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Reasons for Change

The rule leaving open the partnership taxable year with respect
to a deceased partner was adopted in 1954 to prevent the bunching
of income that could occur with respect to a partnership reporting
on a fiscal year other than the calendar year. Without this rule, as
many as 23 months of income might have been reported on the
partner’s final return. Legislative changes occurring since 1954
have required most partnerships to adopt a calendar year, reducing
the possibility of bunching. Consequently, income and deductions
are better matched if the partnership taxable year closes upon a
partner’s death and partnership items are reported on the dece-
dent’s last return.

Prior law closed the partnership taxable year with respect to a
deceased partner only if the partner’s entire interest is sold or ex-
changed pursuant to an agreement existing at the time of death.
By closing the taxable year automatically upon death, the provision
reduces the need for such agreements.

Explanation of Provision

The provision provides that the taxable year of a partnership
closes with respect to a partner whose entire interest in the part-
nership terminates, whether by death, liquidation or otherwise.
The provision does not change prior law with respect to the effect
upon the partnership taxable year of a transfer of a partnership in-
terest by a debtor to the debtor’s estate (under Chapters 7 or 11
of Title 11, relating to bankruptcy).

Effective Date

The provision applies to partnership taxable years beginning
after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 per year in each of 1998 through
2007.

D. Modifications of Rules for Real Estate Investment Trusts
(secs. 1251–1263 of the Act and secs. 856 and 857 of the Code)

Present and Prior Law

Overview
In general, a real estate investment trust (‘‘REIT’’) is an entity

that receives most of its income from passive real estate related in-
vestments and that receives conduit treatment for income that is
distributed to shareholders. If an entity meets the qualifications for
REIT status, the portion of its income that is distributed to the in-
vestors each year generally is taxed to the investors without being
subjected to a tax at the REIT level; the REIT generally is subject
to a corporate tax only on the income that it retains and on certain
income from property that qualifies as foreclosure property.
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Election to be treated as a REIT
In order to qualify as a REIT, and thereby receive conduit treat-

ment, an entity must elect REIT status. A newly-electing entity
generally cannot have earnings and profits accumulated from any
year in which the entity was in existence and not treated as a
REIT (sec. 857(a)(3)). To satisfy this requirement, the entity must
distribute, during its first REIT taxable year, any earnings and
profits that were accumulated in non-REIT years. For this purpose,
under prior law, distributions by the entity generally are treated
as being made from the most recently accumulated earnings and
profits.

Taxation of REITs

Overview
In general, if an entity qualifies as a REIT by satisfying the var-

ious requirements described below, the entity is taxable as a cor-
poration on its ‘‘real estate investment trust taxable income’’
(‘‘REITTI’’), and also is taxable on certain other amounts (sec. 857).
REITTI is the taxable income of the REIT with certain adjustments
(sec. 857(b)(2)). The most significant adjustment is a deduction for
dividends paid. The allowance of this deduction is the mechanism
by which the REIT becomes a conduit for income tax purposes.

Capital gains
A REIT that has a net capital gain for a taxable year generally

is subject to tax on such capital gain under the capital gains tax
regime generally applicable to corporations (sec. 857(b)(3)). How-
ever, a REIT may diminish or eliminate its tax liability attrib-
utable to such capital gain by paying a ‘‘capital gain dividend’’ to
its shareholders (sec. 857(b)(3)(C)). A capital gain dividend is any
dividend or part of a dividend that is designated by the payor REIT
as a capital gain dividend in a written notice mailed to sharehold-
ers. Shareholders who receive capital gain dividends treat the
amount of such dividends as long-term capital gain regardless of
the holding period of their stock (sec. 857(b)(3)(C)).

