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April 15, 2013

The Honorable Sander Levin
Ranking Member

Committee on Ways and Means
1106 Longworth House Office
Building

Washington, D.C. 20515

The Honorable Dave Camp

Chairman

Committee on Ways and Means

1102 Longworth House Office Building
Washington, D.C. 20515

Dear Chairman Camp and Ranking Member Levin:

NAREIT®, the National Association of Real Estate Investment Trusts®, is the
worldwide representative voice for real estate investment trusts (REITs) and publicly
traded real estate companies with an interest in U.S. real estate and capital markets.
NAREIT's members are REITs and other businesses throughout the world that own,
operate, and finance income-producing real estate, as well as firms and individuals
who advise, study, and service those businesses.

NAREIT recognizes the importance of your joint initiative to examine the Internal
Revenue Code of 1986. We also look to work constructively with both of you as you
chart the path forward for comprehensive tax reform.

Consistent with our mission as an organization, our focus with respect to the Internal
Revenue Code of 1986 and its potential reform includes REITs as well as real estate
investment more generally.

After careful review and due consideration of the 11 Ways and Means working
groups, NAREIT has concluded that the most effective manner in which to share our
perspective is to provide you with an overview of REITs, followed by identification
of select issues important to REITs and real estate investment likely to be included in
the portfolios of various working groups (Attachment A). For your background
information, an abbreviated chronology of the REIT industry beginning in 1960 is
also provided (Attachment B).

Separately, we will submit additional detailed comment letters with respect to
recently issued and any future tax reform discussion drafts released by the
Committee.

REITSs

REITs were created in 1960 when the U.S. Congress passed, and President Dwight D.
Eisenhower signed into law, the Cigar Excise Tax Extension Act, which contained
within it the initial Federal tax legislation authorizing REITs in the United States.
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This tax legislation was intentionally patterned after the tax rules governing mutual funds (regulated
investment companies), a type of investment structure first adopted two decades earlier meant to
provide the public with an efficient means for investing in diversified portfolios of corporate
securities. As the legislative history of the original REIT rules states, the primary intention of
Congress in authorizing the use of REITs was to provide a means “whereby small investors can
secure advantages normally available only to those with larger resources,” in connection with real
estate investment. Congress specifically noted that these beneficial characteristics included “greater
diversification of investment,” “expert investment counsel” and the means of “collectively financing
projects which the investors could not undertake singly.”

What Congress also understood then and has endorsed through support for, and amendment of, the
REIT rules for over 50 years is that, without a model for real estate investment akin to mutual funds,
only a select few would have the opportunity to gain from the three most fundamental benefits of
real estate investment (aside from owner-occupied housing): 1) current income; 2) long-term capital
preservation and appreciation; and, 3) investment diversification.

To provide this opportunity to the public, Congress has required since 1960 that REITs follow rules
closely modeled after the mutual fund rules, with the proviso that REITs primarily invest in real
estate rather than corporate securities. In general, the REIT rules create an operating framework
requiring that real estate investment is undertaken for the longer term; that taxable income results
from real estate-related investment; and, that REITs’ taxable income is distributed annually to REIT
shareholders.

This operating framework is delineated within the Internal Revenue Code by numerous rules,
restrictions and limitations under which REITs are required to operate. Specifically, any entity that
elects with the IRS to operate and be taxed as a REIT under the U.S. corporate income tax must be
considered a corporation for tax purposes; must be incorporated or otherwise organized in the United
States; must maintain at least 75% of its assets in qualifying real estate assets; must receive 75% of
its income from some combination of rent from real property, interest from mortgages secured by
real property and gains from the sale of real property; must receive 95% of its income from the
aforementioned qualified real estate sources and from other passive sources; and, must have more
than 100 shareholders with no fewer than five individuals owning more than 50% of its stock.

Certainly among the most burdensome of restrictions is the fact that REITs are required to distribute
at least 90% of their taxable income each year to their shareholders. Consequently, REITs, unlike
other corporations as well as unlike pass-through entities (partnerships, limited liability companies
and S corporations), are not permitted to retain an appreciable amount of earnings as illustrated in
the chart below. This limitation on retained earnings imposes the concomitant requirement that
REITs regularly return to the capital markets to fund new investment, thereby remaining disciplined
in their use of capital and subject to the scrutiny of investors and the public. Unlike pass-through
entities, which today account for a vast majority of commercial real estate investment in the United
States, REITs also are not generally permitted to pass through tax losses or tax credits to their
shareholders.
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By complying with these burdensome restrictions as well as a number of other related constraints, a
REIT may deduct from its taxable income the dividends it pays to its shareholders when completing
its corporate income tax return. Moreover, the dividends paid by REITs generally are not treated as

“qualified” dividends but are taxable at the shareholder’s ordinary income tax rate.

