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REITs Empowered
by Tony M. Edwards and Dara F. Bernstein*

I. INTRODUCTION
On July 30, 2008, as part of a larger bill de-

signed to address the national housing and
foreclosure crisis, President Bush signed into
law H.R. 3221, the Housing and Economic Re-
covery Act of 2008 (the Act).1 The Act con-
tains all but one of the provisions that were
contained in H.R. 1147 and S. 2002, the REIT
Investment Diversification and Empowerment
Act of 2007 (RIDEA).2

NAREIT strongly supported RIDEA and
worked closely with policymakers to obtain its
passage. Among other things, RIDEA makes
‘‘several minor, but important, changes in the
REIT tax rules to permit REITs on behalf of
their shareholders to continue to compete with

other real estate companies in international and
domestic markets.’’ 3

II. EXECUTIVE SUMMARY
The provisions of the Housing and Eco-

nomic Recovery Act of 2008 affecting real es-
tate investment trusts (REITs) enable REITs to
buy and sell assets more effectively, allow RE-
ITs to engage in a higher level of entrepreneur-
ial activities through their taxable REIT subsid-
iaries (TRSs), enable health care REITs to
structure their investments similar to hotel RE-
ITs following the enactment of the REIT Mod-
ernization Act (RMA) in 1999,4 and provide
certainty concerning the treatment for REIT
qualification purposes of operations denomi-
nated in foreign currencies from overseas in-
vestments and receiving other types of gross
income.

III. RIDEA CHRONOLOGY
RIDEA was first introduced as S. 4030 in the

109th Congress on September 29, 2006, by
Senator Orrin Hatch (R-UT). Congress took no
action on RIDEA in that Congress.

* �2008 National Association of Real Estate Invest-
ment Trusts�

1 P.L. 110-289.
2 P.L. 110-289, §§3031-3071.

3 153 Cong. Rec. E384 (Daily Digest, Remarks of Rep-
resentative Joseph Crowley, Feb. 16, 2007).

4 The Ticket to Work and Work Incentives Improve-
ment Act of 1999, P.L. 106-170, §§541-71.
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During the 110th Congress, Representative Joe
Crowley (D-NY), along with Representatives Eric
Cantor (R-VA), Earl Pomeroy (D-SD), and Tom Rey-
nolds (R-NY), re-introduced RIDEA as H.R. 1147 on
February 16, 2007, with only minor changes from S.
4030. The re-introduced bill clarified that a TRS is not
considered as operating or managing lodging or health
care facilities solely because it holds a license, permit
or similar instrument enabling it to do so. This clari-
fication was necessary in several circumstances, e.g.,
when a state requires a landlord or lessee to be the
holder of a bar license. H.R. 1147 also: 1) extended to
health care facilities the prior law’s rule 5 regarding
the ability of an independent contractor to be a sub-
franchisee of a REIT or its TRS; 2) required the Trea-
sury Department to take into account stock exchange
rules and market practices in deciding whether a for-
eign REIT regime qualified under the global REIT
title of RIDEA; 3) delegated to the Treasury Depart-
ment anti-abuse authority in the foreign REIT area;
and, 4) changed the effective date of certain sections
of RIDEA, e.g., dealer sales, to transactions after the
date of enactment.

On August 3, 2007, Senator Hatch, along with
Senators Ken Salazar (R-CO), Gordon Smith (R-OR)
and John Kerry (D-MA), introduced S. 2002, a ver-
sion of RIDEA virtually identical to H.R. 1147.6 Like
other recent legislation affecting REITs, the RMA,
and more recently, the REIT Improvement Act
(RIA),7 RIDEA enjoyed wide bipartisan sponsorship.
H.R. 1147 ultimately was co-sponsored by over three-
fourths of the House Ways and Means Committee,
and S. 2002 ultimately was co-sponsored by over half
of the Senate Finance Committee.

On April 9, 2008, as part of a larger bill to address
the increase in home foreclosures and other housing
market issues, the House Ways and Means Committee
approved H.R. 5720, the Housing Assistance Tax Act
of 2008, by a vote of 35-5, which contained all of
RIDEA’s provisions (including the choice of tax basis
or fair market value in measuring the 10% safe harbor
rule) except for the foreign REIT title.

On April 10, 2008, the full Senate approved H.R.
3221, the Foreclosure Prevention Act of 2008, by a

vote of 84-12. H.R. 3221 contained the same RIDEA
provisions as H.R. 5720 when approved by the House
Ways and Means Committee, except that: 1) the pro-
visions would have expired after five years; 2) the title
of RIDEA relating to foreign currency and delegating
to the Treasury Department authority to categorize
qualifying and non-qualifying REIT income was
omitted; and, 3) a provision was added clarifying that
TRSs could employ workers at certain health care and
lodging facilities located outside the U.S. so long as
an eligible independent contractor is responsible to
supervise and direct these workers on behalf of the
TRS.

On May 8, 2008, the House of Representatives
passed H.R. 3221, a comprehensive housing bill to
address the housing foreclosure crisis through tax
measures and reforms to the Federal Housing Admin-
istration (FHA). The bill included the same provisions
of RIDEA that were adopted by the House Ways and
Means Committee on April 9 when it passed H.R.
5720. H.R. 5720 was incorporated into H.R. 3221 be-
fore it passed the House by a vote of 322-94.

On July 11, 2008, the Senate passed H.R. 3221, the
Housing and Economic Recovery Act of 2008, by a
vote of 63-5. With two exceptions, the bill included
the same provisions contained in RIDEA that were
adopted by the House of Representatives on May 8
when it passed its version of H.R. 3221. Thus, this bill
included Title I of RIDEA (relating to foreign cur-
rency).8 Unlike the earlier Senate version of the hous-
ing bill, the RIDEA provisions included in the July 11,
2008 version were permanent. Additionally, the Sen-
ate bill included the provisions originally included in
the version of H.R. 3221 it adopted on April 10, 2008,
allowing TRSs to employ workers at health care and
lodging facilities located outside the United States, as
discussed above.

On July 23, 2008, the House passed virtually the
same version of H.R. 3221 as passed by the Senate on
July 11, 2008, by a vote of 272-152. The House
amended the provisions in the legislation unrelated to
RIDEA on July 23, 2008. On July 26, 2008, the Sen-
ate voted 72-13 to concur in the House amendment.
President Bush signed H.R. 3221 on July 30, 2008.

The general effective date for the Housing and Eco-
nomic Recovery Act’s REIT provisions is taxable

5 §856(l)(3) (flush language). Unless otherwise indicated, ‘‘sec-
tion’’ or ‘‘§’’ refers to a section of the Internal Revenue Code of
1986, as amended (the ‘‘Code’’).

6 The only change between S. 2002 and H.R. 1147 was in con-
nection with the measurement of the 10% of sales permitted un-
der the prohibited transactions safe harbor test of §857(b)(6)(C)
and (D). H.R. 1147 would have determined this metric based
solely on a comparison of relative fair market values. S. 2002
would determine the metric based on either a comparison of rela-
tive fair market values or the prior measurement, relative tax
bases (at the REIT’s annual option).

