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by David Lee, Washington National Tax* 

Take the time to familiarize yourself with tax guidance projects that are on the horizon for real 
estate investment trusts (“REITs”).  

 

Treasury and the IRS traditionally publish and update a so-called priority guidance plan (the “Plan”) to 
identify and prioritize tax issues to be addressed through the issuance of regulations, revenue rulings, 
revenue procedures, and other published administrative guidance. The Plan lists guidance projects that 
Treasury and the IRS intend to actively pursue as priorities during a particular fiscal year (from July 1 
through June 30). Often, these projects are based on recommendations submitted (in response to 
government request) by experienced tax practitioners who want clarity on ambiguous issues 
encountered while applying specific tax laws. Thus, these projects are of particular interest to taxpayers 
and their tax advisors facing similar situations.  

The 2019-2020 Plan was released on October 9, 2019. In addition to projects concerning tax reform 
provisions, such as deductibility of business interest and related-party payments in hybrid transactions 
or with hybrid entities, and the definition of “real property” for purposes of a like-kind exchange, the 
following projects are specifically applicable to real estate investment trusts (“REITs”): 

 Guidance regarding application of the cure provisions under section 851(i)1 for regulated 
investment companies (“RICs”) and section 856(c)(7) and (g)(5) for REITs 

                                                        
 
 
* David Lee is a member of the REIT Services team and a partner in the Passthroughs group of Washington National Tax. 
1  Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
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 Regulations on check-the-box rules for REITs and RICs  

 Revising section 1.337(d)-7 regulations regarding the treatment of certain foreign corporations 

 Guidance clarifying the definition of income in section 856(c)(3) for purposes of the REIT 
qualification tests 

Cure Provisions 

To qualify and maintain its status as a REIT, an entity must satisfy certain REIT organizational, income, 
asset, and distribution requirements. In 1976, Congress recognized that it would not be appropriate to 
disqualify a REIT, which would adversely affect the interests of REIT public shareholders, when the 
REIT failed to meet one requirement after making a good faith, reasonable effort to comply. To this end, 
pursuant to section 856(c)(6) (enacted in 1976 as section 856(c)(7) and amended in 1997 and 2004), a 
REIT’s failure to meet an income source requirement will not disqualify the REIT if the failure is due to 
reasonable cause and not due to willful neglect (and if certain reporting requirements are also satisfied). 
In 1981, Treasury and the IRS promulgated the section 1.856-7(c) regulations to carry out the purposes 
of the income failure relief: “The failure to meet the [income tests] will be considered due to reasonable 
cause and not due to willful neglect if the real estate investment trust exercised ordinary business care 
and prudence in attempting to satisfy the requirements,” and “Such care and prudence must be 
exercised at the time each transaction is entered into by the trust.” 

It is worth noting that in 1976 Congress also passed section 856(g)(3) to prohibit an entity whose REIT 
election is revoked or terminated—due to a failure to meet a qualification requirement or purposely—
from re-electing REIT status for a total of five years. However, for the same reasons as then-section 
856(c)(7), the re-election prohibition would not apply pursuant to section 856(g)(4) if, among other 
things, the REIT could demonstrate that the failure was due to reasonable cause and not due to willful 
neglect, the same standard found in then-section 856(c)(7). 

In 2004, Congress expanded the income failure relief to apply also to organizational and asset test 
failures. Specifically, pursuant to section 856(c)(7) or 856(g)(5), if a REIT fails to meet an asset holding 
requirement (other than a de minimis failure) or an organizational requirement, it is not treated as failing 
such requirement if the failure is due to reasonable cause and not due to willful neglect. According to 
the legislative history accompanying the American Jobs Creation Act of 2004, the amendment 
“conforms the reporting and reasonable cause standards for failure to meet the income tests to the new 
asset test standards.” The legislative history also explained “[t]he Committee also believes it is 
desirable to provide rules under which a REIT that inadvertently fails to meet certain REIT qualification 
requirements can correct such failure without losing REIT status.”  

