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How REITs Work: A Comprehensive Guide to Real Estate Investment Trusts

Description

Our funder types include Real Estate Investment Trusts (REITS). You may not be familiar with REITSs,
so here is a primer on them.

REITs are a significant player in commercial real estate ' financing and investment. They offer a
structured way for investors to gain exposure to,real estate assets without having to directly own and
manage properties. Some REITs also purchase or fund mortgages, which makes them of interest to
us.

Here’'s a detailed look at how.REITs work and their role in commercial real estate financing:

How REITs Work

Structure and Formation

Legal Structure:

e Entity Type: REITs are typically structured as publicly traded companies, private companies, or
non-traded public companies. Publicly traded REITs are listed on major stock exchanges.

e Requirements: To qualify as a REIT, a company must meet specific regulatory requirements,
including distributing at least 90% of its taxable income to shareholders in the form of dividends.

Diversification:

e Asset Holdings: REITs usually own and manage a diversified portfolio of real estate properties,
which can include office buildings, shopping centers, apartment complexes, hotels, and industrial
properties.

e Geographic and Sector Diversification: REITs may diversify across different geographic regions
and property sectors to spread risk and enhance returns.

Revenue Model

Income Generation:
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e Rental Income: REITs primarily generate income from renting out their properties to tenants. The
rental income is a significant source of revenue for REITs.
e Capital Gains: REITs may also earn income through the sale of properties, realizing capital gains.

Dividend Distribution:

e Income Distribution: By law, REITs must distribute at least 90% of their taxable income to
shareholders as dividends. This high payout ratio is attractive to income-focused investors.

¢ Dividend Yield: Investors in REITs typically receive regular dividends, which are a key component
of their total return.

Funding and Investment
Capital Raising:

e Equity Financing: REITs raise capital by issuing shares to the public (in the case of publicly
traded REITS) or through private placements. The capital raised is used to acquire and manage
real estate assets.

e Debt Financing: REITs may also use debt financing, including mortgages and bonds, to fund
property acquisitions and development projects.

Property Acquisition and Management:
e Property Management: REITs are responsible for managing their properties, including leasing,
maintenance, and operational oversight:

e Acquisitions: REITs actively seek\ opportunities to acquire new properties to expand their
portfolios and enhance returns:

Role of REITs in Commercial Real Estate Financing

Investment Opportunities
Accessibility:
e Publicly Traded REITs: Offer retail investors an opportunity to invest in large-scale commercial
real estate assets through the purchase of shares on public stock exchanges.
¢ Diversification: Allow investors to gain exposure to a diversified portfolio of real estate properties,
reducing the risk associated with direct property ownership.
Liquidity:

e Market Liquidity: Publicly traded REITs provide liquidity to investors through the ability to buy and
sell shares on the stock market, offering a more liquid alternative to direct real estate investments.

Commercial Real Estate Financing

Funding Property Investments:

e Acquisition Financing: REITs provide capital for the acquisition of commercial real estate
properties. They often use a combination of equity and debt to finance their investments.
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e Development and Redevelopment: REITs may finance the development of new properties or the
redevelopment of existing properties to enhance value and attract tenants.

Market Stability and Growth:
e Economic Impact: REITs contribute to the stability and growth of the commercial real estate
market by investing in and managing high-quality properties.

e Market Indicators: The performance of REITs can serve as an indicator of market conditions and
investor sentiment in the commercial real estate sector.

Access to Capital
Equity Market Access:

e Public REITs: Access capital from the equity markets, allowing them to raise substantial funds for
property acquisitions and expansions.

e Private and Non-Traded REITs: May have access to institutional investors and high-net-worth
individuals for capital raising.

Debt Financing:

e Borrowing Capacity: REITs often have significant borrowing capacity due to their diversified asset
portfolios and steady income streams, enabling. them{to finance large-scale projects and
acquisitions.

Risk Management
Diversification:

e Risk Spread: REITs manage risk by diversifying their portfolios across different property types
and geographic locations.

e Income Stability: By investing in a large number of properties, REITs reduce the impact of any
single property’s performance on their overall returns.

Professional Management:

o Expertise: REITs benefit from professional property management and real estate expertise,
which can lead to better property performance and optimized returns.

Regulatory and Tax Advantages
Tax Treatment:

e Tax Benefits: REITs benefit from favorable tax treatment, including exemptions from corporate
income taxes, provided they meet the distribution and operational requirements set by the
Internal Revenue Service (IRS).

e Pass-Through Entity: As pass-through entities, REITs avoid double taxation on income, with
taxes being paid at the shareholder level instead.

Regulatory Compliance:
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¢ Disclosure and Reporting: Publicly traded REITs are subject to regulatory requirements, including
regular financial disclosures and reporting, which provides transparency to investors.

Conclusion

REITs play a crucial role in commercial real estate financing by providing a structured way for investors
to access real estate markets, raising capital for property acquisitions and developments, and
contributing to the overall stability and growth of the commercial real estate sector. Their ability to offer
diversified investment opportunities, liquidity, and professional management makes them a key
component of the real estate investment landscape.
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