7 The RIA was included in the American Jobs Creation Act of
2004, P.L. 108-357.

8 When originally introduced, RIDEA would have treated this
type of income as qualifying REIT income under §856(c)(2) and
(3). When the Senate passed H.R. 3221, the 2008 Housing and
Economic Recovery Act of 2008, on July 11, 2008, which in-
cluded the first four titles of RIDEA, Title I was amended so that
this type of income was excluded from the calculation of qualify-
ing income. This change was made because the staff of the Joint
Tax Committee believed such treatment would be more appropri-
ate from a tax policy perspective.
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years beginning after the date of enactment, July 30,
2008. However, as further discussed below, the Act
accelerates some of the effective dates to apply to
transactions entered into after the date of enactment,
e.g., dispositions tested under the dealer sales safe
harbor rules.

IV. RIDEA DETAILED ANALYSIS

A. Prohibited Transaction Safe
Harbors (Dealer Sales)

1. Background
A REIT may be subject to a 100% ‘‘prohibited

transactions’’ or ‘‘dealer sales’’ tax on net income
from sales of property held primarily for sale to cus-
tomers in the ordinary course of business.9 In 1978,
Congress recognized the need for a bright line safe
harbor test to determine whether a REIT’s property
sale constituted a prohibited transaction.10 Congress
further liberalized these rules in 1986 to comport bet-
ter with industry practice and to simplify a REIT’s
ability to sell investment property without fear of be-
ing taxed at a 100% rate.11 The pre-Act safe harbor
exception for rental property in §857(b)(6)(C) pro-
vided that a sale may avoid being classified as a pro-
hibited transaction if it met all of the following re-
quirements:

1) the REIT held the property for at least four years;

2) capital improvements that the REIT made to the
property during the preceding four years did not
exceed 30% of the property’s selling price;

3) (a) the REIT did not make more than seven sales
of property during the year, or (b) the aggregate
tax bases of all properties sold during the year did
not exceed 10% of the aggregate tax bases of all
of the REIT’s properties as of the beginning of the
year (10% Rule);

4) in the case of property not acquired through fore-
closure or lease termination, the REIT held the
property for the production of rental income for at
least four years;12 and

5) if the REIT was relying on the 10% Rule, all of
the marketing expenditures were made through an
independent contractor, from which the REIT re-
ceives no income.

NAREIT believed that the holding period and the
measurement of the 10% Rule were outdated. As
stated by Jeffrey H. Schwartz, NAREIT First Vice
Chair and Chairman and CEO of ProLogis, before the
Senate Finance Committee on February 28, 2008:

One of [RIDEA’s] provisions would authorize
REITs to manage acquisitions and sales of
their property portfolios more effectively and
efficiently, consistent with their business goals
as long-term holders of real estate. Allowing
REITs to more readily access and recycle
capital through the acquisition and disposition
process would serve to enhance the property
marketplace, much like removing the ‘lock-in
effect’ when capital gain rates have been low-
ered. REITs, which are largely well-
capitalized and conservatively leveraged,
would then be in a better position to inject de-
sirable equity from the public markets into the
commercial real estate marketplace, providing
ballast to this sector at a potentially difficult
time.13

a. Holding Period
Because of the REIT industry’s growth, in combi-

nation with increasing recognition that investment
real estate is a separate asset class that provides sub-
stantial diversification and performance benefits for
investors, until the last year or so, the real estate mar-
ket had achieved greater levels of liquidity than ever
before. This increased liquidity provided real estate
owners who had invested for the long term with in-
creased opportunities to maximize value by selling as-
sets far sooner than past practice dictated.

REITs that relied on the safe harbor had been pre-
cluded from selling some of their investment assets at
the most appropriate time because of the prior four-
year requirement, which had been in place for 30
years. Further, the four-year rule created barriers to
REITs that considered acquiring portfolios of proper-
ties but wanted the flexibility of selling some non-
core properties in those portfolios after two years.

The safe harbor was intended to provide a clear di-
viding line between a REIT acting as an investor as
opposed to a dealer. However, the four-year require-
ment was arbitrary and not consistent with other Code
provisions that define whether property is held for
long-term investments, e.g., the one-year holding pe-
riod to determine long-term capital gains treatment,

9 §857(b)(6)(A).
10 The Revenue Act of 1978, P.L. 95-600, §363.
11 The Tax Reform Act of 1986, P.L. 99-514, §666(a).
12 The American Jobs Creation Act of 2004, P.L. 108-357,

§321, established similar rules for the sale of timberland in a new
§857(b)(6)(D).

13 Prepared Statement of Jeffrey H. Schwartz, Chairman and
Chief Executive Officer, ProLogis and First Vice-Chair, National
Association of Real Estate Investment Trusts, Before the Senate
Finance Committee Hearing on ‘‘The Real Estate Market: Build-
ing a Strong Economy’’ at 8 (Feb. 28, 2008).
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and the two-year holding period to distinguish
whether the sale of a home is taxable because it is
held for investment purposes.14

Earlier this year, a special rule applicable to ‘‘tim-
ber REITs’’ was enacted as part of the Food, Conser-
vation, and Energy Act of 2008 (also called the Farm
Bill).15 The Farm Bill contained a number of provi-
sions particular to timber REITs, but these provisions
generally apply only to taxable years beginning after
date of enactment (May 22, 2008) and before May 22,
2009.

In the case of the dealer sales safe harbor, the Farm
Bill contained a provision reducing the holding period
in §857(b)(6)(D)(i) from four years to two years for
sales to a qualified organization as defined in
§170(h)(3) for conservation purposes, as defined in
§170(h)(1)(C).16 Similarly, in the case of such sales,
the safe harbor limitations in §857(b)(6)(D)(ii) and
(iii) on how much may be added, within the four-year
period prior to the date of sale, to the aggregate ad-
justed tax basis of the property, were changed to refer
to the two-year period prior to the date of sale.17 Fi-
nally, any gain that is eligible for the timber property
safe harbor is considered for all purposes of the Code
not to be gain from the sale of property described in
§1221(a)(1) (i.e., it is not dealer property, and gain
from the sale of such property can qualify for capital
gain treatment).18

b. Measuring 10% of a REIT’s Portfolio
Because of the safe harbor’s third requirement (ei-

ther that no more than seven sales are made during the
year or the aggregate tax bases of properties sold dur-
ing the year do not exceed 10% of the aggregate tax
bases of all the REIT’s properties at the beginning of
the year), many REITs were constrained in their use
of the safe harbor; as a result, these companies’ abil-

ity to responsibly manage their property portfolio was
impeded. The ‘‘seven sales’’ requirement was imprac-
tical because many REITs own dozens, if not hun-
dreds, of properties, and interests in partnerships may
significantly increase the number of properties that the
REIT may own and sell in a year.

The alternate requirement relating to aggregate tax
bases penalized some companies that were the least
likely to have engaged in ‘‘dealer’’ activity. The most
established REITs have typically held their properties
the longest, resulting in low adjusted tax bases due to
depreciation or amortization deductions. Thus, the ag-
gregate tax bases of all the REIT’s properties would
have been relatively much lower for purposes of the
safe harbor exception than for a REIT that routinely
turned over its properties every four years. Accord-
ingly, a REIT that held its properties for the longer
term would have been penalized by having the more
stringent limitation.

As part of the REIT Modernization Act of 1999
(RMA), Congress adopted a provision that utilizes
fair market value rules for purposes of calculating per-
sonal property rents associated with the rental of real
property.19 Thus, there was a close precedent for a fair
value approach.

c. The Act

i. Reduction in Holding Period
The 2008 Housing and Economic Recovery Act

changed the dealer sales safe harbors as follows. First,
§3051(a)(1) of the Act reduced the pre-Act dealer
sales safe harbor holding period requirement from
four years to two years for all REITs, including tim-
ber REITs.