Unlike Regular Companies, REITs Do Not Retain Their Earnings

All Companies in the Wilshire 5000 Index

. Percent of equity market cap as of 2012:Q2
40 Retained Earnings of Wilshire 5000 Companies as a percent of
Equity Market Capitalization

o 28.1 percent of market cap

30 ($4.3 trillion)

25 Retained Eamings of

Wilshire 5000 Companies

20 excluding 168 REITs

15

10

5
0
Retained Earnings of
-5 168 REITs in
Wilshire 5000
-10
15 -12.4 percent of market cap
(-$69.9 billion)
-20
Source: FactSet, Wilshire, NAREIT

Retained eamings as a percent of market capitalization. Data as of June 30, 2012
Sources: FactSet, Wilshire, NAREIT®.

U.S. REIT INDUSTRY TODAY

The U.S. REIT industry today includes a vibrant range of companies engaged in real estate
ownership or financing that support nearly all sectors of the economy. While there is great diversity
within the industry, the REIT rules as described above remain true to their original purpose: a REIT
must primarily invest in and derive income from real estate; it must be widely held; and each year it
must distribute virtually all of its income to its shareholders.

A REIT may be a public company with its shares registered with the Securities and Exchange
Commission (SEC), or it may be a private company. A public REIT’s shares may be either listed on
an established stock exchange, or its shares may be unlisted and sold directly to investors through a
broker-dealer.
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At the end of 2012, 288 REITs were
registered in the U.S. with the SEC, and 195

of these REITs were listed on established
U.S. stock exchanges (predominantly on the
NYSE). Of the 288 SEC-registered REITs,
90% (by asset value) are stock exchange-
listed REITs, and 10% are public non-listed
REITs. Private REITs are not registered with
the SEC; nevertheless, each of them still
must comply with the REIT rules, and each
must file with the IRS every year.

Listed and Public Non-Listed REITs

Listed and Non-listed REITs by asset value

Non-Listed
REITs
$101 Billion

Listed
REITs

$836 Billion

Data as of December 31, 2012.
Source: SNL Financial and NAREIT®

Today’s REITs generally specialize in either owning or financing real estate. “Equity REITs”
primarily own, and in most cases operate, income-producing properties, including apartments, data

Broad Diversification by Property Type and Geography

Property Sectors for
Listed REITs
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“Mortgage REITs”
primarily invest in
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residential and
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by mortgage REITs. Most of these mortgages would otherwise be funded on the balance sheets of
commercial banks or one of the government-sponsored enterprises.

On the basis of total stock exchange-listed REIT equity market capitalization, 90% of today’s stock
exchange-listed REITs are equity REITs, and 10% are mortgage REITs.

For more than 50 years, REITs have

Individual Investors

built a record of success in meeting the ¢ 18%
intent of Congress to provide Listed Institutional NG
individuals from all walks of life with ~ REIT Investors L
the opportunity to earn the benefits of Ownership I

long-term real estate investment. For
example, by investing in the shares of
stock exchange-listed equity REITs,
the public can efficiently and
effectively own a stake in a diversified
portfolio of large-scale, income-
producing properties. The portfolio
diversification benefits manifest
themselves in two ways: first, by

Other |
5% |

REIT Mgt.

5% Mutual
Pension Funds
Funds 38%

8%

Data as of 2012.
Source: Citi Research, SNL, Bloomberg, FactSet and Lipper

providing exposure to the real estate

asset class alongside other stocks, bonds, cash and other assets; and second, by diversifying the real
estate exposure across many different property sectors and geographic regions owing to REIT-
owned properties being located around the country and supporting different sectors of the economy.
A further source of diversification is available to investors through mutual funds and exchange-
traded funds (ETFs) that diversify their investments across many different REITs.

REITs that are listed on stock exchanges currently have an equity market capitalization of about
$700 billion and help support nearly one million jobs in the U.S. each year, both through their own
operations and operations of the businesses that occupy their properties. In addition to the REIT
rules, these listed REITs are subject to SEC as well as stock exchange listing requirements.

Because stock exchange-listed REITs must invest for the long-term, must generate reliable and
predictable current income for shareholders, must use their capital in a disciplined manner and
finance themselves with only moderate leverage, many have argued that listed REITs, being widely
monitored and scrutinized by analysts and investors through their transparent financial statements
and publicly available information, have served as a stabilizing force within the real estate market
and broader economies during times of economic turbulence.

Not only have stock exchange-listed REITs served an important role in moderating the extreme
highs and lows that have characterized previous commercial real estate cycles, they also have
performed well relative to other equity and fixed income investments, both in the U.S. and
internationally over both short- and long-term investment horizons due in no small part to the
discipline and demands associated with required dividend distribution.
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It is important to note that, as the public increasingly searches for investments to help secure their
savings and their futures, the U.S. REIT industry — primarily through the elected burden of
mandatory distribution of taxable income — has helped to foster growing interest in long-term,
income-oriented real estate investment in the U.S. and, increasingly, around the world.

The transparency of these public REITs, together with the disciplined use of capital encouraged by
the REIT rules and public markets, have benefited all participants in the real estate market, including
institutional and individual investors; providers of credit; local, state and federal governments; and
regulators. REITs also make significant contributions to the economic growth and stability of the
country through their development and redevelopment projects.