There has been no guidance issued concerning the reasonable cause standard for purposes of 
sections 856(c)(7) and 856(g)(5). The guidance project likely will address the meaning of “due to 
reasonable cause and not due to willful neglect” for section 856(c)(7) and 856(g)(5) purposes. Once 
published, the guidance hopefully will enable REITs and their advisors to invoke the relevant provision 
to cure an inadvertent failure by self-reporting and self-assessing without facing the uncertainty. 
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Checking-the-Box 

Section 856(a)(3) requires a REIT be taxable as a domestic corporation (but for the provisions of the 
REIT rules). Section 301.7701-3(a) allows a business entity that is not classified as a corporation 
(referred to as an eligible entity) to elect its classification for U.S. federal tax purposes (referred to as 
checking-the-box or CTB). An eligible entity with at least two members can elect to be classified as 
either an association (and thus a corporation) or a partnership, and an eligible entity with a single owner 
can elect to be classified as an association or to be disregarded as an entity separate from its owner. 
This CTB election is made on Form 8832, Entity Classification Election, and is subject to various rules. 
For example, the effective date of the elected classification generally cannot be more than 75 days prior 
to the date the election is filed, unless the eligible entity is requesting late election relief under Revenue 
Procedure 2009-41. Also, if the effective date of the elected classification is prior to the time the form is 
filed, section 301.7701-3(c)(2)(ii) requires each person who was an owner between the date the 
election is to be effective and the date the election is filed, and who is not an owner at the time the 
election is filed, to sign the form. 

In response to a 1996 Nareit request, Treasury and the IRS provide a deemed election rule for an entity 
electing the REIT status. Specifically, section 301.7701-3(c)(1)(v)(B) provides “[a]n eligible entity that 
files an election under section 856(c)(1) to be treated as a real estate investment trust is treated as 
having made an election under this section to be classified as an association,” and “[s]uch [CTB] 
election will be effective as of the first day the entity is treated as a real estate investment trust.” This 
means that an eligible entity can literally wait until April 15 of Year 2 to decide whether it wants to be a 
REIT for Year 1 assuming that it has at least 100 owners by January 30 of Year 2. That is, the CTB 
election can be retroactive up to 469 or 470 days instead of 75 days if a Form 8832 is filed. This can be 
particularly helpful when an eligible entity is interested in becoming a REIT (1) but is uncertain whether 
it can meet the qualification requirements for a given year, or (2) may need to delay the REIT election 
for other reasons.  

For a variety of reasons, tax advisors may prefer to file Forms 8832. For example, because the deemed 
CTB is effective as of the REIT effective date, an eligible entity, whose default classification is either a 
partnership or a disregarded entity, will be taxed as a corporation only when it qualifies as a REIT. This 
contingency is risky for a foreign investor that desires absolutely no commercial activities in the United 
States and seeks certainty that it is investing in a corporate-blocker vehicle rather than a flow-through 
entity. Also, it is not clear whether an eligible entity making this deemed CTB election (by electing the 
REIT status) can specify a desired effective date (similar to Form 8832), if it derives significant 
nonqualifying income or its organizational document does not strictly comply with a particular 
requirement prior to the intended effective date.  

It is worth noting that in Chief Counsel Advice 201446019, which supplemented Chief Counsel Advice 
201441014, the IRS addressed a situation in which the taxpayer acquired from a failed bank the sole 
member interest of a limited liability company (“Bank LLC”) and caused Bank LLC to elect the REIT 
status for the year in which the acquisition closed. As the result of the REIT election and the deemed 
CTB, Bank LLC was treated as a regarded entity for U.S. federal tax purposes retroactively to its  
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formation date, which was six months prior to the taxpayer’s acquisition. As described in the Chief 
Counsel Advice, the taxpayer acquired the failed bank’s assets and deposit liabilities, including Bank 
LLC, which was formed by the failed bank six months prior to taxpayer’s acquisition. The failed bank 
formed and transferred to Bank LLC certain REMIC securities with built-in losses. Clearly, the IRS did 
not like the result, i.e., fair market value basis in the interest of Bank LLC but built-in losses inside Bank 
LLC. The IRS concluded that if the REIT election were effective as of the date of Bank LLC’s formation, 
the deemed contribution would not satisfy the “control” requirement in section 351(a). Thus, Bank LLC’s 
basis in the REMIC securities immediately after the deemed contribution upon the CTB would be 
marked to market (without the built-in losses) according to the IRS. Many have questioned the IRS’s 
reasoning because as of Bank LLC’s formation date, the failed bank had not entered into the 
agreement with the taxpayer. 