Second, §3051(a)(2) of the Act modified the pre-
Act dealer sales safe harbor limitations in
§857(b)(6)(C)(ii) (applicable to non-timber REITs)
and §857(b)(6)(D)(ii) and (D)(iii) (applicable to tim-
ber REITs) concerning how much may be added,
within the four-year period prior to the date of sale, to
the aggregate adjusted tax basis of the property. Spe-
cifically, §3051(a)(2) of the Act changed the relevant
period from four years to two years.

Finally, §3051(a)(3) of the Act modified
§857(b)(6)(C)(i) and (D)(i) to emphasize that the
dealer sales safe harbor applies to property that both
constitutes a ‘‘real estate asset (as defined in
§856(c)(5)(B))’’ as in the pre-Act dealer sales safe
harbor and ‘‘which is described in §1221(a)(1).’’ We
understand that the additional language is meant to
demonstrate to a non-REIT taxpayer that just because
property sales may meet the dealer sales safe harbor
applicable to REITs does not mean that their property

14 See §121 (two-year holding period for exclusion on gain
from sale of principal residence), §267(e)(5)(B)(i) (related party
matching income/expense rule for partnerships owning low-
income housing and their owners does not apply to payments
made by such partnerships to certain partners if, among other
things, a two-year holding period is met by such partners),
§382(c) (net operating loss carryforwards allowed if two-year
holding period met), §422(a)(1) (incentive stock option treatment
allowed if stock underlying option held for two years after option
grant), §453(e)(2)(A)/§1031(f) (related party anti-abuse accelera-
tion of income rule does not apply if two-year holding period
met), §1031(h)(2) (predominant use of property determined per a
two-year holding period), §5881(b)(1) (greenmail tax does not ap-
ply if hostile shareholder held corporation’s stock for at least two
years). Cf. Regs. §1.707-3(d) (disguised sale rules presumed not
to apply to transfers more than two years apart).

15 P.L. 110-246.
16 Farm Bill §15315(a).
17 Id.
18 §856(b)(7)(G), added by Farm Bill §15315(c). 19 §856(d)(1)(C) (flush language).
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is not ‘‘dealer property’’ described in §1221(a)(1).20

The Joint Tax Committee explained as follows:

The provision makes clear that the safe har-
bor is an exception from the prohibited trans-
action tax only, and does not cause a gain on
a sale that otherwise does not qualify for capi-
tal gains treatment (i.e., because it was a sale
of property held for sale to customers in the
ordinary course of business under
§1221(a)(1)) to become a capital gains trans-
action.21

ii. Modification to 10% Rule

The Act also allows a REIT to measure the 10%
limit by either continuing to use tax bases or instead
a ‘‘fair market value’’ measurement.22 REITs that rely
on this 10% test must comply with the additional re-
quirement that substantially all its marketing and de-
velopment activities are carried out through indepen-
dent contractors.23

iii. Effective Date

The Act’s provisions that modified the dealer sales
safe harbor apply to sales made after July 30, 2008.24

iv. Interaction with the ‘‘Farm Bill’’

The Act’s modifications to the dealer sales safe har-
bor apply both to non-timber and timber REITs. Thus,
the Act eliminated the requirement in the Farm Bill 25

that timber property under §857(b)(6)(D) must be sold
to a §170(h)(3) qualified organization in order to ob-
tain the two-year holding period requirement.26

v. Post-RIDEA Legislative Guidance
The legislative history for RIDEA suggests that a

REIT’s election to use tax bases or fair market value
is done annually when it files its tax return:

Another test under the dealer sales safe harbor
restricts the amount of real estate assets a
REIT can sell in any taxable year to 10% of
its portfolio. Current law measures the 10%
level by reference to the REIT’s tax basis in
its assets. [S. 2002] instead would measure
the 10% level by using fair market value. To
allow a REIT to maximize its sales under the
safe harbor (and thereby [generate] more eco-
nomic activity), RIDEA [S. 2002] would al-
low a REIT to choose either method for any
given year. Presumably, the IRS would de-
velop instructions on Form 1120–REIT allow-
ing a REIT to declare which method it se-
lected when it files its tax return for the year
in which the sales occur.27

To allow REITs to plan sales and purchases expedi-
tiously, NAREIT submitted a letter to the IRS and
Treasury Department on August 13, 2008, requesting
that the government clarify the process under which a
REIT can choose the tax basis or fair market value
method of measuring the 10% test. To provide REITs
with the flexibility to maximize sales under the safe
harbor, NAREIT noted its support for Senator Hatch’s
suggestion that the election between methods be made
after the taxable year in which the sales occur.
NAREIT suggested the government consider having a
REIT simply check the appropriate box to make this
election, with the election contained either in Form
1120-REIT or a separate form.

NAREIT also noted that the most immediate regu-
latory issue facing REITs is how to utilize the new fair
market option for sales occurring between July 30 and
December 31, 2008. NAREIT suggested that the gov-
ernment issue guidance stating that, so long as a REIT
satisfies the 10% test as measured by tax basis for
transactions occurring before July 30, a REIT can test
its total 2008 transactions by using either tax basis or
fair market value. NAREIT believed that this straight-
forward test would implement Congress’ intent to pro-
vide immediate assistance to REITs by allowing them
to better manage their property portfolios.

On September 10, 2008, the IRS and Treasury De-
partment released their regulatory Business Plan for
the remainder of 2008 and the first half of 2009. One
item on this Priority Guidance Plan was described as

20 Gains from the sale of ‘‘dealer property’’ are not qualifying
income for REITs. Cf. IV, D, 1, a, iv, below.

21 Joint Committee on Taxation, Technical Explanation of Divi-
sion C of H.R. 3221, the ‘‘Housing Assistance Tax Act of 2008,’’
(JCX-63-08), July 23, 2008, at 48.

22 2008 Housing and Economic Recovery Act §3052. See foot-
note 6 above, describing the original version of RIDEA as man-
dating the use of relative fair market values to determine satisfac-
tion of the 10% Rule.

23 §857(b)(6)(C)(v). The ‘‘Farm Bill,’’ discussed above in IV,
A, 1, a, and below in IV, A, 1, c, iv, allows the TRSs of timber
REITs to provide these activities for a one-year period.

24 2008 Housing and Economic Recovery Act §3071(d).
25 See IV, A, 1, a, above.
26 See Joint Committee on Taxation, Technical Explanation of

Division C of H.R. 3221, the ‘‘Housing Assistance Tax Act of
2008,’’ (JCX-63-08), July 23, 2008 at 48. The Joint Committee
also noted that ‘‘[i]n the case of a sale of timber property that
qualifies for the safe harbor under §857(b)(1)(D) [sic], for the
one-year period prescribed in the [Farm Bill], such a sale is con-
sidered to be a sale of property held for investment or use in a
trade or business, and not of property described in §1221(a)(1),
for all purposes of Subtitle A of the code, for such one-year pe-
riod.’’ Id. at 48, fn. 65.

27 153 Cong. Rec. S10932 (Daily Digest, Remarks of Senator
Orrin Hatch, Aug. 3, 2007).
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‘‘guidance on REITs under of the Housing Assistance
Tax Act of 2008’’ (the tax title of H.R. 3221).
NAREIT is pleased that the government has allocated
its limited resources to address the REIT issues that
NAREIT raised.