A regulated investment company (‘‘RIC’’), but not a REIT, may
elect to retain and pay income tax on net long-term capital gains
it received during the tax year. If a RIC makes this election, the
RIC shareholders must include in their income as long-term capital
gains their proportionate share of these undistributed long-term
capital gains as designated by the RIC. The shareholder is deemed
to have paid the shareholder’s share of the tax, which can be cred-
ited or refunded to the shareholder. Also, the basis of the share-
holder’s shares is increased by the amount of the undistributed
long-term capital gains (less the amount of capital gains tax paid
by the RIC) included in the shareholder’s long-term capital gains.

Income from foreclosure property
In addition to tax on its REITTI, a REIT is subject to tax at the

highest rate of tax paid by corporations on its net income from fore-
closure property (sec. 857(b)(4)). Net income from foreclosure prop-
erty is the excess of the sum of gains from foreclosure property that
is held for sale to customers in the ordinary course of a trade or
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business and gross income from foreclosure property (other than in-
come that otherwise would qualify under the 75-percent income
test described below) over all allowable deductions directly con-
nected with the production of such income.

Foreclosure property is any real property or personal property in-
cident to such real property that is acquired by a REIT as a result
of default or imminent default on a lease of such property or in-
debtedness secured by such property, provided that (unless ac-
quired as foreclosure property) such property was not held by the
REIT for sale to customers (sec. 856(e)). Under prior law, a prop-
erty generally may be treated as foreclosure property for a period
of two years after the date the property is acquired by the REIT.
The IRS may grant extensions of the period for treating the prop-
erty as foreclosure property if the REIT establishes that an exten-
sion of the grace period is necessary for the orderly liquidation of
the REIT’s interest in the property. The grace period cannot be ex-
tended beyond six years from the date the property is acquired by
the REIT.

Property will cease to be treated as foreclosure property if, after
90 days after the date of acquisition, the REIT operates the fore-
closure property in a trade or business other than through an inde-
pendent contractor from whom the REIT does not derive or receive
any income (sec. 856(e)(4)(C)).

Income or loss from prohibited transactions
In general, a REIT must derive its income from passive sources

and not engage in any active trade or business. Accordingly, in ad-
dition to the tax on its REITTI and on its net income from fore-
closure property, a 100 percent tax is imposed on the net income
of a REIT from ‘‘prohibited transactions’’ (sec. 857(b)(6)). A prohib-
ited transaction is the sale or other disposition of property de-
scribed in section 1221(1) of the Code (property held for sale in the
ordinary course of a trade or business) other than foreclosure prop-
erty. Thus, the 100 percent tax on prohibited transactions helps to
ensure that the REIT is a passive entity and may not engage in
ordinary retailing activities such as sales to customers of condomin-
ium units or subdivided lots in a development project. A safe har-
bor is provided for certain sales that otherwise might be considered
prohibited transactions (sec. 857(b)(6)(C)). The safe harbor is lim-
ited to seven or fewer sales a year or, alternatively, any number
of sales provided that the aggregate adjusted basis of the property
sold does not exceed 10 percent of the aggregate basis of all the
REIT’s assets at the beginning of the REIT’s taxable year.

Requirements for REIT status
A REIT must satisfy four tests on a year-by-year basis: organiza-

tional structure, source of income, nature of assets, and distribu-
tion of income. These tests are intended to allow conduit treatment
in circumstances in which a corporate tax otherwise would be im-
posed, only if there really is a pooling of investment arrangement
that is evidenced by its organizational structure, if its investments
are basically in real estate assets, and if its income is passive in-
come from real estate investment, as contrasted with income from
the operation of business involving real estate. In addition, sub-
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stantially all of the entity’s income must be passed through to its
shareholders on a current basis.

Organizational structure requirements
To qualify as a REIT, an entity must be for its entire taxable

year a corporation or an unincorporated trust or association that
would be taxable as a domestic corporation but for the REIT provi-
sions, and must be managed by one or more trustees (sec. 856(a)).
The beneficial ownership of the entity must be evidenced by trans-
ferable shares or certificates of ownership. Except for the first tax-
able year for which an entity elects to be a REIT, the beneficial
ownership of the entity must be held by 100 or more persons, and
the entity may not be so closely held by individuals that it would
be treated as a personal holding company if all its adjusted gross
income constituted personal holding company income. Under prior
law, a REIT is disqualified for any year in which it does not comply
with regulations to ascertain the actual ownership of the REIT’s
outstanding shares. Treasury regulations require that the entity
request information from certain shareholders regarding shares di-
rectly or indirectly owned by them.

