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Should More Public REIT Stock Mergers Be Taxable?

by Cameron Cosby and Libin Zhang

Over the past several years, there have been 
many combinations of publicly traded real estate 
investment trusts.1 Most of those combinations 
have been mergers in which all or most of the 
consideration was stock, and the transactions 
were structured to qualify as tax-free 
reorganizations within the meaning of section 
368(a)(1). Despite the apparent attractiveness of 

tax-free transactions, there are compelling tax 
reasons for more mergers to be structured as 
taxable transactions.

I. Structuring a Combination of 2 Public REITs

The general rule is that when a corporation’s 
shareholders exchange their shares for shares of a 
different corporation, those shareholders 
recognize gain or loss. The code’s reorganization 
provisions exempt seven types of reorganizations 
under section 368(a)(1) from the general rule. 
Thus, a corporate business combination that does 
not meet the specific requirements of a 
reorganization is a taxable transaction.

The most common structure for combining 
two public REITs in a tax-free transaction is an “A” 
reorganization — a statutory merger or 
consolidation.2 In that transaction the target REIT 
typically is merged into a disregarded subsidiary 
(the merger sub) of the acquiring REIT (the 
acquiror), with the merger sub surviving the 
merger.3 If at least 40 percent of the consideration 
in the merger is acquiror stock, the merger (tax-
free) generally qualifies as a reorganization under 
section 368(a)(1). If the consideration in the 
merger is more than 60 percent cash (often 100 
percent cash), the merger (taxable) generally does 
not qualify as a reorganization.4
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1
Of the 16 public REIT mergers announced between January 1, 2017, 

and December 31, 2019, when stock was part or all of the merger 
consideration, only two were taxable. Of the remaining tax-free 
transactions, 10 used stock as the sole merger consideration, and four 
used a combination of cash and stock.

2
Section 368(a)(1)(A).

3
A minority of the public REIT mergers have been structured as 

tender offers, followed by short-form mergers, to avoid a vote by the 
target company’s shareholders (and thus shorten the period between 
signing and closing). One of the 16 public REIT mergers described in 
note 1 was structured as a tender offer/merger — the combination of 
Annaly Capital Management Inc. and MTGE Mortgage Corp., which 
closed September 7, 2018. When the target company and the acquiror 
operate in umbrella partnership REIT (UPREIT) structures, a merger of 
the operating partnerships also occurs in connection with the REIT 
merger. While this article does not discuss those operating partnership 
mergers, it is worth noting that their taxable nature can be independent 
of the REIT mergers.

4
Reg. section 1.368-1(e)(2)(v), Example 1; and reg. section 1.368-

2(b)(1).
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When the parties prefer the merger 
consideration to be predominantly acquiror stock 
but want the combination not to qualify as a 
reorganization, the target company typically 
merges into a partnership subsidiary of the 
acquiror (the partnership sub), with the 
partnership sub surviving the merger.5 That 
merger between the target company and the 
partnership sub is a taxable merger.6

II. Two Recent Taxable REIT Mergers

Within the past few years, two public REIT 
mergers have been structured as taxable mergers, 
even though enough REIT stock was issued for 
the transaction to qualify as a tax-free merger. The 
first was the combination of RLJ Lodging Trust 
(RLJ) and FelCor Lodging Trust Inc. (FCH), which 
closed August 31, 2017. The second was the 
combination of Park Hotels & Resorts Inc. (PK) 
and Chesapeake Lodging Trust (CHSP), which 
closed September 18, 2019.

A. RLJ and FCH Merger

On April 23, 2017, six parties entered into a 
merger agreement: RLJ; RLJ’s operating 
partnership; a wholly owned subsidiary of RLJ’s 
operating partnership that is treated as a 
disregarded entity for tax purposes (REIT merger 
sub); an indirect wholly owned subsidiary of 
RLJ’s operating partnership; FCH; and FCH’s 
operating partnership. Under that agreement, on 
August 31, 2017, FCH merged with and into REIT 
merger sub, with REIT merger sub surviving as a 
wholly owned subsidiary of RLJ’s operating 
partnership (the REIT merger). For tax purposes, 
the REIT merger was treated as a taxable sale by 
FCH of all of FCH’s assets to RLJ’s operating 
partnership in exchange for RLJ stock and the 
assumption of all of FCH’s liabilities. This was 
immediately followed by a distribution of the 

merger consideration by FCH to the holders of 
equity interests in FCH in liquidation of FCH.

