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115 Sec. 1221(a)(l). 
116 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 condominium units or subdivided lots in a development project. 

117 See, e.g., PLR 200052021, PLR 199945055, PLR 19927021, PLR 8838016. A private letter 
ruling may be relied upon only by the taxpayer to which the ruling is issued. However, such 
rulings provide an indication of administrative practice. 

d. Modified safe harbor rules for timber REITs (sec. 334 of 
the Senate amendment and sec. 857 of the Code) 

PRESENT LAW 

In general 
Under present law, real estate investment trusts (‘‘REITs’’) are 

subject to a special taxation regime. Under this regime, a REIT is 
allowed a deduction for dividends paid to its shareholders. As a re-
sult, REITs generally do not pay tax on distributed income. REITs 
are generally restricted to earning certain types of passive income, 
primarily rents from real property and interests on mortgages se-
cured by real property. 

To qualify as a REIT, a corporation must satisfy a number of 
requirements, among which are four tests: organizational structure, 
source of income, nature of assets, and distribution of income. 

Income or loss from prohibited transactions 
A 100-percent tax is imposed on the net income of a REIT from 

‘‘prohibited transactions’’. A prohibited transaction is the sale or 
other disposition of property held for sale in the ordinary course of 
a trade or business,115 other than foreclosure property.116 A safe 
harbor is provided for certain sales of rent-producing real property. 
To qualify for the safe harbor, three criteria generally must be met. 
First, the REIT must have held the property for at least four years 
for rental purposes. Second, the aggregate expenditures made by 
the REIT during the four-year period prior to the date of the sale 
must not exceed 30 percent of the net selling price of the property. 
Third, either (i) the REIT must make seven or fewer sales of prop-
erty during the taxable year or (ii) the aggregate adjusted basis of 
the property sold must not exceed 10 percent of the aggregate 
bases of all the REIT’s assets at the beginning of the REIT’s tax-
able year. In the latter case, substantially all of the marketing and 
development expenditures with respect to the property must be 
made through an independent contractor. 

Certain timber income 
Some REITs have been formed to hold land on which trees are 

grown. Upon maturity of the trees, the standing trees are sold by 
the REIT. The Internal Revenue Service has issued private letter 
rulings in particular instances stating that the income from the 
sale of the trees can qualify as REIT real property income because 
the uncut timber and the timberland on which the timber grew is 
considered real property and the sale of uncut trees can qualify as 
capital gain derived from the sale of real property.117 
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118 Certain securities that are within a safe-harbor definition of ‘‘straight debt’’ are not taken 
into account for purposes of the limitation to no more than 10 percent of the value of an issuer’s 
outstanding securities.

119 Certain corporations are not eligible to be a TRS, such as a corporation which directly or 
indirectly operates or manages a lodging facility or a health care facility or directly or indirectly 
provides to any other person rights to a brand name under which any lodging facility or health 
care facility is operated. Sec. 856(l)(3). 

120 If the excise tax applies, the item is not also reallocated back to the TRS under section 
482. 

121 The timberland acquisition expenditures that are excluded for this purpose are those ex-
penditures that are related to timberland other than the specific timberland that is being sold 
under the safe harbor, but costs of which may be combined with costs of such property in the 
same ‘‘management block’’ under Treas. Reg. sec. 1.611–3(d). Any specific timberland being sold 

Limitation on investment in other entities 
A REIT is limited in the amount that it can own in other cor-

porations. Specifically, a REIT cannot own securities (other than 
Government securities and certain real estate assets) in an amount 
greater than 25 percent of the value of REIT assets. In addition, 
it cannot own such securities of any one issuer representing more 
than five percent of the total value of REIT assets or more than 
10 percent of the voting securities or 10 percent of the value of the 
outstanding securities of any one issuer. Securities for purposes of 
these rules are defined by reference to the Investment Company 
Act of 1940.118 

