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Real Estate Investment Trusts (REITs)
a. The tax imposed by [state corporate income tax statute] shall be imposed upon real estate investment trusts and shall be computed only upon that part of the net income of the real estate investment trust which is subject to federal income tax as provided in Sections 857 and 858 of the Internal Revenue Code of 1986, as amended,
 except as otherwise provided in this Section.

b. The term "real estate investment trust" shall have the meaning ascribed to such term in Section 856 of the Internal Revenue Code of 1986, as amended.
 
c. The dividend paid deduction otherwise allowed by federal law in computing net income of a real estate investment trust that is subject to federal income tax shall be added back
 in computing the tax imposed by this [ state income tax statute ] unless the real estate investment trust is either:
1. publicly traded on an established securities market;
 or 


[ should requirement 1. be deleted? ]
2. a Qualified Real Estate Investment Trust
 as defined in this section.
d. For purposes of this section, the term "Qualified Real Estate Investment Trust" shall mean any real estate investment trust other than a real estate investment trust more than fifty percent
 of the voting power or value of the beneficial interests or shares of which are owned or controlled, directly or indirectly, constructively
 or otherwise, by a single entity that is:

1. Subject to the provisions of Subchapter C of Chapter 1 of Subtitle A of Title 26 of the United States Code, as amended,
 and 
2. Not exempt from federal income tax pursuant to the provisions of Section 501 of the Internal Revenue Code of 1986, as amended;
 and
3. Not a real estate investment trust
 as defined in this Section or a qualified real estate investment trust subsidiary under Section 856(i) of the Internal Revenue Code of 1986, as amended.
 
e. A real estate investment trust that is intended, 
  within one year of the date it becomes a real estate investment trust, to be publicly traded on an established securities market, shall be deemed to be publicly traded on an established securities market for purposes of subsection c. of this section for such year.*   A real estate investment trust that does not become publicly traded on an established securities market within one year of the date on which it first becomes a real estate investment trust shall be deemed not to have been publicly traded on an established securities market, retroactive to the date it first became a real estate investment trust, and shall file an amended return reflecting such retroactive designation for any tax year or part year occurring during its initial year of status as a real estate investment trust.  For purposes of this section, a real estate investment trust becomes a real estate investment trust on the first day that it has both met the requirements of IRC §856 and has elected to be treated as a real estate investment trust pursuant to IRC § 856(c)(1).
* Another way to express this same one year limitation would be, “and that satisfies the requirements of § 856(a)(5)
 and (6)
 of the U.S. Internal Revenue Code by reason of § 856(h)(2)
 of the Internal Revenue Code.”  These code sections permit a REIT to be a REIT for up to one year without meeting the 100 shareholder and certain other requirements.  The purpose presumably is to give a REIT time to organize.  Application of these code sections here would give the REIT the same one year window in which it would not be required to add back the value of its federal dividend paid deduction.  Various other IRC provisions permit a REIT to be temporarily out of compliance with ownership and other requirements without losing REIT status.

� This amount will be zero in almost all cases





� Federal definition of a REIT.  See footnote in markup of Louisiana REIT statute for summary.





� Dividend Paid Deduction


Dividends paid deduction for REITs is authorized by IRC §857(b)(2)(B).  Dividends paid deduction is defined by IRC §561.  Related to the dividends paid deduction, IRC §857(b)(2)(A) prohibits with respect to REITs the deduction for dividends received otherwise available to members of an affiliated corporate group.  IRC §243(d)(3) states that any dividend received from a REIT shall not be treated as a dividend.





Dividend Received Deduction


An alternative approach would be to permit the dividend paid deduction but deny the dividend received deduction.  A difficulty with this approach is that the recipient of the dividend is likely located in a tax-favored jurisdiction that is not the taxing state.  The statute could try to apply representational nexus, attribution, and constructive ownership rules to bring the out-of-state dividend recipient into the taxing state’s jurisdiction, but the effort would be vulnerable to Commerce Clause (and maybe Due Process) challenges if the taxpayer arranged its affairs to reduce or eliminate its nexus with the taxing state.  Denying the dividend paid deduction would seem the more effective choice.





State Statutes


Louisiana’s statute denies a “dividend paid deduction” rather than requires add-back of the amount of the deduction.  In most states it may be technically preferable to use “add-back” language.