B. PK and CHSP Merger

On May 5, 2019, four parties entered into a 
merger agreement: PK; an indirect subsidiary of 
PK that is treated as a partnership for tax 
purposes (Domestic); a direct subsidiary of 
Domestic (merger sub); and CHSP. Under the 
agreement, on September 18, 2019, CHSP merged 
with and into merger sub, with merger sub 
continuing as the surviving entity after the 
merger. For tax purposes, the merger was treated 
as a taxable sale by CHSP of all its assets to 
Domestic in exchange for PK stock and the 
assumption of all of CHSP’s liabilities, 
immediately followed by a distribution of the 
merger consideration to the holders of CHSP’s 
stock in liquidation of CHSP.

III. Tax Consequences of a Tax-Free Merger

A. Entity-Level Consequences
In a tax-free merger the target company does 

not recognize gain or loss because of the merger,7 
and the acquiror takes a carryover basis in the 
target company’s assets (that is, the acquiror’s 
basis in the target company’s assets is the same as 
it would be in the hands of the target company), 
even though, as discussed below, the target 
company shareholders may recognize taxable 
gain from receiving some cash.8

B. Shareholder-Level Consequences
In a tax-free merger, the tax consequences to a 

target company shareholder depend on whether 
it receives solely stock, solely cash, or a 
combination. There are no tax consequences to the 
existing holders of acquiror stock in the merger 
because those holders simply continue to hold 
their acquiror stock:

• Holders receiving solely stock. A target 
company shareholder that receives solely 
acquiror stock does not recognize any gain 
or loss.9

5
The partnership sub could be the operating partnership subsidiary 

of the acquiror or, if the acquiror does not operate in an UPREIT 
structure, the partnership sub could be a newly formed partnership 
subsidiary of the acquiror. Similar to the merger of two REITs, the target 
company could merge into a disregarded subsidiary of the partnership 
sub.

6
The partnership merger does not meet the requirements for a tax-

free subsidiary merger in section 368(a)(2)(D), because the partnership 
sub is not a corporation controlled by the acquiror.

7
Section 361(a).

8
Section 362(b).

9
Section 354(a)(1).
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• Holders receiving solely cash. A target 
company shareholder that receives solely 
cash recognizes gain or loss in an amount 
equal to any difference between (1) the 
amount of cash received and (2) its adjusted 
tax basis in the target company stock 
surrendered.10

• Holders receiving a combination of stock and 
cash. A target company shareholder that 
receives a combination of stock and cash 
generally recognizes gain (but not loss) in an 
amount equal to the lesser of (1) the sum of 
the amount of cash and the fair market value 
of the acquiror stock received, less the 
adjusted tax basis of the target company 
stock surrendered; and (2) the amount of 
cash received by the holder.11 In other words, 
the holder recognizes the built-in gain in its 
target company stock to the extent it 
receives cash. A holder that receives too 
much cash has a fully taxable transaction 
even in a purported tax-free merger. For 
example, if the holder has $20 of target 
company stock with $5 of built-in gain, and 
the holder receives at least 25 percent of the 
consideration in cash (at least $5), the holder 
recognizes all of its built-in gain.

Special rules apply to non-U.S. holders of 
target company stock.12

IV. Tax Consequences of a Taxable Merger

A. Entity-Level Consequences
A taxable merger of two REITs generally is 

treated as a taxable sale by the target company of 
all its assets to the partnership sub in exchange for 
the merger consideration and the assumption of 
all the target company’s liabilities, followed by a 
distribution of that consideration to the holders of 

equity interests in the target company in 
liquidation of the target company.13 The 
partnership sub takes an FMV basis in the target 
company’s assets. The target company recognizes 
any built-in gain in its assets, but immediately 
thereafter, the target company is entitled to a 
dividends-paid deduction for the liquidating 
distribution.14 The dividends-paid deduction 
generally is sufficient to zero out the target 
company’s taxable income, unless the target 
company’s liabilities exceed the tax basis of its 
assets plus its net operating loss and capital loss 
carryforwards.

