7882. How is a shareholder (or beneficiary) in a real estate investment trust taxed?

A real estate investment trust (REIT) invests principally in real estate and mortgages. Shareholders (or holders of beneficial interests) in real estate investment trusts are taxed like shareholders in regular corporations (Q 7501 to Q 7536) unless the REIT distributes at least 90 percent of its real estate investment trust taxable income.
 If the required distribution is made, the taxation is similar to that of mutual fund shareholders.
Ordinary income dividends. Under JGTRRA 2003, qualified dividend income is treated like net capital gain for most purposes (see Q 530) and is, therefore, eligible for the 20%/15%/0% tax rates instead of the higher ordinary income tax rates. ATRA made these tax rates permanent for tax years beginning after 2012.  Because REITs generally do not pay corporate income taxes, most ordinary income dividends paid by REITs do not constitute qualified dividend income, and, consequently, are not eligible for the 20%/15%/0% rates.
 However, a small portion of dividends paid by REITs may constitute qualified dividend income—for example, if the: (1) dividend is attributable to dividends received by the REIT from non-REIT corporations, such as taxable REIT subsidiaries; or (2) income was subject to tax by the REIT at the corporate level, such as built-in gains, or when a REIT distributes less than 100 percent of its taxable income. Earnings and profits, which were accumulated prior to becoming a REIT, and distributed by a REIT in order to qualify as such, may also count as qualified dividend income.

REITs that pass through dividend income to their shareholders must meet the holding period test (see Q 530) in order for the dividend-paying stocks that they pay out to be reported as qualified dividends on Form 1099-DIV. Investors must also meet the holding period test relative to the shares they hold directly, from which they received the qualified dividends that were reported to them.

Unless designated by the REIT as qualified dividend income, all distributions are ordinary income dividends.
 Ordinary income dividends are included in the shareholder’s (or beneficiary’s) income for the taxable year in which they are received. Shareholders do not include a share of a REIT’s investment expenses in income, nor with the shareholder’s miscellaneous itemized deductions, as is the case with certain other pass-through entities. See Q 546. 
Capital gain dividends. Capital gain dividends are designated as such by the REIT in a written notice to the shareholder (beneficiary).
 The shareholder (beneficiary) reports capital gain dividends as long-term capital gain in the year received, regardless of how long the shareholder has owned an interest in the REIT.
 See Q 530 for the treatment of capital gains and losses, including the lower rates under JGTRRA 2003 (20%/15%/0%) for long-term capital gains incurred on or after May 6, 2003—now made permanent by ATRA--and the availability of the election to include net capital gain in investment income.
Generally, ordinary income dividends and capital gain dividends declared for the prior REIT tax year are included in income by the shareholder in the year they are received.
 However, any dividend declared by a REIT in October, November, or December of any calendar year and payable to shareholders on a specified date in such a month is treated as received by the shareholder on December 31 of that calendar year so long as the dividend is actually paid during January of the following calendar year.

A REIT may declare but retain a capital gain dividend. If it does so, the REIT must notify its shareholders of the amount of the undistributed dividend and pay federal income tax on the undistributed amount at the corporate alternative capital gains rate, which is currently 35 percent.

A shareholder who is notified of an undistributed capital gain dividend is required to include the dividend in computing his or her long-term capital gains for the taxable year that includes the last day of the REIT’s taxable year. However, the shareholder is credited or allowed a refund for the share of the tax paid by the REIT on the undistributed amount; thus, on the shareholder’s income tax return he or she is treated as though the sharehholder made an advance payment of tax equal to 35 percent  of the amount of the undistributed dividend  reported.
 The adjusted basis of a shareholder’s shares in a REIT is increased by the difference between the amount of the undistributed capital gain dividend and the tax deemed paid by the shareholder in respect of such shares.
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