rents

Inflation Hedging

Real assets and rent adjustments

Liquidity

Bought and sold like other stocks, mutual funds and ETFs

Market Access

Active/passive and domestic/global funds, direct investment/separate accounts and ETFs are
available

Cost

Average institutional investment cost is around 50 basis points

1CEM

Benchmarking, 2017.
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REITs have Outperformed Other Major Asset Groups
Total Returns: Stocks, Bonds, Bills & REITs
$100

$98.41
$85.91

REIT Average Annual Total Returns since December 31, 1978: 12.46%
REIT Average Annual Total Returns since December 31, 1990 (the
“modern REIT era”): 11.70%
$28.88
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Source: Nareit® analysis of monthly total returns of the FTSE Nareit All Equity REIT Index, Russell 3000 Index, MSCI EAFE Index,
Bloomberg Barclays U.S. Aggregate Bond Index, and Citigroup 1-month Treasury Bill Index, January 1978 - January 2018.
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Steady Dividends are an Important Component of
Total Returns
FTSE Nareit All Equity REIT Index

Russell 3000 Index
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▪ REIT equity income returns have averaged 5% per year, or 48% of the total return
▪ Broad U.S. equity income returns have averaged 2% per year, or 21% of the total return
▪ U.S REITs paid out $54 billion of dividends in 2017
Source: Nareit® analysis of monthly total returns in USD for the FTSE Nareit All Equity REIT Index and Russell 3000 Total U.S.
Stock Market Index. Monthly data as of December 2017.
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REIT Total Returns by Property Sector
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Self Storage

16.5

7.6

13.0

16.0

16.8

15.7

Lodging/Resorts

16.0

7.2

9.6

9.0

7.8

4.2

Infrastructure

11.6

16.7

16.8

N/A

N/A

N/A

Timberlands

8.8

10.9

5.8

N/A

N/A

N/A

Total Retail

Residential

Source: Nareit® analysis of monthly total returns from FTSE Nareit Index Series and Russell 3000 Index as of July 2018.
Shading indicates that REIT total returns over that period exceeded those of the Russell 3000 Index.
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CEM Benchmarking: REITs Outperformed Other
Major Asset Classes: 1998 to 2015
Annual Net Total Return and Expense by Asset Class
(1998 – 2015)
REITs
Private Equity
U.S. Small Cap
Unlisted Real Estate
U.S. Large Cap
Non-U.S. Equities
U.S. Long Bonds
Other Real Assets
Non-U.S. Bonds
U.S. Broad Bonds

Net Total Return

Hedgefunds / TAA

Expenses

U.S. Other Bonds
-4

-2
Expense Impact (%)

Source: CEM Benchmarking, 2017
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REITs Around
the World in
2018
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Countries and Regions that have Adopted the REIT
Approach to Real Estate Investment
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FTSE EPRA/Nareit Global Real Estate Index
By float-adjusted equity market capitalization as of July 2018

FSTE EPRA/Nareit Global
Real Estate Index
478 Companies
$1.662 Trillion

Americas

Asia Pacific

EMEA

176 Companies
$844 Billion (50.8%)

176 Companies
$524 Billion (31.5%)

126 Companies
$294 Billion (17.7%)

Source: FTSE EPRA/Nareit Global Real Estate Index. Data as of July 31, 2018.
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REIT Shares of Global Listed Real Estate
By float-adjusted equity market capitalization as of July 2018

Developed Markets

Developing Markets

REITs
18%

Non-REITs
21%

REITs
79%

Source: FTSE EPRA/Nareit Global Real Estate Index. Data as of July 31, 2018.

Non-REITs
82%
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Listed REITs and Property Companies Worldwide
By full equity market capitalization

Listed REITs and Property Companies Worldwide
Top 30 Companies by Full Equity Market Capitalization
(As of July 31, 2018)
1
2

American Tower Corporation
Simon Property Group, Inc.

US
US

16
17

Vonovia SE
Henderson Land Development

DE
HK

3

Crown Castle International

US

18

AvalonBay Communities, Inc.