B. Shareholder-Level Consequences
From the perspective of the target company’s 

shareholders, a taxable merger of two REITs is 
treated as a taxable sale by the shareholder of its 
target company stock in exchange for the merger 
consideration.15 As a result, the target company 
shareholders recognize gain or loss equal to any 
difference between the value of the acquiror 
shares received (plus any cash received) and the 
shareholders’ adjusted tax basis in the target 
company shares exchanged. Special rules apply to 
non-U.S. holders of target company stock.16

Based on the above rules, in a taxable merger 
the target company generally does not have any 
taxable income and the partnership sub takes an 
FMV basis in the target company’s assets, but the 
target company shareholders recognize gain or 
loss on the sale of their target company stock.

V. Tax Advantages of a Taxable Merger

The principal advantage of a taxable merger 
over a tax-free merger is the step-up in tax basis of 
the target company’s assets. Public equity REITs 
typically have built-in gain in their assets because 
of the combination of depreciation deductions 

10
Section 1001.

11
Section 356(a)(2).

12
Subject to backup withholding rules, a non-U.S. holder of a REIT 

target company’s stock will not recognize any gain or loss in connection 
with the merger if (1) the target company is publicly traded and the non-
U.S. holder has owned 10 percent or less of the target company stock at 
any time during the prior five years, or (2) the target company is a 
“domestically controlled qualified investment entity,” which includes a 
REIT that is owned less than 50 percent by foreign persons during the 
prior five years. Because most public REITs have stock ownership limits 
of 9.8 percent or less, it is unusual for a non-U.S. holder to own more 
than 10 percent of the target company’s stock.

13
Rev. Rul. 69-6, 1969-1 C.B. 104.

14
Section 562(b)(1)(B). The dividends-paid deduction is generally 

equal to the merger consideration deemed distributed, up to the target 
company’s current earnings and profits, including the gain on the sale of 
the target company’s assets.

15
Section 331.

16
Subject to backup withholding rules, a non-U.S. holder of a REIT 

target company’s stock generally will not be subject to U.S. federal 
income tax on the merger consideration received unless such non-U.S. 
holder held more than 10 percent of the target company stock at any 
time during the prior five years.
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and appreciation of their assets over time. The 
asset basis step-up provides the acquiror with 
increased tax depreciation deductions from the 
partnership sub going forward, which gives the 
acquiror more flexibility in operating its business. 
For example, the increased depreciation 
deductions can reduce the acquiror’s pressure to 
meet its distribution requirement and avoid 
corporate tax after selling its historic assets at 
gains.

At the same time, the asset basis step-up 
eliminates (or lowers) the partnership sub’s gain 
on sale of the assets acquired from the target 
company. The partnership sub often wants the 
maximum flexibility to sell some of the target 
company’s assets shortly after the merger closes. 
The asset basis step-up gives the partnership sub 
greater ability to sell unwanted target company 
assets.17

VI. Tax Disadvantages of a Taxable Merger
The principal disadvantage of a taxable 

merger is the recognition of taxable gain by the 
target company’s shareholders. However, because 
of frequent stock turnover and trading in the 
target company’s stock, the target company’s 
shareholders often have a higher tax basis in their 
shares compared with the low tax basis that the 
target company has in its assets.18 Also, many 
institutional shareholders of public REITs are tax-
exempt investors or otherwise insensitive to 
triggering taxable gains. But if the target company 
has historic shareholders, like founders or family 
members of founders, with extremely low tax 
basis in their stock, avoiding gain recognition may 
be more important, particularly when that 
constituency represents a meaningful percentage 
of the vote required to approve the merger.

In most cases, a taxable merger allows the 
partnership sub to obtain an asset basis step-up at 
a cost of a smaller amount of taxable gain 

recognized by the target company’s shareholders. 
In other words, the difference between the target 
company shareholders’ stock tax basis and the 
target company’s asset basis (less debt) becomes 
newly created tax basis in the former target 
company assets, with minimal tax cost.

The asset basis step-up’s benefit of increased 
tax depreciation for the partnership sub, in 
comparison with the target company 
shareholders’ taxes in a taxable merger, may be 
quantified using a simple calculation19:

For example, assume that the target company 
has an aggregate market capitalization of $100 
and has a net tax basis in its assets of $0 (that is, its 
asset tax basis equals its debt), so that the target 
company has $100 of unrealized built-in gain in its 
assets. Assuming federal capital gain and 
ordinary income tax rates of 23.8 percent and 33.4 
percent,20 respectively, the break-even point for a 
taxable merger can be computed as the average 
taxable shareholder’s stock basis that would give 
rise to more overall tax depreciation tax benefits 
than the shareholder-level taxes, which depends 
on the allocation of the asset basis step-up to 
building (versus land), the appropriate discount 
rate to present value the depreciation tax benefits, 
and the portion of the target company’s 
stockholders that are subject to tax.