Income requirements

Overview
In order for an entity to qualify as a REIT, at least 95 percent

of its gross income generally must be derived from certain passive
sources (the ‘‘95-percent test’’). In addition, at least 75 percent of
its income generally must be from certain real estate sources (the
‘‘75-percent test’’), including rents from real property.

In addition, under prior law, less than 30 percent of the entity’s
gross income may be derived from gain from the sale or other dis-
position of stock or securities held for less than one year, real prop-
erty held less than four years (other than foreclosure property, or
property subject to an involuntary conversion within the meaning
of sec. 1033), and property that is sold or disposed of in a prohib-
ited transaction (sec. 856(c)(4)).

Definition of rents from real property
For purposes of the income requirements, rents from real prop-

erty generally include: (1) rents from interests in real property; (2)
charges for services customarily rendered or furnished in connec-
tion with the rental of real property, whether or not such charges
are separately stated; and (3) rent attributable to personal property
that is leased under or in connection with a lease of real property,
but only if the rent attributable to such personal property does not
exceed 15 percent of the total rent for the year under the lease (sec.
856(d)(1)).

Services provided to tenants are regarded as customary if, in the
geographic market within which the building is located, tenants in
buildings that are of a similar class (for example, luxury apartment
buildings) are customarily provided with the service. The furnish-
ing of water, heat, light, and air conditioning, the cleaning of win-
dows, public entrances, exits, and lobbies, the performance of gen-
eral maintenance, and of janitorial and cleaning services, the col-
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lection of trash, the furnishing of elevator services, telephone an-
swering services, incidental storage space, laundry equipment,
watchman or guard service, parking facilities and swimming pool
facilities are examples of services that are customarily furnished to
tenants of a particular class of buildings in many geographical
marketing areas (Treas. Reg. sec. 1.856–4(b)).

Exclusion of rents from related tenants
Amounts are not treated as qualified rent if they are received

from corporate or noncorporate tenants in which the REIT, directly
or indirectly, has an ownership interest of 10 percent or more (sec.
856(d)(2)(B)).

Exclusion of rents where services to tenants are performed by
related contractors

Where a REIT furnishes or renders services to the tenants,
amounts received or accrued with respect to such property gen-
erally are not treated as qualifying rents unless the services are
furnished through an independent contractor (sec. 856(d)(2)(C)). A
REIT may furnish or render a service directly, however, if the serv-
ice would not generate unrelated business taxable income under
section 512(b)(3) if provided by an organization described in section
511(a)(2). In general, an independent contractor is a person who
does not own more than a 35 percent interest in the REIT (sec.
856(d)(3)(A)), and in which no more than a 35 percent interest is
held by persons with a 35 percent or greater interest in the REIT
(sec. 856(d)(3)(B)).

Constructive ownership rules involving corporations
For purposes of determining the REIT’s ownership interest in a

tenant and whether a contractor is independent, the attribution
rules of section 318 apply, except that 10 percent is substituted for
50 percent where it appears in subparagraph (C) of section
318(a)(2) and 318(a)(3) (sec. 856(d)(5)). Thus, under section
318(a)(2)(C) (as so modified), if 10 or more percent of a REIT or
other corporation is owned, directly or indirectly, by or for a person,
that person is treated as owning that person’s proportionate share
of any stock owned directly or indirectly by that corporation.