Special rules for taxable REIT subsidiaries 
Under an exception to the general rule limiting REIT securi-

ties ownership of other entities, a REIT can own stock of a taxable 
REIT subsidiary (‘‘TRS’’), generally, a corporation other than a 
REIT 119 with which the REIT makes a joint election to be subject 
to special rules. A TRS can engage in active business operations 
that would produce income that would not be qualified income for 
purposes of the 95-percent or 75-percent income tests for a REIT, 
and that income is not attributed to the REIT. Transactions be-
tween a TRS and a REIT are subject to a number of specified rules 
that are intended to prevent the TRS (taxable as a separate cor-
porate entity) from shifting taxable income from its activities to the 
pass-through entity REIT or from absorbing more than its share of 
expenses. Under one rule, a 100-percent excise tax is imposed on 
rents, deductions, or interest paid by the TRS to the REIT to the 
extent such items would exceed an arm’s length amount as deter-
mined under section 482.120 

HOUSE BILL 

No provision. 

SENATE AMENDMENT 

Under the provision, a sale of a real estate asset by a REIT 
will not be a prohibited transaction if the following six require-
ments are met: 

(1) The asset must have been held for at least four years 
in the trade or business of producing timber; 

(2) The aggregate expenditures made by the REIT (or a 
partner of the REIT) during the four-year period preceding the 
date of sale that are includible in the basis of the property 
(other than timberland acquisition expenditures 121) and that 
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must meet the requirement that it has been held for at least four years by the REIT in order 
to qualify for the safe harbor. 

are directly related to the operation of the property for the pro-
duction of timber or for the preservation of the property for use 
as timberland must not exceed 30 percent of the net selling 
price of the property; 

(3) The aggregate expenditures made by the REIT (or a 
partner of the REIT) during the four-year period preceding the 
date of sale that are includible in the basis of the property and 
that are not directly related to the operation of the property for 
the production of timber or the preservation of the property for 
use as timberland must not exceed five percent of the net sell-
ing price of the property; 

(4) The REIT either (a) does not make more than seven 
sales of property (other than sales of foreclosure property or 
sales to which 1033 applies) or (b) the aggregate adjusted 
bases (as determined for purposes of computing earnings and 
profits) of property sold during the year (other than sales of 
foreclosure property or sales to which 1033 applies) does not 
exceed 10 percent of the aggregate bases (as determined for 
purposes of computing earnings and profits) of property of all 
assets of the REIT as of the beginning of the year; 

(5) Substantially all of the marketing expenditures with 
respect to the property are made by persons who are inde-
pendent contractors (as defined by section 856(d)(3)) with re-
spect to the REIT and from whom the REIT does not derive 
any income; and 

(6) The sales price on the sale of the property cannot be 
based in whole or in part on income or profits of any person, 
including income or profits derived from the sale of such prop-
erties. 
Capital expenditures counted towards the 30-percent limit are 

those expenditures that are includible in the basis of the property 
(other than timberland acquisition expenditures), and that are di-
rectly related to operation of the property for the production of tim-
ber, or for the preservation of the property for use as timberland. 
These capital expenditures are those incurred directly in the oper-
ation of raising timber (i.e., silviculture), as opposed to capital ex-
penditures incurred in the ownership of undeveloped land. In gen-
eral, these capital expenditures incurred directly in the operation 
of raising timber include capital expenditures incurred by the REIT 
to create an established stand of growing trees. A stand of trees is 
considered established when a target stand exhibits the expected 
growing rate and is free of non-target competition (e.g., hardwoods, 
grasses, brush, etc.) that may significantly inhibit or threaten the 
target stand survival. The costs commonly incurred during stand 
establishment are: (1) site preparation including manual or me-
chanical scarification, manual or mechanical cutting, disking, bed-
ding, shearing, raking, piling, broadcast and windrow/pile burning 
(including slash disposal costs as required for stand establishment); 
(2) site regeneration including manual or mechanical hardwood 
coppice; (3) chemical application via aerial or ground to eliminate 
or reduce vegetation; (4) nursery operating costs including per-

VerDate jul 14 2003 05:51 Oct 16, 2004 Jkt 096272 PO 00000 Frm 00329 Fmt 6601 Sfmt 6601 E:\HR\OC\HR755.XXX HR755



312

122 Sec. 852(b). 

sonnel salaries and benefits, facilities costs, cone collection and 
seed extraction, and other costs directly attributable to the nursery 
operations (to the extent such costs are allocable to seedlings used 
by the REIT); (5) seedlings including storage, transportation and 
handling equipment; (6) direct planting of seedlings; and (7) initial 
stand fertilization, up through stand establishment. Other exam-
ples of capital expenditures incurred directly in the operation of 
raising timber include construction cost of road to be used for man-
aging the timber land (including for removal of logs or fire protec-
tion), environmental costs (i.e., habitat conservation plans), and 
any other post stand establishment capital costs (e.g., ‘‘mid-term 
fertilization costs).’’