B. Raising Taxable REIT Subsidiary
Limit

1. Background

As originally introduced in 1999, the RMA limited
a REIT’s ownership in TRSs to 25% of the REIT’s
gross assets.28 The 25% limit was retained when Con-
gress first passed the RMA as part of another bill, later
vetoed by President Clinton for reasons unrelated to
the RMA.29 However, the limit was reduced to 20%
when Congress enacted the RMA as part of the Ticket
to Work Incentives Improvement Act of 1999.

The Farm Bill allowed timber REITs to own secu-
rities in a TRS of up to 25% of the REIT’s assets.30

This rule applied only for taxable years beginning af-
ter May 22, 2008, and before May 22, 2009. A timber
REIT is defined as a REIT more than 50% of the
value of whose assets consist of real property held in
connection with the trade or business of producing
timber.31

2. The Act

The Act increased the limit on TRS ownership to
25% of gross assets, as originally contemplated in the
RMA.32 The rationale for a 25% limit remains the
same today. The dividing line for testing a concentra-
tion on investment real estate in the REIT rules has
long been set at 25%. Notably, the mutual fund rules
continue to use a 25% asset test.33

C. Conforming the Treatment of
Health Care Facilities to Lodging
Facilities

1. Background
Generally, rents received by a REIT from a corpo-

ration in which the REIT owns 10% or more of the
total voting power or total value of the shares of such
corporation are not considered ‘‘rents from real prop-
erty’’ under the so-called ‘‘related party rent rules.’’ 34

However, the RMA included an exception to the re-
lated party rent rule which generally provides that
rents received by a REIT from its taxable REIT sub-
sidiary (TRS) with respect to a qualified lodging fa-
cility leased by the REIT to its TRS shall not be
treated as related party rent, provided the lodging fa-
cility is operated on behalf of the TRS by an eligible
independent contractor.35 The RMA also defined a
TRS in part by excluding a corporation that directly
or indirectly operates or manages a lodging or health
care facility.36

At the time the RMA was adopted, health care
REITs did not receive the treatment accorded lodging
REITs, allowing them to lease their properties to a
TRS, and so health care facilities pre-Act did not
qualify for the RMA exception to the related party
rules. Today, many operators of health care assets, in-
cluding assisted living operators, prefer not to bear the
financial and operating risks of a lessee but instead
want to act solely as an independent operator of the
facilities. As a result, health care REITs determined
that they wanted to be able to structure their opera-
tions to include leases to their TRSs.

2. The Act

a. Generally
Section 3061 of the Act created a rule for health

care facilities that completely parallels the rule apply-
ing to lodging facilities, i.e., a TRS will continue to
be required to use an eligible independent contractor
to manage or operate health care facilities, but fair
market rents collected by a REIT from a lease of a
‘‘qualified health care property,’’ as defined in

28 See S. 1057 and H.R. 1616, introduced in the 106th Con-
gress.

29 Taxpayer Refund and Relief Act of 1999 (vetoed on Sept. 23,
1999).

30 Farm Bill §15314.
31 Farm Bill §15313(b), adding §856(c)(5)(I) to the Code.
32 Housing and Economic Recovery Act §3041. The special

25% rule for TRSs of timber REITs is made permanent since tim-
ber REITs are treated as other REITs for purposes of these provi-
sions.

33 §851(b)(3)(B).

34 §856(d)(2)(B).
35 §856(d)(8)(B).
36 §856(l)(3)(A).
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§856(e)(6)(D)(i),37 to its TRS will now be qualified
rental income under the REIT tests.38

The Act also provided some helpful clarifications of
prior law. First, it clarified that a TRS will not be con-
sidered to be operating or managing a qualified health
care facility or qualified lodging facility merely be-
cause the TRS possesses a license enabling it to do so,
provided that an eligible independent contractor in
fact operates the facility.39 For example, a TRS will
not be deemed the operator of a qualified lodging fa-
cility if the TRS merely obtains a liquor license for a
restaurant on the premises that is operated by an inde-
pendent contractor.

Second, the Act clarified that a TRS will not violate
the prohibition of operating a qualified lodging or
health care facility located outside the United States if
it employs individuals working at such facility, so
long as an eligible independent contractor is respon-
sible for the daily supervision and direction of such
individuals on behalf of the TRS pursuant to a man-
agement agreement or similar service contract.40

b. Effective Dates

These provisions are effective for taxable years be-
ginning after the date of enactment (i.e., July 30,
2008).41

D. Foreign Currency Gains and
Hedging Income

1. Foreign Currency Gains

a. Relevant REIT Rules
In general, federal tax law requires that a REIT

meet specific tests regarding the composition of its
gross income and assets, and satisfy a whole host of
requirements designed to ensure that it is a long-term
investor in mainly real estate-related assets.42 Failure
to meet the income and asset tests can result in loss of
REIT status, although with the enactment of the REIT
Improvement Act (RIA) in 2004,43 it may be possible
for a REIT to pay a monetary penalty and bring itself
into compliance in order to avoid such a result if the
REIT can demonstrate reasonable cause for such fail-
ure.

i. REIT Income Tests
For example, at least 75% of the gross income of a

REIT annually must consist of real-estate-related in-
come, including: rents from real property; income
from the sale or exchange of real property (including
interests in real property) that is not stock in trade, in-
ventory, or held by the taxpayer primarily for sale to
customers in the ordinary course of its trade or busi-
ness; interest on mortgages secured by real property
or interests in real property; and certain income from
foreclosure property (75% Income).44 Additionally, at
least 95% of the gross income of a REIT annually
must consist of 75% Income and other passive, non-
real estate related sources of income, like interest and
dividends (95% Income).45

ii. REIT Asset Tests
Another category of these statutory tests applicable

to REITs is the asset tests described in §856(c)(4) (the
Asset Tests). In particular, at the close of each calen-
dar quarter, at least 75% of the value of a REIT’s as-
sets must be represented by real estate assets, cash
and cash items (including receivables), and govern-
ment securities (the Real Estate Assets).46

For purposes of these Asset Tests, §856(c)(4) also
provides that a REIT that meets these Asset Tests at
the close of any quarter shall not lose its status as a
REIT because of a discrepancy attributable to changes
in the value of its various investments unless such dis-
crepancy exists immediately after the acquisition of

37 Section 856(e)(6)(D)(i) defines ‘‘qualified health care prop-
erty’’ as ‘‘any real property . . . and any personal property incident
to such real property which . . . is a health care facility or . . . is
necessary or incidental to the use of a health care facility.’’ Sec-
tion 856(e)(6)(D)(ii) defines a ‘‘health care facility’’ as a hospital,
nursing facility, assisted living facility, congregate care facility,
qualified continuing care facility, or other licensed facility which
extends medical or nursing or ancillary services to patients, and
which, immediately before the termination, expiration, default, or
breach of the lease of or mortgage secured by such facility, was
operated by a provider of such services which was eligible for par-
ticipation in the medicare program under title XVIII of the Social
Security Act with respect to such facility. We understand that
some practitioners have questioned whether the final clause of
§856(e)(6)(D)(ii), requiring eligibility in the medicare program,
applies to all types of ‘‘health care facilities’’ (i.e., hospitals, nurs-
ing facilities, assisted living facilities, etc.) or only those listed in
the final clause of §856(e)(6)(D)(ii) (i.e., any other licensed facil-
ity which extends medical or nursing or ancillary services to pa-
tients). NAREIT believes that the correct interpretation is the lat-
ter. Thus, for example, a hospital, nursing facility, or assisted liv-
ing facility located outside of the U.S., and therefore, which may
not be operated by a provider eligible for participation in the
medicare program, still may meet the definition of ‘‘qualified
health care property’’ that may be leased by a health care REIT to
its taxable REIT subsidiary under these new provisions.