Constructive ownership rules involving partnerships
Under section 318, stock owned, directly or indirectly, by or for

a partnership is considered owned proportionately by its partners
(sec. 318(a)(2)(A)). In addition, stock owned, directly or indirectly,
by or for a partner is considered owned by the partnership (sec.
318(a)(3)(A)). However, stock constructively owned by a partnership
is not considered as owned for purposes of being constructively
owned by partners (sec. 318(a)(5)(C)). The following examples illus-
trate the application of these provisions for purposes of the related
tenant and independent contractor rules.

Constructive ownership of tenant
If a REIT owns a 10 percent or greater interest in a person that

is a tenant of the REIT, rents paid by that person to the REIT are
not qualifying rents to the REIT (sec. 856(d)(2)(B)).
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Example 1—If 10 percent or more of a REIT’s shares are owned
by a partnership and a partner owning a one-percent interest in
that partnership also owns a 10-percent or greater interest in a
person that is a tenant of the REIT, rents paid by the tenant to
the REIT are not qualifying rents to the REIT; the 10-percent or
greater interest in the tenant is considered owned by the partner-
ship (sec. 318(a)(3)(A)) and in turn by the REIT (secs. 318(a)(3)(C)
and 856(d)(5)).

Example 2—If a REIT owns a 30-percent interest in a partner-
ship that in turn owns a 40-percent interest in a person that is a
tenant of the REIT, rents paid by that person to the REIT are not
qualifying rents to the REIT because the REIT is considered to own
more than 10 percent of the tenant (sec. 318(a)(2)(A)).

Example 3—If 10 percent or more of a REIT’s shares are owned
by persons who are 50-percent partners in a partnership whose
other partners own the entirety of the interests in a tenant of the
REIT, none of the interests in the tenant are considered owned by
the partners who own interests in the REIT (sec. 318(a)(5)(C)).

Constructive ownership of contractor
If a person providing services to tenants of the REIT owns a

greater-than-35-percent interest in the REIT, or if another person
owns a greater-than-35-percent interest in both the REIT and a
person providing services, amounts received or accrued by the
REIT with respect to the property are not qualifying rents because
the service provider does not qualify as an independent contractor
(sec. 856(d)(3)).

Example 4—If more than 35 percent of a REIT’s shares are
owned by a partnership and a partner owning a one-percent inter-
est in that partnership also owns a greater-than-35-percent inter-
est in a contractor, that person will not be considered an independ-
ent contractor because the partnership owns more than 35 percent
of the REIT’s shares and will also be considered to own a greater-
than-35-percent interest in the contractor (sec. 318(a)(3)A)).

Example 5—If more than 35 percent of a REIT’s shares are
owned by a person who owns a one-percent interest in a partner-
ship and another one-percent partner in that partnership owns
more than 35 percent of the interests in a contractor, the independ-
ent contractor definition will not be met because the partnership
will be considered to own more than 35 percent interests in both
the REIT and the contractor (sec. 318 (a)(3)(A)).

Hedging instruments
Interest rate swaps or cap agreements that protect a REIT from

interest rate fluctuations on variable rate debt incurred to acquire
or carry real property are treated as securities under the 30-per-
cent test and payments under these agreements are treated as
qualifying under the 95-percent test (sec. 856(c)(6)(G)).

Treatment of shared appreciation mortgages
For purposes of the income requirements for qualification as a

REIT, and for purposes of the prohibited transaction provisions,
any income derived from a ‘‘shared appreciation provision’’ is treat-
ed as gain recognized on the sale of the ‘‘secured property.’’ For
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these purposes, a shared appreciation provision is any provision
that is in connection with an obligation that is held by the REIT
and secured by an interest in real property, which provision enti-
tles the REIT to receive a specified portion of any gain realized on
the sale or exchange of such real property (or of any gain that
would be realized if the property were sold on a specified date). Se-
cured property for these purposes means the real property that se-
cures the obligation that has the shared appreciation provision.