Capital expenditures counted towards the five-percent limit are 
those capital expenditures incurred in the ownership of undevel-
oped land that are not incurred in the direct operation of raising 
timber (i.e., silviculture). This category of capital expenditures in-
cludes: (1) expenditures to separate the REIT’s holdings of land 
into separate parcels; (2) costs of granting leases or easements to 
cable, cellular or similar companies; (3) costs in determining the 
presence or quality of minerals located on the land; (4) costs in-
curred to defend changes in law that would limit future use of the 
land by the REIT or a purchaser from the REIT; (5) costs incurred 
to determine alternative uses of the land (e.g., recreational use); 
and (6) development costs of the property incurred by the REIT 
(e.g., engineering, surveying, legal, permit, consulting, road con-
struction, utilities, and other development costs for use other than 
to grow timber). 

Costs that are not includible in the basis of the property are 
not counted towards either the 30-percent or five-percent require-
ments. 

Effective date.—The provision is effective for taxable years be-
ginning after the date of enactment. 

CONFERENCE AGREEMENT 

The conference agreement follows the Senate amendment. 

4. Net income from publicly traded partnerships treated as quali-
fying income of regulated investment company (sec. 284 of the 
House bill, sec. 899 of the Senate amendment, and secs. 851(b), 
469(k), 7704(d) and new sec. 851(h) of the Code) 

PRESENT LAW 

Treatment of RICs 
A regulated investment company (‘‘RIC’’) generally is treated 

as a conduit for Federal income tax purposes. In computing its tax-
able income, a RIC deducts dividends paid to its shareholders to 
achieve conduit treatment.122 In order to qualify for conduit treat-
ment, a RIC must be a domestic corporation that, at all times dur-
ing 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 com-
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131 Sec. 469(k). 

these rules are carried forward and treated as deductions and cred-
its from passive activities in the next year. The suspended losses 
from a passive activity are allowed in full when a taxpayer disposes 
of his entire interest in the passive activity to an unrelated person. 
The special rule for publicly traded partnerships provides that the 
passive loss rules are applied separately with respect to items at-
tributable to each publicly traded partnership.131 Thus, income or 
loss from the publicly traded partnership is treated as separate 
from income or loss from other passive activities. 

HOUSE BILL 

The House bill modifies the 90-percent test with respect to in-
come of a RIC to include net income derived from an interest in 
a publicly traded partnership. The House bill also modifies the 
look-through rule for partnership income of a RIC so that it applies 
only to income from a partnership other than a publicly traded 
partnership. 

The House bill provides that the limitation on ownership and 
the limitation on composition of assets that apply to other invest-
ments of a RIC also apply to RIC investments in publicly traded 
partnership interests. 

The House bill provides that the special rule for publicly trad-
ed partnerships under the passive loss rules (requiring separate 
treatment) applies to a RIC holding an interest in a publicly traded 
partnership, with respect to items attributable to the interest in 
the publicly traded partnership. 

Effective date.—The House bill provision is effective for taxable 
years beginning after the date of enactment. 

SENATE AMENDMENT 

The Senate amendment is the same as the House bill. 

CONFERENCE AGREEMENT 

The conference agreement follows the House bill and Senate 
amendment. In addition, the conference agreement provides that 
net income from an interest in a publicly traded partnership is 
used for purposes of both the numerator and denominator of the 
90-percent test. As under present law, the conference agreement 
also provides that gains from the sale or other disposition of inter-
ests in publicly traded partnerships constitute qualifying income of 
regulated investment companies. 