As a result of this track record, REITs have become widely accepted in today’s investment
landscape. For example, REITs are in 225,000 401(k) plans, representing 50 million Americans.
There are more than 300 mutual funds and ETFs dedicated to REITs and real estate sponsored by
companies like Vanguard, Fidelity and T. Rowe Price. And REITs are in 75% of target date funds,
the fastest-growing retail investment default option.

REITs AROUND THE WORLD

Over the course of the past five decades, the U.S. REIT industry has both grown substantially and
performed well. Not surprisingly, other nations have taken notice. In an effort to provide their
citizens and economies
with the benefits of
INJURLEECR CCEEIC  More than 25 countries have adopted the U.S. approach to REITs
investment, more than
25 countries so far have
adopted various
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adaptations of the U.S. S Coutrioe Consideration
REIT mOdel. Canada France Australia Belgium Bulgaria Dubai China India
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Development (OECD) have adopted their own regimes for REIT-based real estate investment.
Finally, both of our nation’s neighbors, Canada and Mexico, have REIT regimes in place. All of
these countries have chosen to follow, more or less, the pioneering experience set forth by the U.S.

The FTSE EPRA/NAREIT Global Real Estate Index is the leading investment benchmark
worldwide for stock exchange-listed equity real estate investments. The equity market capitalization
of the Index today is approximately $1.6 trillion worldwide, two-thirds of which represent publicly
traded equity REITs. Notably, the largest listed real estate company in the world is a U.S. REIT, and
U.S. REITs represent 12 of the top 20 listed real estate companies worldwide. However, with REIT
models now adopted by many nations around the world, an additional 4 of the top 20 constituents of
the Index are REITs organized and headquartered outside the U.S (representing, in these cases,
REITs from Australia, France, Hong Kong and the United Kingdom).

Because the United States currently has the highest corporate tax rate in the world, advocates of
comprehensive tax reform have argued for reducing the statutory corporate rate. It is noteworthy in
the table below that most nations that have adopted the REIT approach to real estate investment also
have significantly lower corporate tax rates when compared to the United States. These tax
disparities underscore the fact that REITs, as a matter of national economic policy, have become an
attractive and important way to provide public access to real estate investment worldwide, regardless
of the rate and related structure of a national corporate income tax.

Corporate Tax Rates of REIT Nations

G8 OECD OTHERS POTENTIAL ADOPTEES
Canada 15% Australia 30% Bulgaria 10% China 25%
France 33.33% Belgium 33% Dubai 0% India 32.4%
Germany 15.8% Finland 24.5% Hong Kong 16.5% Indonesia 20%
I[taly 27.5% Hungary 19% Malaysia 25% Kenya 30%
Japan 25.5% Ireland 12.5% Pakistan 35% Nigeria 30%
UK 24% Israel 25% Philippines 30% Vietnam 25%
USA. 35% Mexico 30% Singapore 17%
Netherlands  25% South Africa  28%
New Zealand 28% South Korea ~ 22%
Spain 30% Taiwan 17%
Turkey 20% Thailand 23%

Source: Ernst & Young 2013 Worldwide Corporate Tax Guide
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NAREIT very much appreciates the opportunity to provide this letter to you and your colleagues on
the House Committee on Ways and Means. We welcome the opportunity to discuss this submission,
or any of the issues affecting REITs and real estate investment, as you continue to work towards the
enactment of comprehensive tax reform. If you have any questions, please contact me or Tony
Edwards, NAREIT’s Executive Vice President and General Counsel, at (202) 739-9408 or
tedwards@nareit.com.

Respectfully submitted,

G @ Wi

Steven A. Wechsler
President & Chief Executive Officer
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ATTACHMENT A

SELECT TAX REFORM ISSUES OF IMPORTANCE to REITs and REAL ESTATE
INVESTMENT

For Use by House Committee on Ways and Means Tax Reform
Working Groups

Charitable/Exempt Organizations Working Group
° Rules governing investors in real estate
Debt, Equity, and Capital Working Group

Corporate mergers and acquisitions

Debt modification

Depreciation

Interaction of mandatory distribution requirement with other corporate tax rules
Sales and exchanges of capital assets

Treatment of debt, including deductibility of interest

Treatment of equity, including common and preferred stock

Education and Family Benefits Working Group

° Rules governing investors in real estate
Energy Working Group
° Treatment of energy efficient investments

Financial Services Working Group

Equity and debt capital formation

Interaction of mandatory distribution rules with other corporate tax requirements
Sales and exchanges of capital assets

Treatment of derivatives used to manage risk

Treatment of mutual funds and exchange-traded funds

International Working Group

¢ (Cross-border investment rules for real estate investment
e FIRPTA
* Rules governing investors in real estate
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Pensions/Retirement Working Group
° Tax treatment of investment in real estate
Real Estate Working Group

Corporate mergers and acquisitions
Debt modification

Deductibility of state and local taxes
Depreciation

Energy efficient investments
Environmental cleanup costs
Interest deductibility

Modernization of the REIT rules, such as H.R. 5746, the Update and Streamline REIT
Act 0of 2012

Partnership taxation

REMICs

° Sales and exchanges of capital assets

Small Business/Pass-Throughs Working Group

Limited liability corporation taxation
Partnership taxation issues

S corporation taxation

Treatment of UPREITSs
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