In addition, for purposes of the income requirements for quali-
fication as a REIT, and for purposes of the prohibited transactions
provisions, the REIT is treated as holding the secured property for
the period during which it held the shared appreciation provision
(or, if shorter, the period during which the secured property was
held by the person holding such property), and the secured prop-
erty is treated as property described in section 1221(1) if it is such
property in the hands of the obligor on the obligation to which the
shared appreciation provision relates (or if it would be such prop-
erty if held by the REIT). For purposes of the prohibited trans-
action safe harbor, the REIT is treated as having sold the secured
property at the time that it recognizes income on account of the
shared appreciation provision, and any expenditures made by the
holder of the secured property are treated as made by the REIT.

Asset requirements
To satisfy the asset requirements to qualify for treatment as a

REIT, at the close of each quarter of its taxable year, an entity
must have at least 75 percent of the value of its assets invested in
real estate assets, cash and cash items, and government securities
(sec. 856(c)(5)(A)). Moreover, not more than 25 percent of the value
of the entity’s assets can be invested in securities of any one issuer
(other than government securities and other securities described in
the preceding sentence). Further, these securities may not comprise
more than five percent of the entity’s assets or more than 10 per-
cent of the outstanding voting securities of such issuer (sec.
856(c)(5)(B)). The term real estate assets is defined to mean real
property (including interests in real property and mortgages on
real property) and interests in REITs (sec. 856(c)(6)(B)).

REIT subsidiaries
Under present law, all the assets, liabilities, and items of income,

deduction, and credit of a ‘‘qualified REIT subsidiary’’ are treated
as the assets, liabilities, and respective items of the REIT that
owns the stock of the qualified REIT subsidiary. A subsidiary of a
REIT is a qualified REIT subsidiary if and only if 100 percent of
the subsidiary’s stock is owned by the REIT at all times that the
subsidiary is in existence. If at any time the REIT ceases to own
100 percent of the stock of the subsidiary, or if the REIT ceases to
qualify for (or revokes an election of) REIT status, such subsidiary
is treated as a new corporation that acquired all of its assets in ex-
change for its stock (and assumption of liabilities) immediately be-
fore the time that the REIT ceased to own 100 percent of the sub-
sidiary’s stock, or ceased to be a REIT as the case may be.
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Distribution requirements
To satisfy the distribution requirement, a REIT must distribute

as dividends to its shareholders during the taxable year an amount
equal to or exceeding (i) the sum of 95 percent of its REITTI other
than net capital gain income and 95 percent of the excess of its net
income from foreclosure property over the tax imposed on that in-
come minus (ii) certain excess noncash income. Excess noncash
items include (1) the excess of the amounts that the REIT is re-
quired to include in income under section 467 with respect to cer-
tain rental agreements involving deferred rents, over the amounts
that the REIT otherwise would recognize under its regular method
of accounting, (2) in the case of a REIT using the cash method of
accounting, the excess of the amount of original issue discount and
coupon interest that the REIT is required to take into account with
respect to a loan to which section 1274 applies, over the amount
of money and fair market value of other property received with re-
spect to the loan, and (3) income arising from the disposition of a
real estate asset in certain transactions that failed to qualify as
like-kind exchanges under section 1031.

Explanation of Provisions

Overview
The Act modifies many of the provisions relating to the require-

ments for qualification as, and the taxation of, a REIT. In particu-
lar, the modifications relate to the general requirements for quali-
fication as a REIT, the taxation of a REIT, the income require-
ments for qualification as a REIT, and certain other provisions.

Alterative penalty for failure to make requests of sharehold-
ers (sec. 1251 of the Act)

The Act replaces the rule that disqualifies a REIT for any year
in which the REIT failed to comply with Treasury regulations to
ascertain its ownership, with an intermediate penalty for failing to
do so. The penalty is $25,000 ($50,000 for intentional violations) for
any year in which the REIT did not comply with the ownership
regulations. The REIT also is required, when requested by the IRS,
to send curative demand letters.

In addition, a REIT that complied with the Treasury regulations
for ascertaining its ownership, and which did not know, or have
reason to know, that it was so closely held as to be classified as
a personal holding company, is treated as meeting the requirement
that it not be a personal holding company.