5. Improvements related to real estate investment trusts (sec. 285 
of the House bill and secs. 856, 857 and 860 of the Code) 

PRESENT LAW 

In general 
Real estate investment trusts (‘‘REITs’’) are treated, in sub-

stance, as pass-through entities under present law. Pass-through 
status is achieved by allowing the REIT a deduction for dividends 
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132 A REIT is not treated as providing services that produce impermissible tenant services in-
come if such services are provided by an independent contractor from whom the REIT does not 
derive or receive any income. An independent contractor is defined as a person who does not 
own, directly or indirectly, more than 35 percent of the shares of the REIT. Also, no more than 
35 percent of the total shares of stock of an independent contractor (or of the interests in net 
assets or net profits, if not a corporation) can be owned directly or indirectly by persons owning 
35 percent or more of the interests in the REIT. 

133 Rents for certain personal property leased in connection with the rental of real property 
are treated as rents from real property if the fair market value of the personal property does 
not exceed 15 percent of the aggregate fair market values of the real and personal property. 

134 Sec. 856(d)(2)(B). 

paid to its shareholders. REITs are generally restricted to investing 
in passive investments primarily in real estate and securities. 

A REIT must satisfy four tests on a year-by-year basis: organi-
zational structure, source of income, nature of assets, and distribu-
tion of income. Whether the REIT meets the asset tests is generally 
measured each quarter. 

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. The bene-
ficial ownership of the entity must be evidenced by transferable 
shares or certificates of ownership. Except for the first taxable 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 con-
stituted personal holding company income. A REIT is required to 
comply with regulations to ascertain the actual ownership of the 
REIT’s outstanding shares. 

Income requirements 
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 income test’’). In addition, at least 75 per-
cent of its income generally must be from certain real estate 
sources (the ‘‘75-percent income test’’), including rents from real 
property (as defined) and gain from the sale or other disposition of 
real property, and income and gain derived from foreclosure prop-
erty. 

Qualified rental income 
Amounts received as impermissible ‘‘tenant services income’’ 

are not treated as rents from real property.132 In general, such 
amounts are for services rendered to tenants that are not ‘‘custom-
arily furnished’’ in connection with the rental of real property.133 

Rents from real property, for purposes of the 95-percent and 
75-percent income tests, generally do not include any amount re-
ceived or accrued from any person in which the REIT owns, di-
rectly or indirectly, 10 percent or more of the vote or value.134 An 
exception applies to rents received from a taxable REIT subsidiary 
(‘‘TRS’’) (described further below) if at least 90 percent of the leased 
space of the property is rented to persons other than a TRS or cer-
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135 Sec. 856(d)(8). 
136 Prior to 1999, the rule had applied to the amount by which 95 percent of the income ex-

ceeded the items subject to the 95 percent test. 
137 The ratio of the REIT’s net to gross income is applied to the excess amount, to determine 

the amount of tax (disregarding certain items otherwise subject to a 100-percent tax). In effect, 
the formula seeks to require that all of the REIT net income attributable to the failure of the 
income tests will be paid as tax. Sec. 857(b)(5). 

tain related persons, and if the rents from the TRS are substan-
tially comparable to unrelated party rents.135 

Certain hedging instruments 
Except as provided in regulations, a payment to a REIT under 

an interest rate swap or cap agreement, option, futures contract, 
forward rate agreement, or any similar financial instrument, en-
tered into by the trust in a transaction to reduce the interest rate 
risks with respect to any indebtedness incurred or to be incurred 
by the REIT to acquire or carry real estate assets, and any gain 
from the sale or disposition of any such investment, is treated as 
income qualifying for the 95-percent income test. 

Tax if qualified income tests not met 
If a REIT fails to meet the 95-percent or 75-percent income 

tests but has set out the income it did receive in a schedule and 
any error in the schedule is not due to fraud with intent to evade 
tax, then the REIT does not lose its REIT status provided that the 
failure to meet the 95-percent or 75-percent test is due to reason-
able cause and not due to willful neglect. If the REIT qualifies for 
this relief, the REIT must pay a tax measured by the greater of the 
amount by which 90 percent136 of the REIT’s gross income exceeds 
the amount of items subject to the 95-percent test, or the amount 
by which 75 percent of the REIT’s gross income exceeds the 
amount of items subject to the 75-percent test.137 

Asset requirements 

75-percent asset test 
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 
(the ‘‘75-percent asset test’’). The term real estate asset is defined 
to mean real property (including interests in real property and 
mortgages on real property) and interests in REITs.

