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Understanding taxation of 
REIT distributions

REIT income is taxed only once, at the 
shareholder’s marginal tax rate

• REITs are pass-through vehicles that do not pay corporate
income tax to the extent they distribute their taxable income.

REIT ordinary income distributions 
may benefit from a maximum 20% tax 
reduction on the marginal rate

• The Tax Cuts and Jobs Act of 2017 introduced a tax deduction
of up to 20% for ordinary income dividends paid by REITs.1

• For example, an investor in the 37% tax bracket could reduce
the effective tax rate to 29.6%. The net investment income tax
of 3.8% may also apply.

Return of capital (ROC) reduces the 
taxes on distributions paid to investors 
in the current year

• A return of capital occurs when a fund pays out distributions
that are greater than its taxable income.

• A REIT may distribute cash flows that are greater than its
taxable income due to the depreciation expense on the 
property and amortization of other fund expenses.
— The depreciation and amortization (D&A) expense will 

reduce the amount of taxable income but not the cash 
income generated from the underlying properties.

— ROC is not taxable in the year distributed, but it reduces 
the shareholder’s tax basis, which increases capital gain 
or reduces loss when sold.2

— The portion of the distribution in excess of the taxable 
income is considered a return of capital.3

See footnotes on Page 2.
Dividends and/or distributions are not guaranteed, and dividends or distributions may be reduced or eliminated at any time. Past performance is not a guarantee of future results.

Illustrative Example Based on $100,000 Initial Investment 
and 5% Pre-Tax Annual Distribution Rate4

Taxable 
Bond REIT

ROC (%) 0% 0% 50% 75% 100%

Distribution paid $5,000 $5,000 $5,000 $5,000 $5,000

ROC ($) $0 $0 ($2,500) ($3,750) ($5,000)

Taxable portion 
of distribution $5,000 $5,000 $2,500 $1,250 $0

Highest ordinary 
income tax rate 37.0% 29.6% 29.6% 29.6% 29.6%

Tax payable ($1,850) ($1,480) ($740) ($370) $0

After-tax 
distribution $3,150 $3,520 $4,260 $4,630 $5,000

Effective tax rate 37.0% 29.6% 14.8% 7.4% 0.0%

After-tax yield 3.2% 3.5% 4.3% 4.6% 5.0%

The illustration example does not represent an actual investment.

A REIT has special tax advantages that can help maximize after-tax distributions.
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Tax Rates
Combined Qualified 

Business Income Deduction Effective Tax Rate

37%

20.0%

29.6%

35% 28.0%

32% 25.6%

24% 19.2%

Source: IRS.

Investing in a REIT may increase after-tax distributions and lower an individual’s 
effective tax rate, compared to an investment in taxable bonds.
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DEFINITIONS AND RISKS
Distribution: Usually the value of property (generally money) paid by a fund periodically to its shareholders from cash flows 
generated from portfolio holdings (such as net capital gains, net income from operations) and which are not in redemption or 
liquidation of shares.

Depreciation: Allowed deduction for the exhaustion and/or wear and tear of property used in the trade or business or held for the 
production of income.

Amortization: The spreading out of capital expenses related to intangible assets over a specific duration—usually over the asset’s 
useful life—for accounting and tax purposes.

Any information, statement or opinion set forth herein is general in nature, is not directed to or based on the financial situation or 
needs of any particular investor, and does not constitute, and should not be construed as, investment advice, a forecast of future 
events, a guarantee of future results, or a recommendation with respect to any particular security or investment strategy or type of 
retirement account. Investors seeking financial advice regarding the appropriateness of investing in any securities or investment 
strategies should consult their financial professional.

Investments in real estate are subject to risks including but not limited to local, state, national or international economic conditions, 
including market disruptions caused by regional concerns, political upheaval, sovereign debt crises and other factors.

TAX ADVICE DISCLOSURE
This document is provided for informational purposes only. Investors should refer to Form 1099 for definitive tax information. 
Franklin Templeton, its affiliates, and its employees are not in the business of providing tax or legal advice to taxpayers. These 
materials and any tax-related statements are not intended or written to be used, and cannot be used or relied upon, by any such 
taxpayer for the purpose of avoiding tax penalties. Tax-related statements, if any, may have been written in connection with the 
“promotion or marketing” of the transaction(s) or matter(s) addressed by these materials, to the extent allowed by applicable law. 
Any such taxpayer should seek advice based on the taxpayer’s circumstances from an independent tax advisor.

1. The 20% deduction is currently set to expire after 2025.
2. Capital gains rates may vary, and other taxes such as surtax, state and local taxes may also apply.
3. Return of capital is not provided to shareholders for tax reporting purposes until after the close of the taxable year.
4. The actual ROC may be larger or smaller than that assumed in the above illustrative scenario. The analysis does not consider 3.8% net investment income tax, tax on capital gains or state and local taxes. After-tax 
distribution equals the differences between distribution paid and tax payable. The effective tax rate equals tax payable divided by distribution paid.