Mississippi’s statute denies the dividend paid (called dividend “distributed” in the statute) deduction to all but publicly traded REITs, but it also denies the dividend received deduction to a holding company that would otherwise be permitted to take it.  It has no exception for a “qualified REIT”, as this model statute and Louisiana’s statute do.  See Miss. Code Ann. § 27-7-17(1)(n).





� Alternative Language


Alternatives would be just, “publicly traded” (public trading has to take place on an established securities market); and “regularly traded on an established securities market”.  The author here chooses a possibly redundant term, but either alternative may chosen instead.  





Benefit of “Regularly Traded”


However, there is a benefit to the term, “regularly traded on an established securities market” because there are definitions of “regularly traded” and “established securities markets” in U.S. Treasury regulations.  For purposes of IRC §884, Treas. Reg. 1.884-5(d)(2) and (d)(4)define the terms in the context of determining which foreign corporations will achieve certain income tax treatment.  In addition, Treas. Reg. 1.897-9T(d) (a temporary regulation promulgated in 1988 and not replaced with a final regulation) has very detailed definition of  “publicly traded”. (See Addendum for full texts)  A reasonably diligent (not exhaustive) search of the IRC and regulations failed to turn up a definition in another tax context.





Delete Section c.1.?


There remains also the question whether section c.1. should be deleted entirely.  In this case, the legislation would rely exclusively on the definition of Qualified Real Estate Investment Trust in present section c.2., the chief feature of which is that the REIT loses its protected status if more than fifty percent is owned by a single entity (except another REIT or §501 entity).  An argument to support deletion of the section c.1. criterion is that, while publicly traded REITs may not at present be used inappropriately, today’s captive REITs may evolve to take advantage of the publicly traded exception.  As currently drafted, a “publicly traded REIT” would retain its favored tax status no matter how closely-held or captive it might be, so long as it is “publicly traded” (or the term eventually adopted).  





On the other hand, there is no evidence of inappropriate use of publicly traded REITs at present.  There are significant barriers to having securities publicly traded that may discourage use of that device inappropriately.  And publicly traded entities are subject to regulation and scrutiny from the federal Securities and Exchange Commission (SEC), financial analysts, FIN 48, and rules of securities exchanges, which would discourage inappropriate use of such entities because of the public exposure and the likelihood that their activities will come to the attention of state taxing authorities.





Public Perception & Simplicity


Some feel that the exemption for publicly traded REITs should be retained because to not do so sends an incorrect message that such REITs are problematic.  In addition, these commentators note, a bright-line test such as being publicly traded makes compliance simpler for non-captive REITs, which should not be burdened on account of the activity of captive REITs.





� The addition of Qualified Real Estate Investment Trust is to address the occasional case wherein a REIT is not publicly traded but nevertheless is not being used for tax avoidance purposes.  For example, according to the National Association of Real Estate Investment Trusts (NAREIT), the following are legitimate uses of REITs that are not publicly traded: 





SEC-registered, non-exchange traded REITs. There are a number of REITs that are required to register with the SEC due to the size of their shareholder base, but these REITs are not traded on any exchange.





“Incubator” REITs that plan an eventual public offering. Several publicly-traded REITs began as privately-held REITs in order to establish a track record for management. Thereafter, they engaged in a public stock offering.


 


Widely-held, non-publicly-traded REITs. There are also a number of REITs with sizeable property portfolios and shareholder bases that are privately held, often by tax-exempt institutions.





Mergers & Acquisitions. In certain cases, a publicly-traded REIT that acquires another publicly-traded or widely-held REIT will keep the acquired company as a private REIT subsidiary for goodwill purposes or to avoid the need to obtain lender consents.





� This can be adjusted up or down.  Industry experts are not aware of any abusive situations with a 50% or less ownership percentage.  However, constructive ownership regulations can be employed to prevent abusive entities 50% or less owned.  The National Association of Real Estate Investment Trusts (NAREIT) submitted written testimony to a Louisiana legislative committee in 2005 in support of HB 888, which defined a qualified REIT as one < 50 % owned.  An alternative would be to set the percentage ownership higher, then use attribution and constructive ownership rules to address cases of abuse outside the protected range.  





Mississippi’s legislation, which predated Louisiana’s and was available as a model to Louisiana drafters, employed only the “publicly traded” exception to the denial of the dividend paid deduction -- there was no exception for a “qualified real estate investment trust” at all.





