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Among the important changes introduced by
the Tax Cuts and Jobs Act (P.L. 115-97) is the
temporary 20 percent deduction for qualified
business income (QBI) under new section 199A.
The deduction is generally available to
individuals, estates, and trusts for tax years
beginning after 2017 and before 2026.
QBI is defined as the “net amount of qualified
items of income, gain, deduction, and loss with
respect to any qualified trade or business of the
1
taxpayer.” The definitions are critical. Qualified
items do not include some enumerated types of
income. Interest income, for example, cannot be a
qualified item unless it is properly allocable to a
trade or business.2 Non-U.S. business income is
3
also not a qualified item. Moreover, a specified
service trade or business (SSTB) is generally not a
qualified trade or business from which QBI can be
1
2
3

Section 199A(c)(1) (emphasis added).

derived.4 Proposed regulations issued in August
(REG-107892-18) define SSTBs and describe the
categories of income that can qualify for the QBI
deduction.
Whether an item is a qualified item is
generally determined at the partnership level, so a
limited or passive partner (that is not a
corporation) can benefit from the deduction
regarding the partnership’s QBI. The partner need
not participate in the underlying business.5 Many
debt funds organized as partnerships (or as
grantor trusts) structure their activities so they can
take the position that they are not engaged in a
trade or business. This position can be of
significant importance to foreign investors in a
fund that is treated as a partnership for U.S.
federal income tax purposes. Foreign investors
often seek to prevent their investment in the fund
from causing them to be treated as engaged in a
U.S. trade or business for purposes of section 864.
While the term “trade or business” is not defined
by the statutory language of section 199A, the
proposed regulations state that a trade or business
is “a section 162 trade or business other than the
trade or business of performing services as an
6
employee.” Courts that have considered whether
a foreign person was engaged in a U.S. trade or
business have cited decisions that largely mirror
the cases interpreting the term “trade or business”
7
for purposes of section 162. Accordingly, it seems

4

Section 199A(d). An SSTB can be a qualified trade or business, and
therefore generate QBI, if the taxpayer satisfies specified maximum
income requirements. See section 199A(d)(3).
5

See section 199A(f)(1)(A)(ii). The proposed regulations provide rules
under which activities (including activities operated through separate
partnerships) can be aggregated for purposes of analyzing the income
generated by those activities. See prop. reg. section 1.199A-4 and -5(c)(2).
6

See section 199A(c)(3)(B)(iii).

Prop. reg. section 1.199A-1(b)(13).

7

Compare Pinchot v. Commissioner, 113 F.2d 718 (2d Cir. 1940), with
Groetzinger v. Commissioner, 480 U.S. 23 (1987).

See section 199A(c)(3)(A)(i).
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reasonable to assume a significant overlap
between an activity that would not cause a foreign
investor in a fund to be treated as being engaged
in a trade or business, and an activity that would
not generate QBI. As a result, it is fair to assume
that interest income earned by a debt fund
structured so that its non-U.S. partners will not be
treated as engaged in a U.S. trade or business
would not be eligible for the benefits of section
199A. Even if a debt-focused fund were treated as
engaged in a trade or business, it may be unable to
produce much QBI given the wage and
8
unadjusted-basis limitations in section 199A(b).
Other funds, including those with U.S. taxsensitive investors, may focus on non-U.S. real
estate or hold a portfolio with properties both
within and outside the United States, so that all or
some of the income generated by the portfolio
would be ineligible for the 20 percent deduction.
As previously mentioned, non-U.S. business
9
income generally is ineligible for the benefits of
section 199A. Other funds may hold a portfolio of
“triple net” leased properties, which if analyzed
as a separate business would not rise to the level
of a trade or business for purposes of section
199A.10 Lastly, the wage and unadjusted basis
limitations in section 199A(b) may act as a limit on
the size of the deduction.
The upshot of this is that even investors in
funds that are organized as partnerships for U.S.
federal income tax purposes and that have large
portfolios may not be able to take advantage of the
benefit of section 199A for some or all of the fund’s
income.
Cue the real estate investment trust.
Dividends paid by a REIT generally are
eligible for the 20 percent deduction under section
199A, even though REIT dividends generally are
11
not QBI. This is true regardless of the extent to
which the REIT’s income is derived from income
that would not be treated as QBI if earned by the

8

REIT’s shareholders directly, such as non-U.S.
business income.
There are two limits on this benefit. The first is
that REIT dividends generally are offset by the
taxpayer’s aggregate losses from publicly traded
12
partnerships. The second, which is included in
the proposed regulations but not the statute,13 is
that the REIT stock must be held for at least 45
days, “taking into account the principles of
section 246(c)(3) and (c)(4).”14 In many situations,
these limitations will not act as significant
restrictions on a taxpayer accessing the benefits of
section 199A.
Accordingly, the insertion of a REIT into a
structure can convert income that is not eligible
for the 20 percent deduction under section 199A
into income that by being earned and distributed
by a REIT is eligible for the 20 percent deduction.
This includes income that (1) would not otherwise
be trade or business income, such as interest
income, and (2) while attributable to a trade or
business for general U.S. federal income tax
purposes, would not otherwise be eligible for the
benefits of section 199A. The latter category could
include non-U.S. business income, such as income
generated by the rental of non-U.S. real property.
To the extent consistent with the REIT gross
income tests, it could also include a limited
amount of income that otherwise would be
ineligible for the section 199A deduction because
it is derived from SSTBs. This could create an
opportunity to structure (or restructure) funds in
a way that uses REITs to maximize the benefit to
investors eligible for the deduction under section
199A. For many reasons, however, it is worth
pausing and counting at least a few Mississippis
before deciding to insert a REIT into an otherwise
REIT-less structure.
Using a REIT is by no means “plug-and-play.”
REITs must satisfy various compliance
requirements, including those relating to their
assets and gross income.15 The REIT rules are