38 Revised §856(d)(8)(B).
39 Revised §856(d)(8)(B)(i).
40 Revised §856(d)(8)(B)(ii).
41 2008 Housing and Economic Recovery Act §3071(a).

42 See generally §856.
43 The RIA was included in the American Jobs Creation Act of

2004, P.L. 108-357.
44 §856(c)(3).
45 §856(c)(2).
46 §856(c)(4)(A).
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any security or other property and is wholly or partly
the result of such acquisition (the Revaluation
Rule).47 The Asset Tests do not expressly address how
assets are to be valued when assets are denominated
in a foreign currency. Nor do they address specifically
whether foreign currency is cash or a cash item.

iii. Foreclosure Property
In general, under §856(c)(2)(F) and (c)(3)(F), for a

limited period, income and gain from real property
that a REIT has acquired through foreclosure may
qualify as 95% Income and 75% Income so long as
the property meets the definition of foreclosure prop-
erty under §856(e). Section 857(b)(4)(A) imposes a
corporate-level tax at the highest corporate tax rate on
a REIT’s net income from foreclosure property over
deductions attributable to that property to the extent
that income does not constitute qualifying 75% In-
come (other than through application of
§856(c)(3)(F)).

iv. Tax on Prohibited Transactions
Section 857(b)(6) imposes a 100% ‘‘prohibited

transactions’’ tax on REITs with respect to gains from
sales of property held as inventory (dealer sales).

b. Issues Applicable to Overseas Investment under
Pre-RIDEA Law

The IRS has acknowledged since 1974 48 that al-
though a REIT must be taxable as a domestic corpo-
ration, it is permitted to invest in foreign real estate
provided that it satisfies the general REIT require-
ments of the Code. With that said, prior to the enact-
ment of RIDEA, Congress had only implicitly ap-
proved of investment by REITs in foreign real estate.

Over the past decade, more and more REITs have
been investing in overseas real estate, typically by
making investments directly or through subsidiary en-
tities in the applicable foreign currency of the respec-
tive foreign jurisdiction. Foreign investment impli-
cates §§985 through 989 of the Code, which govern
the federal tax treatment applicable to a taxpayer’s
business or investment activity using a currency other
than the taxpayer’s functional currency (a ‘‘nonfunc-
tional currency’’). In general, §985 provides that all
determinations for Federal income tax purposes are
made in the taxpayer’s ‘‘functional currency.’’

Section 985(b)(1)(B) defines functional currency as
the dollar except in the case of a qualified business
unit (QBU), in which case the functional currency is
‘‘the currency of the economic environment in which
a significant part of such unit’s activities are con-
ducted and which is used by such unit in keeping its

books and records.’’ Section 989(a) defines a QBU as
any separate and clearly identified unit of a trade or
business of a taxpayer that maintains separate books
and records — essentially a branch or division of the
taxpayer. Regs. §1.985-1(b)(1)(iii) states that, except
as otherwise provided by ruling or administrative pro-
nouncement, the dollar shall be the functional cur-
rency of a QBU that has the United States as its resi-
dence as defined in §988(a)(3)(B).

Foreign investment in a currency other than the
U.S. dollar (or, more broadly, currency other than the
functional currency of the investor) may result in the
recognition of foreign exchange gain or loss under
§987 or §988, depending on the type of activity
and/or the entity conducting the activity, as further de-
scribed below. Because foreign currency gain was not
explicitly included in the definition of 95% Income
and 75% Income, REITs investing overseas faced un-
certainty at best and disqualification at worst to the
extent they might realize foreign currency gains from
their activities. To avoid recognition of §§987 and 988
gains from foreign investment, many REITs sought
and obtained private rulings from the IRS allowing
them to form ‘‘subsidiary REITs’’ whose functional
currency would be that of the local foreign jurisdic-
tion, rather than the U.S. dollar.49 However, the sub-
sidiary REIT structure was administratively cumber-
some, difficult to explain to investors, and never fully
addressed the underlying problem of a REIT or its
subsidiary’s recognizing foreign currency gain. Fur-
thermore, these private letter rulings may be relied
upon only by the taxpayer to whom they were issued.
i. Section 988 Transactions

Section 988 requires that foreign exchange gains be
recognized in connection with certain specified trans-
actions. The transactions covered by §988 include: 1)
the acquisition of or becoming the obligor under a
debt instrument denominated in foreign currency (a
§988 Lending Transaction) (e.g., a loan by or to a
U.S.-based REIT denominated in Euros); 2) the ac-
crual of an item of expense or gross income denomi-
nated in foreign currency that is to be paid or received
after the date on which the item is accrued (a Non-
Functional Currency Accrued Transaction) (e.g., the
accrual of a payment in Euros by a U.S.-based REIT
to a service provider); 3) entering into or acquiring a
forward contract, futures contract, option, or similar
financial instrument; and, 4) the disposition of non-
functional currency (e.g., the exchange of Euros for
U.S. Dollars by a U.S.-based REIT).
ii. Section 987: QBU Remittances

A U.S. taxpayer recognizes an exchange gain or
loss under §987 (‘‘§987 Gain or Loss’’) when it in-

47 §856(c)(4) (flush language).
48 Rev. Rul. 74-191, 1974-1 C.B. 170.

49 See PLRs 200821020, 200550025, 200550017, 200550010,
200519007, 200532015, 200531013, and 200548004.
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vests in foreign property through a QBU that is con-
sidered a branch for federal tax purposes. For this pur-
pose, an entity treated as a disregarded entity or part-
nership for federal tax purposes could be considered a
branch. A §987 Gain (or Loss) occurs when the QBU
remits funds to the U.S. taxpayer. Generally, the mea-
sure of the §987 Gain (or Loss) is the difference be-
tween the current dollar value of the remitted funds
and the dollar value of the remitted funds at the time
such funds were contributed to, or earned by, the
QBU. In other words, the U.S. taxpayer realizes a
§987 Gain when exchange rate on the date of remit-
tance differs from the exchange rate applicable when
funds were contributed to the QBU or the U.S. tax-
payer accounts for its share of the QBU’s income.
iii. Miscellaneous Issues

Pre-Act, there was ambiguity as to whether foreign
currency held in connection with a REIT’s business of
owning foreign property and mortgages on foreign
property could qualify as ‘‘cash.’’ Furthermore, just as
the recognition of foreign currency gains in the course
of a REIT’s normal investing activities created uncer-
tainty in the application of the REIT income tests, it
also could raise issues in connection with the 100%
tax on prohibited transactions (at least on a theoretical
level, to the extent such gains may be realized in con-
nection with the sale of dealer property).
iv. 2007 IRS Guidance

In 2003, NAREIT began a dialogue with the Inter-
nal Revenue Service and the Treasury Department
about how foreign currency gains that a REIT gener-
ates from its overseas operations should be treated un-
der the REIT income tests and how foreign currency
should be treated under the REIT asset tests. The gov-
ernment placed this issue on its priority guidance list
for almost four years until it issued Rev. Rul. 2007-
33 50 and Notice 2007-42.51

The IRS ruled in Rev. Rul. 2007-33 that if §988
currency gain is recognized by a REIT with respect to
an item of income, the §988 gain will constitute 95%
Income and 75% Income, respectively, to the extent
the underlying income so qualifies. Rev. Rul. 2007-33
did not address the treatment of §988 gain when the
REIT is an obligor on a debt instrument (in which
case, it is the REIT’s principal repayment and interest
expense, not any item of income, that is causing the
foreign currency gain) or in connection with a REIT’s
receipt of principal payments on debt instruments that
it holds (again, in which case, there may be no under-
lying income).