� Constructive Ownership Regulations


Given the relatively high 50% threshold above, states may wish to promulgate regulations with respect to attribution and constructive ownership to prevent abuses below the 50% level.  For example, the statute should not permit a taxpayer to escape application of this statute merely be reducing its ownership to 49%, nor should avoidance be possible by the contrivance of two related entities, thus defeating the single entity requirement.  In these and similar cases, application of the attribution and constructive ownership rules would allow the state to attribute activity and ownership of one to another for the purpose of applying this statute.  





IRC Section 318


The best attribution rules may be IRC §318 as modified by §856(d)(5).  §318 is the constructive ownership rules applicable to ownership of stock (it appears in Subchapter C -- corporate distributions and adjustments) and it is widely cited throughout the IRC as a definition of constructive ownership.  §856(d)(5) applies the §318 constructive ownership rules to REITs with the following modifications.  Under §318, a person constructively owns a corporation when that person owns 50% or more of its value; §856(d)(5) changes it to 10% or more of its value.  Similarly, under §318 a corporation constructively owns the stock of a person who owns 50% or more of the value of a corporation; §856(d)(5) changes it to 10% or more of its value.  §856(d)(5) also changes the partnership constructive ownership rule such that a partner’s interest does not count toward constructive ownership until it reaches 25%; presumably this rule allows for situations wherein it is difficult to determine the identities of partners with lesser interests.





IRC § 318 is referenced as the rule for constructive ownership in the following IRC sections: 


§355 (distribution of stock and securities of a controlled corporation) 


§382 (with modification -- limitation on net operating loss carry forwards and certain built-in losses following ownership change) 


§409 (with modification -- qualifications for tax credit employee stock ownership plans) 


§306 (dispositions of certain stock) 


§856 (definition of REIT) 


§871 (tax on nonresident alien individuals) 


§1060 (special allocation rules for certain asset acquisitions) 


§512 (unrelated business taxable income) 


§897 (disposition of investment in United States real property)  





Other Code Sections Re: Constructive Ownership


There are other IRC sections that define constructive ownership, although they may be less useful in the present context: 





§1563(e) (for purposes of defining a consolidated group) is used by several other code sections 


§958 (with respect to controlled foreign corporations) 


§544 (for purposes of personal holding companies) 


§267(c) (limiting deductions for capital losses) is also used by §707 (transactions between partner and partnership)





MTC Model Statute on Unitary Business


Another option would be for a state to promulgate attribution and constructive ownership regulations based on the definition of ownership or control in the MTC model regulation defining a unitary business.  See Reg. IV.1(b)(4), which may be found at: � HYPERLINK "http://www.mtc.gov/uploadedFiles/Multistate_Tax_Commission/Uniformity/Uniformity_Projects/A_-_Z/AllocaitonandApportionmentReg.pdf" ��http://www.mtc.gov/uploadedFiles/Multistate_Tax_Commission/Uniformity/Uniformity_Projects/A_-_Z/AllocaitonandApportionmentReg.pdf� .  





� Pertains to corporate distributions and adjustments. 





� Pertains to not-for-profits and other entities not subject to income tax.





� The committee may wish to consider whether to retain § 3.d.  Its effect is to permit an entity to own more than 50% of a REIT (the effective definition of a captive REIT) so long as the owning (parent) entity is itself a REIT.  Would this permit an entity wishing to employ a captive REIT for inappropriate tax purposes to avoid the effect of this statute by simply inserting a REIT into the ownership chain between it and the in-state, revenue-generating REIT?  The corporate structure would be: Parent Corporation owns Shell REIT which owns Real REIT.  On the other hand, attribution and constructive ownership rules may prevent defeat of this legislation by means of an intermediate REIT.





� Qualified REIT Subsidiary: 100% owned by the REIT and not treated as separate from the REIT.  Note that it is different from a taxable REIT subsidiary, wherein a REIT owns any amount of the subsidiary’s stock, but the total value of all such stock owned by the REIT does not exceed 20% of the REIT's total assets.





� A state may wish to develop a regulation to define intent.   The purpose of this provision is to protect REITs being developed for public trading on an established securities market that are not yet ready.





� Beneficial ownership held by 100 or more persons.





� Not closely held, as defined.





� The 100 person and closely held rules do not apply during the first taxable year.  Thus, a REIT would be protected for only its first taxable year by its intention to become publicly traded on an established securities market.  The closely held rule (“5/50 rule”) only applies during the second half of a tax year. See IRC 542(a)(2).
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