Limitation on investment in other entities 
A REIT is limited in the amount that it can own in other cor-

porations. Specifically, a REIT cannot own securities (other than 
Government securities and certain real estate assets) in an amount 
greater than 25 percent of the value of REIT assets. In addition, 
it cannot own such securities of any one issuer representing more 
than 5 percent of the total value of REIT assets or more than 10 
percent of the voting securities or 10 percent of the value of the 
outstanding securities of any one issuer. Securities for purposes of 
these rules are defined by reference to the Investment Company 
Act of 1940. 
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138 Sec. 1361(c)(5), without regard to paragraph (B)(iii) thereof. 
139 Sec. 856(c)(7). 
140 Certain corporations are not eligible to be a TRS, such as a corporation which directly or 

indirectly operates or manages a lodging facility or a health care facility, or directly or indirectly 
provides to any other person rights to a brand name under which any lodging facility or health 
care facility is operated. Sec. 856(l)(3). 

‘‘Straight debt’’ exception 
Securities of an issuer that are within a safe-harbor definition 

of ‘‘straight debt’’ (as defined for purposes of subchapter S)138 are 
not taken into account in applying the limitation that a REIT may 
not hold more than 10 percent of the value of outstanding securi-
ties of a single issuer, if: (1) the issuer is an individual; (2) the only 
securities of such issuer held by the REIT or a taxable REIT sub-
sidiary of the REIT are straight debt; or (3) the issuer is a partner-
ship and the trust holds at least a 20 percent profits interest in the 
partnership. 

Straight debt for purposes of the REIT provision139 is defined 
as a written or unconditional promise to pay on demand or on a 
specified date a sum certain in money if (i) the interest rate (and 
interest payment dates) are not contingent on profits, the bor-
rower’s discretion, or similar factors, and (ii) there is no convert-
ibility (directly or indirectly) into stock. 

Certain subsidiary ownership permitted with income treated 
as income of the REIT 

Under one exception to the rule limiting a REIT’s securities 
holdings to no more than 10 percent of the vote or value of a single 
issuer, a REIT can own 100 percent of the stock of a corporation, 
but in that case the income and assets of such corporation are 
treated as income and assets of the REIT. 

Special rules for taxable REIT subsidiaries 
Under another exception to the general rule limiting REIT se-

curities ownership of other entities, a REIT can own stock of a tax-
able REIT subsidiary (‘‘TRS’’), generally, a corporation other than 
a real estate investment trust140 with which the REIT makes a 
joint election to be subject to special rules. A TRS can engage in 
active business operations that would produce income that would 
not be qualified income for purposes of the 95-percent or 75-percent 
income tests for a REIT, and that income is not attributed to the 
REIT. For example, a TRS could provide noncustomary services to 
REIT tenants, or it could engage directly in the active operation 
and management of real estate (without use of an independent con-
tractor); and the income the TRS derived from these nonqualified 
activities would not be treated as disqualified REIT income. Trans-
actions between a TRS and a REIT are subject to a number of spec-
ified rules that are intended to prevent the TRS (taxable as a sepa-
rate corporate entity) from shifting taxable income from its activi-
ties to the pass-through entity REIT or from absorbing more than 
its share of expenses. Under one rule, a 100-percent excise tax is 
imposed on rents to the extent that the amount of the rents would 
be reduced on distribution, apportionment, or allocation under sec-
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141 If the excise tax applies, then the item is not reallocated back to the TRS under section 
482. 

142 Secs. 856(c)(6) and 857(b)(5). 

tion 482 to clearly reflect income as a result of services furnished 
by a TRS of the REIT to a tenant of the REIT.141 

The 100 percent excise tax does not apply to amounts received 
directly or indirectly by a REIT from a TRS that would be excluded 
from unrelated taxable income if received by an organization de-
scribed in section 511(a)(2). Such amounts are defined in section 
512(b)(3). 