The following chart shows the break-even 
stock tax basis points for a 40 percent building 
allocation and a 70 percent building allocation, 
with the latter providing more tax benefits and 
therefore requiring a lower break-even stock tax 
basis.21

Based on that example, if the discount rate is 6 
percent and 70 percent of the asset basis step-up is 

17
A potential disadvantage of a taxable merger is that the partnership 

sub does not get to tack the holding period of the target company’s assets 
for purposes of safe harbor for the prohibited transaction tax. See infra 
note 30.

18
If a partnership finds itself in a situation with a high tax basis in its 

partners’ partnership interests but a low tax basis in the partnership’s 
assets, the partnership may make a section 754 election to generally step 
up the tax basis of the partnership’s assets. No similar election is allowed 
for a REIT to reduce the discrepancy between its shareholders’ stock tax 
basis and the REIT’s asset tax basis.

19
In the model, tcg and toi are the capital gain tax rates and ordinary 

income tax rates, τ is the percentage of taxable target company 
shareholders, NV is the net value of the target company, β is the 
percentage of the asset basis step-up allocated to (commercial) buildings, 
and r is the discount rate.

20
The 33.4 percent ordinary income tax rate takes into account the 20 

percent section 199A passthrough business income deduction, which is 
available for ordinary REIT dividends and certain other business income 
in 2018 through 2025.

21
The chart assumes all the target company’s shareholders are U.S. 

individuals.
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allocated to buildings depreciated over 39 years, 
the taxable merger is more tax efficient if the 
taxable shareholders have an average stock tax 
basis of more than $62.35 for each $100 in stock. 
The average share’s $37.65 of taxable gain and the 
resulting shareholder tax is outweighed by the 
depreciation tax benefit from a $100 asset basis 
step-up per share.22 The tax benefits are even 
greater if some or most of the shareholders are 
foreign or tax-exempt. The acquiror can factor its 
tax benefits into the amount of consideration for 
the taxable merger.

If the acquiror is in a position of making return 
of capital distributions (that is, its annual taxable 
income is less than its annual distributions), the 
additional tax depreciation from the asset basis 
step-up may not be as important. The public 
market does not generally appear to confer a 
premium on REITs that provide more tax-efficient 
distributions, containing less ordinary taxable 
income. However, the additional tax depreciation 
may be beneficial for the acquiror as its taxable 
income increases over time and eventually 
approaches its annual distributions, especially 

after the acquiror obtains the synergy benefits 
from the target company’s assets. In all cases the 
asset basis step-up will be useful when the 
partnership sub disposes of the acquired assets 
and recognizes less taxable gain.

VII. Other Tax Considerations
Other tax considerations must be taken into 

account and may cause a tax-free merger to be 
more tax advantageous than a taxable merger.

A. Built-in Gains Tax
If a REIT recognizes gain on the disposition of 

an asset it acquired from a non-REIT C 
corporation in a carryover basis transaction 
during the five-year period after the acquisition, 
the REIT will owe tax (the built-in gains tax, 
sometimes called the sting tax) at the federal 
corporate tax rate on the lesser of (1) the asset’s 
built-in gain as of the REIT’s acquisition, and (2) 
the gain recognized upon the REIT’s disposition 
of that asset.23 If the target company holds assets 
subject to the built-in gains tax, a taxable merger 
will trigger that tax, which is an additional 
transaction cost that reduces the viability of a 
taxable merger.22

The stock tax basis of taxable shareholders can be estimated with 
basic investment bank research, statistical sampling, and other analysis 
into the historical trading activity in the target company’s stock, most of 
which is generally held by well-known mutual funds, institutional 
investors, and individual insiders.

23
Reg. section 1.337(d)-7.
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Some states and localities have their own 
versions of the built-in gains tax, with variations 
that could further increase the costs of a taxable 
merger. California, for example, may apply its 
8.84 percent built-in gains tax to any asset 
disposed of within 10 years of a REIT’s acquisition 
of the asset from a non-REIT C corporation.

