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Introduction 

The American Jobs Creation Act of 2004 (the 
“Act”), which has been signed by the President, 
includes several changes with respect to the Real 
Estate Investment Trust (“REIT”) rules. These 
changes include (i) revisions to the tax treatment 
of loans made by a REIT for certain purposes; 
(ii) clarification of the rules for rents paid by a 
taxable REIT subsidiary to its parent REIT; (iii) 
modifications of the treatment of foreign inves-
tors in REITs; (iv) a reduction in the cost recovery 
period for certain leasehold improvements from 
39.5 years to 15 years; (v) prospective correction 
of  the formula used to compute the tax owed by 
a REIT that does not meet the 95% income test; 
and (vi) prospectively providing for monetary 
penalties instead of disqualification when a REIT 
fails certain tests such as organizational structure 
and distribution of income. The rules are gener-
ally retroactive and are effective for taxable years 
beginning after December 31, 2000 unless other-
wise noted.  

Loans Made by a REIT 

Currently, a REIT can be disqualified if more than 
5% of its assets are comprised of the securities of 
any entity other than a taxable REIT subsidiary or 
another REIT, or if it owns more than 10% of the 
voting power of any such entity. These percent-
age limitations apply on a quarterly basis. In lieu 
of disqualification, the Act provides a six-month 
period in which the REIT could dispose of inter-
ests comprising up to 1% of its total assets (or 
$10 million if lower) to satisfy the 5% and 10% 
tests, and after that, assets in excess of the 1% de 
minimis amount would be subject to a tax of the 
greater of (i) $50,000 or (ii) the highest marginal 
corporate tax rate multiplied by the net income 
from the assets. 

For purposes of the 10% test, “straight debt” 
held by a REIT is not considered to be  a secu-

rity held by a REIT. To constitute straight debt, 
the REIT cannot have the right to convert the 
debt instrument into equity or be entitled to pay-
ments that are contingent on profits of the issuer. 
Notwithstanding that exception, a REIT can 
easily exceed the 10% threshold inadvertently 
if the borrower does not have significant other 
debt obligations (for example, a loan made by 
the REIT to a single-purpose entity in connection 
with leasehold improvements). If the 10% test is 
not satisfied, the Act provides a 30-day period for 
the REIT to correct the discrepancy.  

The Act exempts from the 10% test (i) certain 
loans that are non-abusive and present little or 
no opportunity for the REIT to participate in 
the profits of the borrower’s business; (ii) loans 
made to an individual or an estate; (iii) Section 
467 rental agreements except those with persons 
owned 10% or more by the REIT; (iv) any obliga-
tion to pay rents from real property; (v) certain 
government securities not contingent on profits 
and (vi) securities issued by another REIT. An 
additional issue concerning straight debt is that 
present law requires a REIT to own at least a 
20% equity interest in a partnership that makes 
a loan. The Act replaces that requirement with 
a look-through rule, effective for taxable years 
beginning after the date of enactment, pursuant 
to which the REIT is treated as holding its pro-
portionate share of loans made by the partner-
ship. The Act also replaces the current rule that 
requires a REIT to own a 10% equity interest in a 
partnership in order for debt to qualify as straight 
debt with a new look-through rule, which gener-
ally treats a partnership’s debt to a REIT as part 
of the REIT’s partnership interest. 

Rents Paid to a REIT by a Taxable REIT Subsidiary 

The Code prohibits a REIT from receiving more 
than a de minimis amount of income from the 
provision of “impermissible tenant services”, 
active operation and management of real estate 
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and other similar sources that cross the line 
between a passive investment in real property and 
the conduct of an active trade or business. 
  
To provide those types of services, a REIT can 
form a taxable REIT subsidiary (“subsidiary”). 
Current law contains several rules to prevent a 
REIT from shifting income out of a subsidiary 
and into the REIT to avoid the entity-level tax. 
Rent paid by a subsidiary to a REIT qualifies as 
rental income under the REIT income tests only 
if (i) 90% of the space is rented by the REIT 
to unrelated parties and (ii) the subsidiary pays 
rent comparable to rents paid by unrelated par-
ties. The Act provides that the time at which the 
90% of space test is applied is at the beginning or 
renewal of a lease term with a subsidiary or at the 
time of any modification that increases the rent 
payable by the subsidiary. A REIT is allowed a 
full quarter to re-lease space when a termination 
of a lease would otherwise cause the REIT to fail 
the 90% of space test.  

Treatment of Foreign Investors in REITs 

Several provisions of current law are unfavorable 
to a foreign person who invests in a U.S. REIT. 
Under the Foreign Investment in Real Property 
Tax Act of 1980 (FIRPTA), a foreign investor who 

receives a capital gain distribution from a REIT is 
considered to be engaged in a U.S. trade or busi-
ness. Undesirable consequences of that character-
ization include that (i) the REIT must withhold a 
35% tax on the distribution to the foreign person; 
(ii) the foreign person is required to file a U.S. tax 
return and (iii) the foreign person may be subject 
to the “branch profits” tax on a large portion of 
its U.S. source income. For publicly traded REITs, 
the Act will  characterize a capital gain distribu-
tion to a foreign person as an ordinary dividend 
so long as the foreign person owns 5% or less of 
the distributing REIT. Dividend income will be 
subject to a withholding tax of 30% or a lower 
rate pursuant to bilateral tax treaties. 

Depreciation of Leasehold Improvements 

Second-generation leasehold improvements are 
currently depreciable over a period of 39.5 years. 
Given the average term of an office lease of 
between 10 and 20 years inclusive of renewals, 
the tax recovery period is currently almost double 
the period during which most if not all of the 
economic value of the improvements depreciates. 
The Act reduces the 39.5 year period to a 15-year 
period to reflect more accurately the economic 
realities of such transactions.
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