The former issue was resolved in the case of a par-
ticular taxpayer by the IRS in PLR 200808024. In

PLR 200808026, the IRS concluded that to the extent
the REIT in the ruling recognizes §988 income on
loans used to acquire assets from which qualifying
REIT income is derived, there is sufficient nexus to
treat that §988 income as qualifying REIT income.
Although PLR 200808024 did not address the issue of
currency gains on a REIT’s receipt of principal pay-
ments from a borrower, presumably the IRS would
apply a similar analysis to treat these gains as quali-
fying income to the extent that they are derived from
assets that generate qualifying REIT income. PLR
200808024 may not be relied upon by other taxpay-
ers. Thus, even after Rev. Rul. 2007-33, both remain-
ing issues are not completely resolved.

In Notice 2007-42, the IRS held that that if a REIT
recognizes §987 currency gains attributable to the re-
patriation of foreign denominated funds by a QBU,
the REIT may apply the principles of http://
www.irs.gov/pub/irs-regs/20827086.pdf proposed
regulations issued September 7, 2006 (requiring that
§987 gains be proportionately attributed to the char-
acter of the underlying assets giving rise to such
gains) (the Proposed §987 Regulations)52 to deter-
mine whether the currency gain is derived from 75%
Income or 95% Income and therefore whether the cur-
rency gain would qualify as such income. The Notice
stated that it could be relied on until the IRS amends
the Proposed §987 Regulations to apply to REITs.
This guidance was labeled ‘‘interim’’ because it was
based on applying the principles of proposed regula-
tions that, by their terms, did not apply to REITs, but
which the IRS planned to amend.

c. The Act

i. Generally
Like the 2007 guidance, the Act addressed the treat-

ment of foreign currency gains for purposes of the
REIT income tests, but it used a different approach by
excluding qualifying gains from the tests altogether
rather than treat them as qualifying income.53 Specifi-
cally, §3031(a) of the Act added new §856(n)(1),
which provides that ‘‘passive foreign exchange gain’’
shall not constitute gross income for purposes of

50 2007-21 I.R.B. 1281.
51 2007-21 I.R.B. 1288.

52 REG-208270-86 (9/7/06). By their terms, these proposed
regulations did not apply to REITs.

53 As noted in footnote 8 above, the original version of RIDEA
would have treated these foreign currency gains as qualifying in-
come, rather than as excluded income, but the final version of
RIDEA was changed in response to inquiries by the Joint Tax
Committee staff, who felt that the exclusionary approach was
more appropriate from a tax policy perspective. The staff believed
that excluding such gains from both the numerator and the de-
nominator of the fraction used to compute the gross income tests
adequately protected REITs from disqualification, without increas-
ing the amount of income which could be accommodated in the
non-qualifying ‘‘basket.’’
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§856(c)(2) (i.e., 95% Income), and that ‘‘real estate
foreign exchange gain’’ shall not constitute gross in-
come for purposes of §856(c)(3) (i.e., 75% Income).
As discussed in IV, D, 2, below, the Act also modified
the REIT hedging rules contained in §856(c)(5)(G) to
encompass more comprehensively foreign currency
gains derived from risk management transactions.

Real estate foreign exchange gain is defined as for-
eign currency gain (as defined in §988(b)(1)) that is
attributable to: 1) any item of 75% Income; 2) the ac-
quisition or ownership of obligations secured by mort-
gages on real property or interests in real property; or,
3) becoming or being the obligor under obligations
secured by mortgages on real property or on interests
in real property.54 Real estate foreign exchange gain
also includes §987 gain attributable to a QBU of the
REIT if the QBU itself meets the 75% income test for
the taxable year, and meets the 75% asset test at the
close of each quarter of the REIT that has directly or
indirectly held the QBU.55 The QBU is not required
to meet the 95% income test in order for this §987
gain exclusion to apply. Real estate foreign exchange
gain also includes any other foreign currency gain as
determined by the Secretary of the Treasury.56

Passive foreign exchange gain includes all real es-
tate foreign exchange gain, and in addition includes
foreign currency gain which is attributable to: 1) any
item of 95% Income; 2) the acquisition or ownership
of obligations; 3) becoming or being the obligor un-
der obligations; and, 4) any other foreign currency
gain as determined by the Secretary of the Treasury.57

Notwithstanding the foregoing rules, except in the
case of certain income that is excluded under the
amended hedging rules of §856(c)(5)(G), any §988
gain derived from engaging in dealing, or substantial
and regular trading, in securities (as defined in
§475(c)(2)) will constitute non-qualifying gross in-
come.58

Importantly, the Joint Tax Committee emphasized
that in the case of §988 transactions, the Act treats
only §988 gains directly attributable to qualifying
REIT income as either real estate foreign exchange
gain or passive foreign exchange gain. Section 988
gains that are only indirectly related to qualifying
REIT income do not constitute qualifying income. For
example,

foreign currency gain attributable to exchange
rate fluctuations between the time of the ac-
crual of interest income on a foreign-currency

denominated obligation secured by a mort-
gage on real property and the time of pay-
ment, would constitute excluded income for
purposes of both the 75-percent and 95-
percent income tests. However, any additional
foreign currency gain arising from subsequent
disposition of the foreign currency received
upon payment of the accrued interest would
be attributable to holding the foreign currency
after its receipt and would not constitute ex-
cluded income under either test; rather it
would be non-qualifying income.59

Similarly, while the Act treats §987 gains from a
QBU that meets the applicable REIT income and as-
set tests as real estate foreign exchange gain, any for-
eign currency gain that arises after the remittances
from the QBU would not constitute qualifying REIT
income.60

ii. Effect on 2007 IRS Guidance
The Joint Committee on Taxation noted that the

Act’s approach of excluding ‘‘qualified’’ foreign cur-
rency gains from the REIT gross income tests differs
from the Rev. Rul. 2007-33 approach of treating such
‘‘qualified’’ foreign currency gains as qualified REIT
gross income. The Joint Committee on Taxation also
noted that the Act went beyond the holding in Rev.
Rul. 2007-33:

The effect of these rules is to change the re-
sult of Rev. Rul. 2007-33 in the case of for-
eign currency gain attributable to an item of
REIT income that qualifies under §856(c)(2)
and §856(c)(3), respectively, because the pro-
vision excludes such gain (solely for purposes
of the relevant income test) rather than treat-
ing such gain as qualified income for pur-
poses of that test. The provision in addition
excludes foreign currency gain attributable to
principal payments received on certain REIT
assets, or to principal or interest payments
with respect to certain liabilities of a REIT,
situations not addressed in the revenue rul-
ing.61

Similarly, the Joint Tax Committee noted that
‘‘[t]he rules of the provision also supersede Notice

54 §856(n).
55 §856(n)(2)(B).
56 §856(n)(2)(C).
57 §856(n)(3).
58 §856(n)(4).

59 Joint Committee on Taxation, Technical Explanation of Divi-
sion C of H.R. 3221, the ‘‘Housing Assistance Tax Act of 2008,’’
(JCX-63-08), July 23, 2008, at 45.