See section 199A(b)(2), subject to the exception in section 199A(b)(3).

9

Technically, the statutory language states that qualified items
include only income that is effectively connected with a trade or
business within the United States. See section 199A(c)(3)(A)(i).
10

See generally Rev. Rul. 73-522, 1973-2 C.B. 226. It is less likely that
funds focusing on equity assets, which have relatively short lifespans,
will find the wage and unadjusted basis limitations to be a significant
problem.
11

See section 199A(b)(1)(B), (c)(1), (e)(3).
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12

See prop. reg. section 1.199A-3(c)(1), (c)(3), and -1(c)(2)(i).

13

It is not clear that this rule is justified. See letter from the National
Association of Real Estate Investment Trusts (Nareit) to Treasury
Secretary Steven Mnuchin and IRS Commissioner Charles Rettig
regarding proposed regulations under section 199A (Oct. 1, 2018).
14
15

See prop. reg. section 1.199A-3(c)(2)(B).
See section 856(a)(7), (c)(2)-(4).
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complex and not entirely intuitive, but generally
mortgage loans and real property are qualifying
assets for purposes of the REIT asset tests, and
mortgage interest and rents from real property
are qualifying income for purposes of the REIT
16
gross income tests. This means that a REIT will
often be an option for a real estate lending
platform, but not for other types of lending
platforms. Moreover, small differences in the
nature of assets and operations can have outsized
effects on whether an entity is in compliance with
the REIT rules. REITs are also subject to a 100
percent tax on their income and gain from
prohibited transactions, which generally are
defined as sales of property held primarily for sale
17
to customers in the ordinary course of business.
Although a limited safe harbor is available for
qualifying sales of real property, the risk of a 100
percent tax often results in a conservative
calculus. The use of a REIT may therefore
discourage some sales, including in favorable
18
market conditions. Accordingly, it is quite
possible that to operate consistently with the REIT
rules a fund would need to either avoid making
an investment or structure or hold the investment
in a way that is more complicated or less efficient
from an overall tax standpoint. In some cases,
however, it may be possible, subject to contractual
and other considerations, to hold only some of the
fund’s assets through a REIT — specifically, those
assets that are consistent with REIT status.
Something is often better than nothing.
Moreover, the REIT will need to satisfy the
“not closely held” requirement of section
856(a)(6) and (h), which is often described as the 5/
50 test. This prohibits five or fewer individuals
from directly or indirectly owning more than 50
percent (by value) of the REIT’s equity at any time
during the second half of a REIT’s tax year
(beginning with its second tax year as an intended
REIT).19 For this purpose, individuals include
certain entities (such as private foundations); the
ownership determination takes into account
attribution rules (such as attribution between

20

some family members). Although often not a
practical concern, complying with this rule might
change a fund’s capital-raising approach. A fund
that ignores this rule while raising capital might
find managing it difficult or impractical.
It almost goes without saying that more
compliance typically means more costs, including
fees for attorneys and other service providers.
Some investors, particularly foreign investors,
may be disadvantaged by using a REIT. For
instance, a REIT’s dividends generally will be
subject to withholding tax under section 1441 at a
rate of 30 percent, reduced under the provisions
of an applicable tax treaty, regardless of the source
of the income generating the dividend (other than
some capital gain dividends). If a fund is
investing in debt assets, the foreign investor may
be able to take advantage of the portfolio interest
exception regarding the fund’s assets to reduce
the rate of U.S. withholding tax to zero. The
investor’s eligibility for the benefits of an
applicable tax treaty might have the same effect or
at least reduce the rate below the rate applicable to
REIT dividends. If and to the extent that the fund
is investing in non-U.S. real property, using a
REIT may have the rather suboptimal effect of
creating (or increasing) a U.S. tax liability on
income, when without the REIT there would have
been none (or less).
Both foreign and tax-exempt investors may
view a REIT as a source of potential risk even if
the use of the REIT would not, when used
properly, result in an operational or tax
inefficiency to investors. After all, if an entity fails
to satisfy the requirements to be a REIT, it
generally defaults to status as a C corporation,
with its net income subject to tax at 21 percent
(plus any relevant state and local taxes). It also
would generally be ineligible to reelect REIT
status until after the fifth year following the year
of its termination. Institutional investors
contributing significant amounts of a fund’s
capital may not view this risk as worthwhile
solely to provide a tax benefit to individual, high
net-worth investors who in many cases will be

16

See section 856(c)(2)-(4).