US

4
5
6
7
8
9
10
11
12
13
14
15

Sun Hung Kai Properties Ltd.
Public Storage
China Evergrande Group
Prologis, Inc.
Equinix, Inc.
China Overseas Land & Inv.
Country Garden Holdings Co.
Unibail-Rodamco-Westfield
CK Asset Holdings Limited
Weyerhaeuser Company
China Resources Land Ltd.
Digital Realty Trust, Inc.

HK
US
CN
US
US
CN
CN
NL
HK
US
CN
US

19
20
21
22
23
24
25
26
27
28
29
30

Equity Residential
Mitsubishi Estate Company, Ltd.
Mitsui Fudosan Co., Ltd.
Welltower, Inc.
Swire Properties Limited
Wharf Real Estate Investment
Link REIT
SM Prime Holdings, Inc.
GGP, Inc.
Ventas, Inc.
Boston Properties, Inc.
SBA Communications Corp.

US
JP
JP
US
HK
HK
HK
PH
US
US
US
US

Blue designates companies operating as REITs
Source: Nareit.

Source: Nareit®.
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State-of-the-Art
REITs: A Developing
Global Framework
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OECD Model Tax Convention
A REIT can be described as a company having the following four
fundamental attributes:

▪ Ownership of stock is widely held
▪ Assets and income are derived primarily from long-term investment in
real estate

▪ A majority of income or profits is distributed annually to shareholders as
dividends

▪ Shareholders, not the REIT, typically pay tax on the income distributed by
the REIT, a single-level of taxation sometimes referred to as Tax
Transparency

Source: Organisation for Economic Co-operation and Development
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Real Estate Equity Securitization Alliance (REESA)
Seven real estate organizations worldwide have come together to preserve,
promote and perfect the REIT model across the globe and to identify and
advance common interests:

▪ Asia/Pacific – Asia Pacific Real Estate Association (APREA)

▪ Australia – Property Council of Australia (PCA)
▪ Canada – REALPAC
▪ Europe – European Public Real Estate Association (EPRA)
▪ Japan – Association for Real Estate Securitization (ARES)
▪ United States – Nareit (formerly the National Association of Real Estate
Investment Trusts)

▪ United Kingdom – British Property Federation (BPF)
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“State-of-the-Art” REITs
▪ Legal Organization

▪ REITs are organized in alignment with laws governing corporations, trusts and mutual funds,
▪
▪

including management by a board of directors or trustees.
REITs are treated as going concerns in the business of acquiring, owning, financing, developing
and managing real property in the long-term interests of its shareholders.
In the U.S., most REITs are organized as corporations, managed by a board of directors or
trustees.

▪ Management Structure

▪ As long as the REIT is established to serve the long-term interests of its shareholders, it has the
▪

option to choose internal management or external management.
In the U.S., both are permitted, although the market has expressed a clear preference for internal
management to minimize conflicts of interest between owners and operators.

▪ Ownership

▪ Consistent with making real estate investment accessible to all citizens, ownership is required to
▪

be widely held, with a minimum number of shareholders and limited concentration.
In the U.S., REITs must have at least 100 shareholders, and “five or fewer” shareholders may not
own more than 50% of the shares. The shares of most REITs are listed and trade daily on the
New York Stock Exchange.
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“State-of-the-Art” REITs

▪ Debt Financing (leverage or gearing)
▪

Most countries impose no regulatory restrictions on the use of debt financing, leaving this
decision for investors to decide.

▪

In the U.S., there are no restrictions on leverage or gearing; investors impose discipline by
withholding access to capital when leverage is considered too high. The current average
debt ratio of U.S. Equity REITs is 34 percent.

▪ Governance and Financial Reporting
▪

To promote transparency and management accountability, governance and financial
reporting requirements for REITs should be aligned with the corporate law mandated for
other public companies as well as the listing requirements of local stock exchanges.