Rents paid by a TRS to a REIT generally are treated as rents 
from real property if at least 90 percent of the leased space of the 
property is rented to persons other than the REIT’s TRSs and other 
than persons related to the REIT. In such a case, the rent paid by 
the TRS to the REIT is treated as rent from real property only to 
the extent that it is substantially comparable to rents from other 
tenants of the REIT’s property for comparable space. 

Income distribution requirements 
A REIT is generally required to distribute 90 percent of its in-

come before the end of its taxable year, as deductible dividends 
paid to shareholders. This rule is similar to a rule for regulated in-
vestment companies (‘‘RICs’’) that requires distribution of 90 per-
cent of income. If a REIT declares certain dividends after the end 
of its taxable year but before the time prescribed for filing its re-
turn for that year and distributes those amounts to shareholders 
within the 12 months following the close of that taxable year, such 
distributions are treated as made during such taxable year for this 
purpose. As described further below, a REIT can also make certain 
‘‘deficiency dividends’’ after the close of the taxable year after a de-
termination that it has not distributed the correct amount for qual-
ification as a REIT. 

Consequences of failure to meet requirements 
A REIT loses its status as a REIT, and becomes subject to tax 

as a C corporation, if it fails to meet specified tests regarding the 
sources of its income, the nature and amount of its assets, its struc-
ture, and the amount of its income distributed to shareholders. 

If a REIT fails to meet the source of income requirements, but 
has set out the income it did receive in a schedule and any error 
in the schedule is not due to fraud with intent to evade tax, then 
the REIT does not lose its REIT status, provided that the failure 
to meet the 95-percent or 75-percent test is due to reasonable cause 
and not to willful neglect. If the REIT qualifies for this relief, the 
REIT must pay the disallowed income as a tax to the Treasury.142 

Failure to satisfy the asset test is excused if the REIT elimi-
nates the discrepancy within 30 days. Failure to meet distribution 
requirements may also be excused if the REIT was unable to meet 
such requirement by reason of distributions previously made to 
meet the requirements of section 4981. 

There are no similar provisions that allow a REIT to pay a 
penalty and avoid disqualification in the case of other qualification 
failures. 

VerDate jul 14 2003 05:51 Oct 16, 2004 Jkt 096272 PO 00000 Frm 00336 Fmt 6601 Sfmt 6601 E:\HR\OC\HR755.XXX HR755



319

143 The present law rules that limit qualified interest income to amounts the determination 
of which do not depend, in whole or in part, on the income or profits of any person, continue 
to apply to such contingent interest. See, e.g., secs. 856(c)(2)(G), 856(c)(3)(G) and 856(f). 

A REIT may make a deficiency dividend after a determination 
is made that it has not distributed the correct amount of its in-
come, and avoid disqualification. The Code provides only for deter-
minations involving a controversy with the IRS and does not pro-
vide for a REIT to make such a distribution on its own initiative. 
Deficiency dividends may be declared on or after the date of ‘‘deter-
mination’’. A determination is defined to include only (i) a final de-
cision by the Tax Court or other court of competent jurisdiction, (ii) 
a closing agreement under section 7121, or (iii) under Treasury reg-
ulations, an agreement signed by the Secretary and the REIT. 

HOUSE BILL 

The provision makes a number of modifications to the REIT 
rules. 

Straight debt modification 
The provision modifies the definition of ‘‘straight debt’’ for pur-

poses of the limitation that a REIT may not hold more than 10 per-
cent of the value of the outstanding securities of a single issuer, to 
provide more flexibility than the present law rule. In addition, ex-
cept as provided in regulations, neither such straight debt nor cer-
tain other types of securities are considered ‘‘securities’’ for pur-
poses of this rule. 

Straight debt securities 
As under present law, ‘‘straight-debt’’ is still defined by ref-

erence to section 1361(c)(5), without regard to subparagraph (B)(iii) 
thereof (limiting the nature of the creditor). 