B. NOL and Capital Loss Carryforwards
Sometimes the target company has NOLs and 

capital loss carryforwards. In a taxable merger, 
those NOLs and capital loss carryforwards are 
effectively lost because the acquiror does not 
succeed to the carryforwards, and the target 
company generally does not need those NOLs 
and capital losses to reduce its taxable income to 
zero in its final tax year because of the dividends-
paid deduction on the deemed liquidating 
distribution. In a tax-free merger, the acquiror 
may inherit the NOLs and capital loss 
carryforwards under section 381 and should 
analyze whether their use is more valuable than 
the asset basis step-up and increased depreciation 
deductions after a taxable merger.

A REIT is allowed a capital loss carryforward 
for only five years.24 Although new NOLs created 
in 2018 and later may be carried forward 
indefinitely under the Tax Cuts and Jobs Act,25 
such NOLs created in 2018 and later are generally 
allowed to offset only up to 80 percent of a REIT’s 
taxable income.26 Further, after a tax-free merger, 
the acquiror’s use of NOLs and capital loss 
carryforwards may be subject to limitations under 
sections 382 and 383(b), respectively, which 
generally limit the use of NOLs and capital loss 
carryforwards from an acquired loss corporation 
to a specific percentage of the acquired loss 
corporation’s net value at the time of the tax-free 
merger. The percentage as of February 2020 is 1.63 
percent for a tax-free merger.27

C. Prohibited Transactions

Net income that a REIT derives from a 
prohibited transaction is subject to a 100 percent 

tax.28 The term “prohibited transaction” generally 
includes a sale or other disposition of property 
that is held as inventory or “primarily for sale to 
customers in the ordinary course of a trade or 
business.”29 Whether property is held as inventory 
or primarily for sale to customers in the ordinary 
course of a trade or business depends on the 
particular facts and circumstances. There is a safe 
harbor that protects the prohibited transaction tax 
from applying if certain requirements are 
satisfied.30

The IRS has issued several private letter 
rulings concluding that a REIT’s sales of property 
in connection with a liquidation of the REIT are 
not prohibited transactions, even when the safe 
harbor was not satisfied.31 The deemed sales and 
subsequent liquidation that occurs in connection 
with a taxable merger should not be prohibited 
transactions in most cases, although all the facts 
and circumstances must be considered.

VIII. Conclusion

Structuring a combination of two public REITs 
in a taxable transaction when enough stock will be 
issued to make it a tax-free transaction seems 
counterintuitive. Don’t tax advisers get paid to 
structure tax-deferred transactions? However, in 
the case of many public REIT mergers with stock as 
consideration, the opposite may be true. A taxable 
merger may be the best tax structure for a REIT 
combination when the acquiring REIT can benefit 
from a step-up in the tax basis of the target REIT’s 

24
Section 1212(a)(1)(B).

25
Section 172(b)(1).

26
Section 172(a)(2). See section 172(d)(6).

27
Rev. Rul. 2020-3, 2020-6 IRB 409.

28
Section 857(b)(6).

29
Sections 857(b)(6)(B)(iii) and 1221(a)(1).

30
Section 857(b)(6)(C) states that prohibited transactions do not 

include sales of real estate assets if several conditions are met, including 
that (1) the REIT has held the property for not less than two years; (2) 
aggregate expenditures made by the REIT, or any partner of the REIT, 
during the two-year period preceding the date of sale that are includable 
in the basis of the property do not exceed 30 percent of the net selling 
price of the property; (3) during the tax year, the REIT does not make 
more than seven sales of property or the amount of property sold does 
not exceed specific thresholds; and (4) the REIT has held the property for 
not less than two years for production of rental income.

31
LTR 201346005 (the IRS ruled that a liquidation plan adopted by a 

REIT, majority owned by a limited partnership private equity fund, to 
facilitate the winding down and dissolution of the limited partnership, 
was not a prohibited transaction); and LTR 201707010 (proposed sales of 
REIT’s properties under a liquidation plan wouldn’t constitute 
prohibited transactions because the taxpayer acquired properties with 
the intent to hold them long-term, and was selling them only because it 
was undergoing complete asset liquidation and corporate dissolution, 
not holding the assets primarily for sale to customers in the ordinary 
course of business).
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assets, and when shareholders of the target REIT 
do not have significant unrealized gains in their 
stock (or are not sensitive to recognizing those 
gains). There are some situations in which that 
conclusion may not be true, specifically when the 
built-in gains tax applies to the target REIT’s assets 
or when the target REIT has NOLs or capital loss 
carryforwards that can be used by the acquiring 
REIT. Outside those special situations, the tax 
advantages of a taxable merger often outweigh the 
tax disadvantages. 
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