▪

In the U.S., public REITs are required to register with the Securities and Exchange
Commission and to operate in accordance with the governance and financial reporting rules
pertaining to all other public companies using Generally Accepted Accounting Principles
(GAAP).
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“State-of-the-Art” REITs

▪ Eligible Investments
▪

The scope of eligible, income-producing investments should be broadly defined and flexible
to accommodate a growing and evolving economy.

▪

In the U.S., at least 75% of a REIT’s total assets must consist of qualifying real estate
assets, and at least 75% of a REIT’s gross income must be derived from rents from real
property, interest from mortgages or gain on sales of property.

▪
▪
▪

Qualifying real estate is broadly defined as “land and the permanent structures on the land.”
REITs must generally hold property for the long term.
Development activity is permitted as long as the objective is long-term ownership.

▪ Global Investments
▪
▪
▪

No regulatory restrictions on REIT investment in offshore properties.
In the U.S., there are no restrictions on a REIT’s investment in offshore properties.
However, investors may discourage or withhold access to capital when investments are
considered unduly risky.
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“State-of-the-Art” REITs

▪ Distribution of Profits
▪

A REIT is required to distribute at least 90% of its taxable net income annually to its
shareholders, although some countries permit distribution rates as low as 70% or 80%.

▪

In the U.S., at least 90% of a REIT’s taxable income other than capital gains must be
distributed each year to shareholders.

▪

A burden and a benefit.

▪ Taxation of Profits
▪

There should be tax transparency, i.e., a single level of tax and preferably on the ultimate
beneficiary or recipient of the profits, usually the shareholders of the REIT.

▪

In the U.S., a REIT is permitted to deduct dividends paid to shareholders from its taxable
income, and the tax is paid by the shareholders.

▪

Under certain circumstances, the ownership of real property may be transferred to a REIT
without triggering a capital gains tax. One purpose of the UPREIT structure is to permit the
tax free transfer of property to an operating partnership which could not be made tax free to
the REIT.
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Appendix:
Recent Tax Policy
in the U.S.
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Highlights of Tax Reform Legislation: Rates &
Deductions
▪

The 2017 Tax Cuts and Jobs Act (TCJA) permanently reduced the corporate tax rate from
35% to 21%.

▪

The TCJA retains seven personal tax rate brackets in combination with tax cuts that expire
on Dec. 31, 2025. The highest tax bracket is 37% (40.8% with the 3.8% Affordable Care
Act surtax).

▪

The pass-through business income tax rate is lowered through the creation of a new
deduction for individuals, estates, and trusts of 20% of their combined qualified business
income amount. REIT dividends fully qualify for this deduction, meaning the maximum tax
rate on REIT dividends is now 29.6%, or 33.4% including the ACA surtax.
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Tax Cuts and Jobs Act Improves Treatment of REIT
Dividends
Pre-TCJA

Post-TCJA

Individual Tax Rate (%)

Deduction on
Ordinary Dividends

Effective
Tax Rate

Percent
Reduction

43.4

40.8

20.0

33.4

23.0

38.8

38.8

20.0

31.8

18.0

36.8

35.8

20.0

29.4

20.1

28.0

24.0

20.0

19.2

31.4

25.0

22.0

20.0

17.6

29.6

15.0

12.0

20.0

9.6

36.0

10.0

10.0

20.0

8.0

20.0

▪ REIT shareholders are afforded a 20% deduction on ordinary dividends from REITs.
▪ Ordinary REIT dividends on common and preferred shares will benefit from this tax change.
▪ The 3.8% ACA surtax left in place for investors with adjusted gross income over $250,000.

