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Regulated Investment Companies (RICs)
a. The tax imposed by [state corporate income tax statute] shall be imposed upon regulated investment companies and shall be computed only upon that part of the net income of the regulated investment company which is subject to federal income tax as provided in sections 852 and 4982 of the Internal Revenue Code of 1986, as amended,
 except as otherwise provided in this Section.

b. The term "regulated investment company" for purposes of [state corporate income tax statute] shall have the meaning ascribed to such term in Section 851 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 regulated investment company that is subject to federal income tax shall be added back
 in computing the tax imposed by this [state income tax statute] unless the regulated investment company is  a Qualified Regulated Investment Company as defined in this section. 
 
d. For purposes of this section, the term "Qualified Regulated Investment Company" shall mean any regulated investment company other than a regulated investment company 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 regulated investment company as defined in Sec. 3 of the Investment Company Act of 1940 as amended, 15 USC 80a-3.
 
� This amount will be zero if the regulated investment company distributes 98% of its net income and complies with other IRC requirements to maintain its pass-through status.  IRC section 852 requires distribution of only 90% of net income to avoid a tax consequence, the same percentage as is required for RICs.  However, IRC section 4982 imposes an excise tax of 4% on the amount in excess of the “required distribution” that is not distributed with respect to a tax year.  For purposes of this section, the required distribution is 98% of the RIC’s net income.  





� This code section defines a regulated investment company as any domestic corporation that has filed with the SEC as a management company (usually a mutual fund), or a unit investment trust (an entity of limited life that owns a fixed bundle of securities and which sells securities representing a proportional share of the underlying securities it owns), or that is a type of common trust fund.  Note that the only significant requirement is that the company register with the SEC as a RIC.  There is no requirement to actually be a RIC in conformity with the requirements of the Investment Company Act of 1940, as amended, which is the statute creating and governing RICs.  Defining a RIC for purposes of this statute by reference to the IRC definition allows the statute to cover captive (abusive) RICs, which will likely meet the IRC’s definition.





� The deduction for dividends paid is permitted per IRC section 852(b)(2)(D).  The deduction for dividends received from a RIC is not allowed per IRC section 852(b)(2)(C).





� “Publicly traded on an established securities market” was an additional criterion with respect to the corresponding subsection in the MTC’s draft model REIT legislation.   It is here omitted because within the definition of a RIC is the requirement that it be publicly traded.  It is difficult to imagine how an entity would not be per se a tax avoidance vehicle if it merely meets the IRC definition RIC (it registered with the SEC as a RIC) but does not meet the full requirements under the Investment Company Act of 1940 as amended, which includes the requirement to be publicly traded.  The Act states, “[N]one of the following persons is an investment company within the meaning of this title: (1) Any issuer… which is not making and does not presently propose to make a public offering of its securities. Investment Co. Act of 1940, sec. 3(c)(1), 15 USC §80a-3.





� 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, but may be equally useful with respect to RICs.  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� .  





� A RIC meeting this definition must be publicly traded, in addition meeting >100 owners, SEC registration, and numerous other requirements.  See 15 USC 80a-3(c)(1).
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