7887. What rules exist to restrict the ability of REITs to actively conduct a trade or business?

Originally, REITs were developed to serve as passive vehicles through which investors could invest in real estate assets. The IRS has recognized that Congress intended to restrict pass-through treatment of a REIT’s income to the passive income earned by the REIT through its real estate investments, rather than through the active conduct of a business.

However, in the intervening years, the code has been amended to permit a REIT to participate more actively in the conduct of its real estate business activities. In 2001, the IRS found that a REIT was permitted to engage in the active conduct of the trade or business of producing rental income from real estate property that qualified as such under IRC Section 856(d).
 This has significantly expanded a REIT’s ability to engage in the management and operation of the real estate assets from which it derives income.
Even though a REIT’s ability to actively produce rental income has been expanded, there are still many activities related to the production of rental income in which a REIT is not permitted to directly engage. As a result, many REITs use independent contractors and taxable REIT subsidiaries (see Q 7901) in order to provide the necessary services. For example, a REIT is permitted to own an apartment building and derive its income from the rents received through that investment. In order to generate this rental income, however, the tenants will require certain basic services, such as landscaping of the premises, elevator maintenance, trash collection, etc. The REIT itself can engage independent contractors to perform these services without jeopardizing the status of rental income as income derived from real property. Taxable REIT subsidiaries are treated in the same manner as independent contractors under the regulations.

See Q 7893 for a discussion of the types of property that qualify as real estate assets for REIT purposes.
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