60 Id.
61 Joint Committee on Taxation, Technical Explanation of Divi-

sion C of H.R. 3221, the ‘‘Housing Assistance Tax Act of 2008,’’
(JCX-63-08), July 23, 2008, at 44.
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2007-42 in the case of remittances from a QBU that
uses a functional currency other than the dollar.’’ 62

So long as the QBU meets the quarterly assets tests
and the 75% Income test for a taxable year, the new
provisions exclude from the REIT income tests §987
gain on a remittance from the QBU to the REIT, and
no tracing-type rules with respect to such §987 gain
are imposed, as would have been the case under No-
tice 2007-42. The Joint Tax Committee then noted
that ‘‘[i]t is expected that the Treasury Department
will use its regulatory authority63 to provide appropri-
ate rules with respect to the treatment of §987 cur-
rency gain for purposes of the REIT gross income
tests if a QBU does not meet the requirements of the
provision.’’ 64

iii. Conforming Changes to Asset Test
Furthermore, the Act made certain changes to the

REIT asset tests with respect to foreign currency. Spe-
cifically, Section 3032(a) of the Act modified
§856(c)(4)(B) (flush language), which provides that a
REIT will not fail the asset tests solely because of a
discrepancy due to variations in value that are not at-
tributable to the acquisition of investments. The Act
clarified this rule to include discrepancies caused by
changes in foreign currency exchange rates used to
value foreign assets.

Section 3032(b) of the Act also clarified the defini-
tion of the term ‘‘cash’’ in §856(c)(5)(K) (added by
Act §3031(c)) to include foreign currency if the REIT
or its QBU uses such foreign currency as its func-
tional currency and ‘‘to the extent that such foreign
currency is held for use in the normal course of the
activities of the [REIT or QBU] which give rise to
[95% Income or 75% Income] or are directly related
to acquiring or holding [qualifying REIT] assets’’ and
is not held in connection with a trade or business of
trading or dealing in securities (as defined in
§475(c)(2)).65

iv. Other Conforming Changes: Foreclosure Property
Income and Prohibited Transactions Net Income

Additionally, the Act provided that net income from
foreclosure property under §857(b)(4)(B) also in-
cludes foreign currency gain that is attributable to oth-
erwise permitted foreclosure property income.66 Fi-
nally, the Act amended §857(b)(6)(B)(i) so that for-
eign currency gain under §988(b)(1) or loss under

§988(b)(2) that is attributable to a prohibited transac-
tion 67 is taken into account in determining the
amount of prohibited transaction net income subject
to the 100% prohibited transactions tax.

v. Effective Dates
The changes made by §3031(a) of the Act (exclud-

ing passive foreign exchange gain and real estate for-
eign exchange gain from 75% Income and 95% In-
come) apply to gains and items of income recognized
after July 30, 2008.68 The changes made by §3031(c)
of the Act (allowing the IRS to exclude income from
the 95% and 75% Income tests) similarly are effective
for gains and items of income recognized after July
30, 2008.69

The changes to the asset test made by §3032 of the
Act apply to taxable years beginning after July 30,
2008.70

The changes made by §3033(a) (relating to foreign
currency gains attributable to foreclosure property in-
come) apply to gains recognized after July 30, 2008.71

Finally, the changes made by §3033(b) (relating to
foreign currency gains attributable to a prohibited
transaction) apply to gains and deductions recognized
after July 30, 2008.72

2. Hedging

a. Background
Under pre-RIDEA law, §856(c)(5)(G) generally

provided that income from a hedging transaction that
is clearly identified is not considered 95% Income to
the extent that the transaction hedges any indebted-
ness incurred or to be incurred to acquire or carry real
estate assets. For this purpose, a hedging transaction
is one defined in §1221(b)(2)(A)(ii) or (iii) that is
clearly identified under §1221(a)(7). Regs. §1.1221-2
contains a procedure for ‘‘clearly identifying’’ hedg-
ing transactions under §1221(b)(2)(A) (generally, the
same day as entered into), as well as curative provi-
sions when there is a failure to identify such transac-
tions due to inadvertent error.

b. The Act

i. Exclusion from Both 75% Income and 95% Income
Section 3031(b) of the Act expanded §856(c)(5)(G)

so that income from a hedging transaction as defined
in §1221(b)(2)(A)(ii) or (iii), which is clearly identi-
fied pursuant to §1221(a)(7), is excluded not only

62 Id.
63 Section 989(c) grants the IRS authority to issue regulations

under the foreign currency provisions of §§985-989.
64 Joint Committee on Taxation, Technical Explanation of Divi-

sion C of H.R. 3221, the ‘‘Housing Assistance Tax Act of 2008,’’
(JCX-63-08), July 23, 2008, at 45.

65 §856(c)(5)(K)(i) and (ii).
66 2008 Housing and Economic Recovery Act §3033(a).

67 2008 Housing and Economic Recovery Act §3033(b).
68 2008 Housing and Economic Recovery Act §3071(b)(1).
69 Id.
70 2008 Housing and Economic Recovery Act §3071(a).
71 2008 Housing and Economic Recovery Act §3071(c)(1).
72 2008 Housing and Economic Recovery Act §3071(c)(2).
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from being 95% Income, but also from being 75% In-
come.

ii. Expanded Definition of Hedging

Section 3031(b) of the Act also added
§856(c)(5)(G)(ii) (and redesignated pre-RIDEA
§856(c)(5)(G), as modified above, as
§856(c)(5)(G)(i)). This new §856(c)(5)(G)(ii) gener-
ally excludes from gross income, for purposes of both
REIT gross income tests, the income from an addi-
tional type of hedging transaction. Specifically, in-
come from hedging transactions entered into prima-
rily to manage the risk of currency fluctuations with
respect to any item of income or gain that would be
75% Income or 95% Income (or any property which
generates such income or gain) is excluded from gross
income for purposes of the REIT gross income tests.
This income is only excluded if the transaction is
clearly identified as such before the close of the day
on which the transaction was acquired, originated, or
entered into (or such other time as the Secretary may
prescribe).73

The modified REIT hedging rule in
§856(c)(5)(G)(ii) applies to foreign currency risk
management transactions that are not covered by
§1221(b)(2)(A)’s definition of a ‘‘hedging transac-
tion.’’ While §1221(b)(2)(A) is limited to transactions
that manage risks with respect to ordinary property
held or to be held by the taxpayer, borrowings made
or to be made by the taxpayer, or ordinary obligations
incurred or to be incurred by the taxpayer,
§856(c)(5)(G)(ii) covers foreign currency risk man-
agement transactions with respect to items of income
or gain and capital assets that generate such items of
income or gain. For example, §856(c)(5)(G)(ii) could
apply to foreign currency derivative contracts that are
used to hedge foreign currency risk associated with
foreign currency-denominated debt instruments held
by a REIT.