In a letter to Treasury and the IRS, the Investment Company Institute requested deemed election 
treatment for an eligible entity electing to be treated as a RIC, i.e., similar to section 301.7701-
3(c)(1)(v)(B) for a REIT. According to RegInfo.gov, a website maintained by the Office of Management 
and Budget (OMB) and the General Services Administration (GSA), this regulation project is to extend 
the deemed CTB election to an entity making the RIC election. Additionally, the website explains that 
this regulation project will “restrict” REIT CTB election “after certain entity sales.” Thus, it seems that the 
transaction addressed by the IRS in Chief Counsel Advice 201446019 might have something to do with 
this project.  

Built-in-Gain and Foreign Corporation 

Congress passed section 337(d)(1), directing Treasury to issue regulations to prevent circumventing 
the repeal of the General Utilities doctrine through the use of certain entities, such as a RIC, REIT, or 
tax-exempt. Pursuant to this authority, Treasury and the IRS published final regulations under section 
1.337(d)-7 providing that if property owned by a C corporation becomes the property of a REIT (1) as a 
result of the C corporation’s REIT election or the C corporation’s transfer of property, and (2) to the 
extent gain or loss is not otherwise recognized, section 1374 treatment will apply. That is, if the 
converted property is disposed of within five years, a corporate level tax may be imposed. For this 
purpose, a C corporation means a corporation that is not an S corporation, REIT, or RIC but does not 
specifically exclude a foreign corporation that owns no U.S. property. Thus, if a REIT acquires all 
outstanding shares of a foreign corporation, which is deemed liquidated into the REIT under section 
332 due to the qualified REIT subsidiary status, the foreign corporation’s property (acquired by the 
REIT) would be subject to section 1374 treatment. This is so even if the disposition of the property by 
the foreign corporation would not have been subject to U.S. taxation, i.e., no circumventing the repeal 
of the General Utilities doctrine.  

It is possible that this regulation project would consider circumstances under which a foreign 
corporation may be excluded from being considered a C corporation for purposes of section 1.337(d)-7, 
similar to certain tax-exempt organizations. Otherwise, REITs will need to explore alternatives to trigger 
gains in connection with the acquisition of foreign assets when those gains would not be subject to 
U.S. taxation, e.g., making a deemed sale election or causing a conversion of a foreign corporation to a 
foreign disregarded entity by the seller. 
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75-Percent Qualifying Income 

Generally, a REIT must derive at least 75 percent of its gross income annually from real estate related 
sources, including rents from real property. Since its original enactment in 1960, the rules concerning 
rents from real property have been modified and updated several times, including allowing a REIT to 
perform certain customary property management activities and to form a TRS to furnish tenant 
services. However, the current regulations concerning rents from real property have not been updated 
since 1981 and say very little about what constitutes rents—other than providing that the term “rents 
from real property” means “gross amounts received for the use of, or the right to use, real property.” 
Thus, the current regulations seem grossly inadequate for non-traditional real property, which may be 
used concurrently, or modern business models, which may involve shorter or flexible terms or no 
physical possession of the property in question. 

This has led to REIT advisors looking elsewhere for guidance (including, but not limited to, sections 469 
and 7701(e)(1)) and requesting rulings from the IRS for certainty. To this end, the IRS has privately 
addressed operations of cold storage facilities, record storage facilities, and dry dock storage facilities 
where users are not allowed to enter the facilities nor allocated specifically identified spots. The IRS has 
also considered in letter rulings arrangements under which properties are concurrently used by multiple 
users based on reserved capacity or dedicated frequency.  

In August 2014, Treasury and the IRS added this project to the 2014-2015 Plan. At Nareit’s 2016 Law & 
Accounting Conference, an IRS official explained that this project would focus mainly on defining “good” 
rents from real property. Earlier in 2014, another IRS official stated “[w]e thought that the definition of 
income for REIT purposes should also be updated." Hopefully, this project would include useful rules 
that can be applied to modern business models and non-traditional “real property” classes. 
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