17

See sections 857(b)(6) and 1221(a)(1).

18

See section 857(b)(6)(C).

19

20

See section 856(h).

See sections 856(h) and 542(a)(2).
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contributing significantly less of the fund’s
capital, even when viewed on an aggregate basis.21
And if these same institutional investors view the
tax benefit as primarily benefiting the sponsors, it
could result in more awkward discussions.
The use of a REIT may also have some
drawbacks even for individual investors,
potentially reducing the value of the 20 percent
deduction to them. The use of a REIT in a private
fund structure historically has not been a benefit
for U.S. tax-sensitive investors. One reason is that
the use of the REIT does not allow for net losses to
be passed through to its shareholders; this is
particularly relevant in an equity — REIT context
in which the assets of the REIT — when combined
with deductible financing costs (such as interest,
subject to applicable limitations), might in some
cases be expected to generate tax losses in years
before sale. Moreover, it is often significantly
more difficult to extract assets tax free from a
REIT or separate a REIT into multiple entities than
it is to do the same with an entity treated as a
partnership for U.S. federal income tax purposes.
This is of concern for sponsors who, in connection
with an asset sale or strategic transaction, may
want to be able to extract all or a portion of their
share of the assets from a fund tax free to facilitate
a rollover transaction. Further, the earnings and
profits rules applicable to corporations in general
and REITs in particular can result in taxpayers
recognizing taxable income (especially when the
REIT invests in equity assets) by receiving REIT
22
dividends in excess of the REIT’s taxable income.
Another reason a REIT may not be as helpful
as may be thought is the temporary nature of
section 199A. As previously mentioned, the
deduction under section 199A applies only for tax
23
years beginning before 2026. Absent a change in
the sunset date of the statute, ordinary dividends
paid by a REIT will revert to being subject to tax in
the hands of an individual taxpayer at rates
applicable to ordinary income; these rates are

themselves scheduled to increase to a maximum
rate of 39.6 percent for tax years beginning after
24
2026. So the overall marginal benefit of using a
REIT might decrease as 2026 approaches, at least
based on current law.
If these concerns make the use of a REIT
impractical for the fund, it may be possible for the
structure to accommodate a dedicated REIT
feeder for individual investors (including the
sponsor). If so, this could allow institutional
investors that cannot benefit from section 199A, or
otherwise from investing through a REIT, to avoid
REIT-related risk. There might also be other
TCJA-related reasons for a sponsor to find an
advantage in investing through a dedicated REIT
feeder. Specifically, as a corporation, a REIT
appears to be exempt from the provisions of new
section 1061 (which generally requires a threeyear holding period to access the preferential
rates for long-term capital gain on some profits
25
interests). To the extent that a REIT is a viable
vehicle through which the sponsors can hold their
carried interest in the fund, the use of the REIT
may provide not only a section 199A benefit but
also a section 1061 benefit.
At least two concerns will need to be
addressed when using a REIT feeder, whether it
aggregates only sponsor capital or both sponsor
capital and capital contributed by other
individual investors. First, as an investor in the
fund, the REIT generally will need to consider the
fund’s activities, income, and assets for purposes
of determining compliance with the REIT
requirements. As previously mentioned, a REIT
needs to satisfy specified requirements regarding
the composition of its income and assets and is
subject to a 100 percent tax on income and gain
from prohibited transactions. For these reasons, if
the REIT invests in an entity treated as a
partnership for U.S. federal income tax purposes,
the REIT is deemed to own its share of the
partnership’s assets and to earn its share of the
partnership’s income, in either case generally
based on the REIT’s proportionate capital interest

21

By analogy, institutional investors would not necessarily be
expected to agree to a REIT-based structure solely to facilitate the
effective deduction of investment management fees by tax-sensitive,
noncorporate investors in the fund.
22

Particularly when the REIT invests in assets in multiple states,
investing through a REIT can limit the number of jurisdictions in which
an investor is required to file.
23

See section 199A(i).
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24

See section 1(j).

25

See section 1061(c)(4)(A). It is also worth noting that REIT
dividends generally will be subject to the 3.8 percent tax under section
1411 (without reduction by the 20 percent deduction under section
199A).
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in the partnership. The failure of the fund to
operate in a REIT-compliant manner (even if
neither the fund nor its subsidiaries intend to
qualify as a REIT) can therefore have the indirect
effect of causing the feeder to fail to satisfy the
REIT requirements or potentially be subject to the
100 percent tax. Second, even if the fund is
operated in a manner designed to avoid these
concerns, it risks subjecting those of the fund’s
investors that are not investing through the REIT
feeder to the same operational constraints as those
that do. Restrictions on the fund’s activities,
income, and assets may, for the reasons
mentioned above, be unacceptable to the
investors that do not invest through the REIT.
Further, any intended REIT will need to satisfy
the 5/50 test, which can be an obstacle when the
sponsor invests its capital in the fund through a
REIT (although this might not necessarily result in
a REIT-compliance problem if the ownership of
the sponsor is itself sufficiently diffused) or when
the REIT feeder also includes significant nonsponsor ownership.
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