De minimis rule for tenant service income (sec. 1252 of the
Act)

The Act permits a REIT to render a de minimis amount of imper-
missible services to tenants, or in connection with the management
of property, and still treat amounts received with respect to that
property as rent. The value of the impermissible services may not
exceed one percent of the gross income from the property. For these
purposes, the services may not be valued at less than 150 percent
of the REIT’s direct cost of the services.
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Attribution rules applicable to tenant ownership (sec. 1253 of
the Act)

The Act modifies the application of the rule attributing owner-
ship from partners to partnerships (sec. 318(a)(3)(A)) for purposes
of defining non-qualifying rent from related persons (sec. 856(d)(2)),
so that attribution occurs only when a partner owns directly or in-
directly a 25-percent or greater interest in the partnership. Thus,
a REIT and a tenant will not be treated as related (and, therefore,
rents paid by the tenant to the REIT will not be treated as non-
qualifying rents) if the REIT’s shares are owned by a partnership
and a partner owning a directly and indirectly less-than-25-percent
interest in that partnership also owns an interest in the tenant.
The related tenant rule (sec. 856(d)(2)(B)) also will not be violated
where owners of the REIT and owners of the tenant are partners
in a partnership and either the owners of the REIT or the owners
of the tenant are directly and indirectly less-than-25-percent part-
ners in the partnership.

In addition, the Act extends, to the definition of an independent
contractor under section 856(d)(3), the modification to the attribu-
tion to partnerships of section 318(a)(3)(A) so that attribution oc-
curs only when a partner owns a 25-percent or greater interest in
the partnership. Thus, a person providing services will not fail to
be an independent contractor (and, therefore, amounts received or
accrued by the REIT with respect to the property will not be treat-
ed as non-qualifying rents) where the REIT’s shares are owned by
a partnership and a partner owning a directly and indirectly a less-
than-25-percent interest in the partnership also owns an interest
in a contractor. Similarly, a contractor will not fail to be an inde-
pendent contractor where owners of the REIT and owners of the
contractor are partners in a partnership and either the owners of
the REIT or owners of the tenant are directly and indirectly less-
than-25-percent partners in the partnership.

Credit for tax paid by REIT on retained capital gains (sec.
1254 of the Act)

The Act permits a REIT to elect to retain and pay income tax on
net long-term capital gains it received during the tax year, just as
a RIC is permitted under present law. Thus, if a REIT made this
election, the REIT shareholders would include in their income as
long-term capital gains their proportionate share of the undistrib-
uted long-term capital gains as designated by the REIT. The share-
holder would be deemed to have paid the shareholder’s share of the
tax, which would be credited or refunded to the shareholder. Also,
the basis of the shareholder’s shares would be increased by the
amount of the undistributed long-term capital gains (less the
amount of capital gains tax paid by the REIT) included in the
shareholder’s long-term capital gains.

Repeal of 30-percent gross income requirement (sec. 1255 of
the Act)

The Act repeals the rule that requires less than 30 percent of a
REIT’s gross income be derived from gain from the sale or other
disposition of stock or securities held for less than one year, certain
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real property held less than four years, and property that is sold
or disposed of in a prohibited transaction.

Modification of earnings and profits for determining wheth-
er REIT has earnings and profits from non-REIT year
(sec. 1256 of the Act)

The Act changes the ordering rule for purposes of the require-
ment that newly-electing REITs distribute earnings and profits
that were accumulated in non-REIT years. Under the Act, distribu-
tions of accumulated earnings and profits generally are treated as
made from the entity’s earliest accumulated earnings and profits,
rather than the most recently accumulated earnings and profits.
These distributions are not treated as distributions for purposes of
calculating the dividends paid deduction.

Treatment of foreclosure property (sec. 1257 of the Act)
The Act lengthens the original grace period for foreclosure prop-

erty until the last day of the third full taxable year following the
election. The grace period also can be extended for an additional
three years by filing a request to the IRS. A REIT can revoke an
election to treat property as foreclosure property for any taxable
year by filing a revocation on or before its due date for filing its
tax return.