Although the Act added §856(n)(4), which gener-
ally provides that any §988 gain derived from engag-
ing in dealing, or substantial and regular trading, in
securities (as defined in §475(c)(2)) will constitute
non-qualifying REIT income for purposes of the
REIT gross income tests,74 this limitation does not ap-

ply to income that does not constitute gross income by
reason of §856(c)(5)(G) (as amended by the Act).75

iii. Effective Date
Section 3031(b) of the Act’s modification to the

REIT hedging rules applies to transactions entered
into after July 30, 2008.76

iv. Guidance Requested on ‘‘Clearly Identifying’’
under New §856(c)(5)(G)(ii)

As noted above, Regs. §1.1221-2 contains a proce-
dure for ‘‘clearly identifying’’ hedging transactions
under §1221(b)(2)(A), as well as curative provisions
when there is a failure to identify such transactions
due to inadvertent error. However, these regulations
do not appear to apply to transactions encompassed
by §856(c)(5)(G)(ii), which also are required to be
‘‘clearly identified as such before the close of the day
on which . . . acquired, originated, or entered into (or
such other time as the Secretary may prescribe).’’ 77

For this reason, on August 13, 2008, NAREIT sub-
mitted a letter to the IRS and Treasury Department,
requesting guidance under H.R. 3221 in order to com-
ply with the requirement in §856(c)(5)(G)(ii) that a
transaction described therein be clearly identified in a
timely manner and to determine the consequences of
an inadvertent failure to properly identify a transac-
tion. Because the statutory language in
§856(c)(5)(G)(ii) closely resembles that in
§1221(a)(7), it seems that the principles of the §1221
hedging regulations generally may be appropriate for
application to foreign currency risk management
transactions that are covered by §856(c)(5)(G)(ii) but
that are not ‘‘hedging transactions’’ under
§1221(b)(2)(A).

As noted above, in connection with the modified
hedging rule contained in §856(c)(5)(G)(i) (limited to
hedging transactions as defined in §1221(b)(2)(A)(ii)
or (iii), and specifically requiring that such transac-
tions be clearly identified pursuant to §1221(a)(7)),
the hedging regulations under §1221 contain a cura-
tive provision in cases when there is a failure to iden-
tify a hedging transaction due to inadvertent error.78

However, this provision technically does not treat an
inadvertent failure to identify as a clear identification
under §1221(a)(7). Instead, it provides for the same
tax consequences as a clearly identified hedging trans-
action (i.e., treatment of gain or loss from a transac-
tion as ordinary income or loss).

Some practitioners have raised the issue as to
whether the clear identification requirement in

73 In the case of foreign currency risk management transactions,
the exclusion of such income from 95% and 75% Income gener-
ally seems to correspond to the treatment of real estate foreign ex-
change gains and passive foreign exchange gains for purposes of
these tests, so the significance of applying the modified REIT
hedging rule to income from foreign currency risk management
transactions may be limited.

74 2008 Housing and Economic Recovery Act §3031(a)(4),
adding §856(n)(4) to the Code.

75 Id.
76 2008 Housing and Economic Recovery Act §3071(b)(2).
77 §856(c)(5)(G)(ii).
78 Regs. §1.1221-2(g)(2)(ii).
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§856(c)(5)(G)(i) could be interpreted as not encom-
passing the curative provisions under the §1221 regu-
lations. Consequently, NAREIT requested that guid-
ance be issued to clarify that §856(c)(5)(G)(i) (and
presumably §856(c)(5)(G)(ii)) applies to hedging
transactions to which the curative provisions of the
§1221 hedging regulations apply.

E. Other Qualified Activities

1. Background
Questions have arisen because certain types of in-

come are not described specifically as 95% Income or
75% Income, and, accordingly, if the REIT were to
earn a substantial amount of these types of income,
the REIT could jeopardize its REIT status — even
though these types of income may be directly attribut-
able to the REIT’s business of owning and operating
investment real estate. Examples include: foreign cur-
rency gains as discussed above, subpart F income un-
der §952, amounts attributable to recoveries in settle-
ment of litigation, and ‘‘break-up fees’’ attributable to
a failure to consummate a merger with another REIT.

In a number of cases, the IRS has issued a private
letter ruling to a specific taxpayer holding that the par-
ticular type of income should be considered either
qualifying income or should be ignored for purposes
of the REIT rules.79 In addition, the IRS has issued
several private letter rulings that partly address the
foreign currency issue through the complicated and
burdensome use of ‘‘subsidiary REITs.’’ 80 Unfortu-
nately, these rulings cannot be relied on by other tax-
payers and in any event do not cover all circum-
stances.

2. The Act
The Act added §856(c)(5)(J), expressly providing

the Department of the Treasury the authority to issue
guidance on whether other items of income either
qualify as 75% Income or 95% Income or to provide
that other items of income are not taken into account
in computing the 75% and 95% income tests. Legis-
lative history 81 suggests that the IRS should use these
provisions to issue guidance concluding that
dividend-like income items, such as Subpart F income
and income derived from an investment in a passive
foreign investment company, should either be consid-

ered qualifying REIT income or income that is not
taken into account for purposes of the gross income
tests.

On August 13, 2008, NAREIT submitted a letter to
the IRS and Treasury Department requesting guidance
that addresses these issues raised in the legislative his-
tory. The 2008-09 IRS Priority Guidance Plan, re-
leased on September 10, 2008, includes an item relat-
ing to the Housing Tax Assistance Act of 2008, the tax
title of H.R. 3221. NAREIT is hopeful that the IRS
will address these issues in the foreseeable future.

V. REMAINING RIDEA ISSUE:
FOREIGN REIT

A. Background
The number of countries that have adopted REIT-

like legislation this past decade has greatly grown. Es-
pecially notable, U.K., German and Italian REIT laws
went into effect in 2007, with Finland, South Africa,
Spain and other countries expected to follow suit
within the next year. Even developing countries like
India have floated the concept of REIT-like legisla-
tion. Although the Code treats stock in a U.S. REIT
as a real estate asset (so that it is a qualified asset that
generates qualifying income), current law does not af-
ford the same treatment to the stock of non-U.S.
REITs.

In the future, a U.S. REIT may decide to invest in
another country through a REIT organized in that
country. Under current rules, a company could lose its
status as a U.S. REIT if it owns more than 10% of the
foreign REIT’s securities, even though the foreign
company looks and acts like a U.S. REIT.82 NAREIT
believes that a U.S. REIT should not be discouraged
from investing in an entity that engages in the same
activities that a U.S. REIT is allowed to undertake if
it invests directly in another country.

B. RIDEA
RIDEA would have treated stock in a listed foreign

REIT as real estate for purposes of the U.S. REIT
tests if, under the rules and practices of another coun-
try: 1) at least 75% of the company’s assets must be
invested in real estate assets; 2) the non-U.S. REIT ei-
ther receives a dividends paid deduction or is exempt
from corporate-level tax; and 3) the non-U.S. REIT is

79 See, e.g., PLRs 200726002 (goodwill gain), 200614024,
200528004 (refunded state tax credits), 200414025 (guarantor
substitution payment), 200127024 (merger and acquisition
break-up fee), 200115023 (gross income from §481 adjustment),
200039027, and 9636014 (litigation settlement fees).

80 See footnote 49 above and the accompanying text.
81 153 Cong. Rec. E384 (Daily Digest, Remarks of Representa-

tive Joseph Crowley, Feb. 16, 2007).

82 See §856(c)(4)(B)(iii)(II) and (III). However, the U.S. REIT
can elect TRS status with the foreign REIT, and thereby preserve
U.S. REIT qualification for itself. §§856(c)(4) and 856(l).
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required to distribute at least 85% 83 of its taxable in-
come to shareholders on an annual basis. The Trea-
sury Department would have been tasked with the re-
sponsibility of issuing guidance as to which countries’
laws satisfied these requirements.

C. Outlook

The RIDEA foreign REIT provisions were not in-
cluded in the Act, primarily for budget reasons.
NAREIT is expected to continue to work with policy-
makers to include such provisions in future tax legis-
lation.83 The 85% threshold was selected to accommodate the rules

for French REITs.

Tax Management Real Estate Journal
14 � 2008 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.

ISSN 8755-0628


	REITs Empowered