Source: Nareit® analysis. For simplification this analysis applies the 3.8 percent Medicare tax on net investment income to the three highest tax
brackets (33%, 35% and 37%). This analysis assumes the hypothetical taxpayer remains in the same relative marginal tax bracket.
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TCJA Provides Similar Percentage Reduction in
Effective Tax Rate for REITs and Non-REIT C-Corps

60

21%
Reduction

23%
Reduction

50.5%

50

Entity Level

43.4%

39.8%

40

33.4%

Investor
35.0%

30

40%
Reduction

20

21.0%

10
0
Pre-TCJA

Post-TCJA

REIT

Pre-TCJA

Post-TCJA

Non-REIT C-Corp

Source: Nareit® analysis using highest individual tax rate and including the 3.8 percent Medicare tax on net investment
income.
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Highlights of Tax Reform Legislation
Interest Deduction
▪

The deductibility of business interest for every business, regardless of its form, is reduced to
30% of its adjusted taxable income, effective in 2018. Adjusted taxable income for the first
four years is analogous to EBITDA, and thereafter it is keyed to the far more restrictive
analogue to EBIT. However, real property trades or businesses, including real property trades
or businesses conducted by widely held corporations and REITs, may elect out of this
limitation so long as they use certain prescribed longer periods of cost recovery.
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Highlights of Tax Reform Legislation
▪

Like-Kind Exchanges: The ability to defer gains under §1031 as like-kind exchanges after
2017 for all assets other than real estate is eliminated.

▪

Foreign Investment in Real Property Tax Act (FIRPTA): The withholding tax rate
applicable to REIT capital gain distributions to non-U.S. shareholders that are attributable
to the sale or exchange of U.S. real property interests is reduced from 35% to the highest
corporate tax rate in effect for the taxable year (21% in 2018).

▪

Territorial System: The TCJA adopts a territorial system that generally does not tax
income U.S. companies earned outside the U.S. However, the new law requires a U.S.
company operating abroad to take into income its share of earnings that have not been
subject to U.S. tax, but it allows such company to spread the tax it pays on this “deemed
repatriated income” over eight years. For REITs, the TCJA excludes the deemed
repatriated income from the REIT gross income tests and REITs can elect to spread the
deemed income over eight years.
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Nareit:
A Resource for
REITs Worldwide
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Nareit
Real estate working for you

▪ A non-profit organization funded
primarily by dues-paying members

▪ The representative voice for REITs and
listed property companies worldwide
with an interest in US markets

▪ An objective source of information
about real estate markets and investing
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Nareit Resources
Complimentary subscriptions at
reit.com/publications

▪ Real Estate Investment SmartBrief
Daily email aggregates and summarizes
the most important news in the real
estate investment industry.

▪ REIT Magazine
Nareit’s award-winning magazine
provides unique insight on the leading
people and trends shaping the REIT
industry.

 Nareit Market Commentary Blog
Analysis of the macro- and microeconomic fundamentals impacting the
REIT and commercial real estate
industry.

 Nareit REIT Report Podcasts
Interviews with REIT leaders on the
trends shaping the industry.
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Disclaimer
The information in this presentation is solely educational in nature and is not intended to serve as the primary basis for any investment
decision. The author is not acting as an investment adviser, investment fiduciary, broker, dealer or other market participant, and no offer or
solicitation to buy or sell any security or real estate investment is being made. Investments and solicitations for investment must be made
directly through an agent, employee or representative of a particular investment or fund and cannot be made through the author.

All REIT data are derived from, and apply only to, publicly traded securities. While such data are believed to be reliable when prepared or
provided, such data are subject to change or restatement. The author does not warrant or guarantee such data for accuracy or
completeness, and shall not be liable under any legal theory for such data or any errors or omissions therein.

Performance results are provided only as a barometer or measure of past performance, and future values will fluctuate from those used in
the underlying data. Any investment returns or performance data (past, hypothetical or otherwise) shown herein or in such data are not
necessarily indicative of future returns or performance.

Before an investment is made in any security, fund or investment, investors are strongly advised to request a copy of the prospectus or
other disclosure or investment documentation and read it carefully. Such prospectus or other disclosure or documentation contains
important information about a security’s, fund’s or other investment’s objectives and strategies, risks and expenses. Investors should read
all such information carefully before making an investment decision or investing any funds. Investors should consult with their investment
fiduciary or other market professional before making any investment in any security, fund or other investment.
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Contact
For additional information or questions, please
contact:
Michael R Grupe
REIT Investment, Analysis & Research
direct: 202-579-6642
mrgrupe@comcast.net

71