In addition, the Act conforms the definition of independent con-
tractor for purposes of the foreclosure property rule (sec.
856(e)(4)(C)) to the definition of independent contractor for pur-
poses of the general rules (sec. 856(d)(2)(C)).

Payments under hedging instruments (sec. 1258 of the Act)
The Act treats income from all hedges that reduce the interest

rate risk of REIT liabilities, not just from interest rate swaps and
caps, as qualifying income under the 95-percent test. Thus, pay-
ments to a REIT under an interest rate swap, cap agreement, op-
tion, futures contract, forward rate agreement or any similar finan-
cial instrument entered into by the REIT to hedge its indebtedness
incurred or to be incurred (and any gain from the sale or other dis-
position of these instruments) are treated as qualifying income for
purposes of the 95-percent test.

Excess noncash income (sec. 1259 of the Act)
The Act (1) expands the class of excess noncash items that are

not subject to the distribution requirement to include income from
the cancellation of indebtedness and (2) extends the treatment of
original issue discount and coupon interest as excess noncash items
to REITs that use an accrual method of taxation.

Prohibited transaction safe harbor (sec. 1260 of the Act)
The Act excludes from the prohibited sales rules property that

was involuntarily converted.

Shared appreciation mortgages (sec. 1261 of the Act)
The Act provides that interest received on a shared appreciation

mortgage is not subject to the tax on prohibited transactions where
the property subject to the mortgage is sold within four years of the
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REIT’s acquisition of the mortgage pursuant to a bankruptcy plan
of the mortgagor unless the REIT acquired the mortgage knew or
had reason to know that the property subject to the mortgage
would be sold in a bankruptcy proceeding.

Wholly-owned REIT subsidiaries (sec. 1262 of the Act)
The Act permits any corporation wholly-owned by a REIT to be

treated as a qualified subsidiary, regardless of whether the cor-
poration had always been owned by the REIT. Where the REIT ac-
quired an existing corporation, any such corporation is treated as
being liquidated as of the time of acquisition by the REIT and then
reincorporated (thus, any of the subsidiary’s pre-REIT built-in gain
would be subject to tax under the normal rules of sec. 337). In ad-
dition, any pre-REIT earnings and profits of the subsidiary must
be distributed before the end of the REIT’s taxable year.

Effective Date

The provisions are effective for taxable years beginning after the
date of enactment (August 5, 1997).

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $4 million in 1998, $5 million in both 1999 and 2000,
$6 million in 2001, $7 million in both 2002 and 2003, $8 million
in 2004, $9 million in 2005, $10 million in 2006, and $11 million
in 2007.

E. Repeal of the 30-percent (‘‘Short-Short’’) Test for Regu-
lated Investment Companies (sec. 1271 of the Act and sec.
851(b)(3) of the Code)

Present and Prior Law

A regulated investment company (‘‘RIC’’) generally is treated as
a conduit for Federal income tax purposes. The Code provides con-
duit treatment by permitting a RIC to deduct dividends paid to its
shareholders in computing its taxable income. In order to qualify
for conduit treatment, the RIC must be a domestic corporation
that, at all times during the taxable year, is registered under the
Investment Company Act of 1940 as a management company or as
a unit investment trust, or has elected to be treated as a business
development company under that Act (sec. 851(a)). In addition, a
corporation must elect such status and must satisfy certain tests
(sec. 851(b)). In particular, under prior law, a corporation must de-
rive less than 30 percent of its gross income from the sale or dis-
position of certain investments (including stock, securities, options,
futures, and forward contracts) held less than three months (the
‘‘short-short test’’) (sec. 851(b)(3)).

Reasons for Change

The short-short test restricts the investment flexibility of RICs.
The test can, for example, limit a RIC’s ability to ‘‘hedge’’ its in-
vestments (e.g., to use options to protect against adverse market
moves).