Special rules are provided permitting certain contingencies for 
purposes of the REIT provision. Any interest or principal shall not 
be treated as failing to satisfy section 1361(c)(5)(B)(i) solely by rea-
son of the fact that the time of payment of such interest or prin-
cipal is subject to a contingency, but only if one of several factors 
applies. The first type of contingency that is permitted is one that 
does not have the effect of changing the effective yield to maturity, 
as determined under section 1272, other than a change in the an-
nual yield to maturity, but only if (i) any such contingency does not 
exceed the greater of 1⁄4 of one percent or five percent of the annual 
yield to maturity, or (ii) neither the aggregate issue price nor the 
aggregate face amount of the debt instruments held by the REIT 
exceeds $1,000,000 and not more than 12 months of unaccrued in-
terest can be required to be prepaid thereunder. 

Also, the time or amount of any payment is permitted to be 
subject to a contingency upon a default or the exercise of a prepay-
ment right by the issuer of the debt, provided that such contin-
gency is consistent with customary commercial practice.143 

The provision eliminates the present law rule requiring a REIT 
to own a 20 percent equity interest in a partnership in order for 
debt to qualify as ‘‘straight debt’’. The bill instead provides new 
‘‘look-through’’ rules determining a REIT partner’s share of part-
nership securities, generally treating debt to the REIT as part of 
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144 The provision does not modify any of the standards of section 482 as they apply to REITs 
and to TRSs. 

145 Although a REIT could itself provide such service and receive the income without receiving 
any disqualified income, in that case the REIT itself would be bearing the cost of providing the 
service. Under the present law exception for a TRS providing such service, there is no explicit 
requirement that the TRS be reimbursed for the full cost of the service. 

the REIT’s partnership interest for this purpose, except in the case 
of otherwise qualifying debt of the partnership. 

Certain corporate or partnership issues that otherwise would 
be permitted to be held without limitation under the special 
straight debt rules described above will not be so permitted if the 
REIT holding such securities, and any of its taxable REIT subsidi-
aries, holds any securities of the issuer which are not permitted se-
curities (prior to the application of this rule) and have an aggregate 
value greater than one percent of the issuer’s outstanding securi-
ties. 

Other securities 
Except as provided in regulations, the following also are not 

considered ‘‘securities’’ for purposes of the rule that a REIT cannot 
own more than 10 percent of the value of the outstanding securities 
of a single issuer: (i) any loan to an individual or an estate, (ii) any 
section 467 rental agreement, (as defined in section 467(d)), other 
than with a person described in section 856(d)(2)(B), (iii) any obli-
gation to pay rents from real property, (iv) any security issued by 
a State or any political subdivision thereof, the District of Colum-
bia, a foreign government, or any political subdivision thereof, or 
the Commonwealth of Puerto Rico, but only if the determination of 
any payment received or accrued under such security does not de-
pend in whole or in part on the profits of any entity not described 
in this category, or payments on any obligation issued by such an 
entity, (v) any security issued by a real estate investment trust; 
and (vi) any other arrangement that, as determined by the Sec-
retary, is excepted from the definition of a security. 

Safe harbor testing date for certain rents 
The provision provides specific safe-harbor rules regarding the 

dates for testing whether 90 percent of a REIT property is rented 
to unrelated persons and whether the rents paid by related persons 
are substantially comparable to unrelated party rents. These test-
ing rules are provided solely for purposes of the special provision 
permitting rents received from a TRS to be treated as qualified 
rental income for purposes of the income tests.144 

Customary services exception 
The provision prospectively eliminates the safe harbor allowing 

rents received by a REIT to be exempt from the 100 percent excise 
tax if the rents are for customary services performed by the TRS 145 
or are from a TRS and are described in section 512(b)(3). Instead, 
such payments are free of the excise tax if they satisfy the present 
law safe-harbor that applies if the REIT pays the TRS at least 150 
percent of the cost to the TRS of providing any services. 
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146 Sec. 856(c)(4)(B)(iii). These rules do not apply to securities of a TRS, or to securities that 
qualify for the 75 percent asset test of section 856(c)(4)(A), such as real estate assets, cash items 
(including receivables), or Government securities. 

147 A REIT might satisfy the requirements without a disposition, for example, by increasing 
its other assets in the case of the 5 percent rule; or by the issuer modifying the amount or value 
of its total securities outstanding in the case of the 10 percent rule. 

Hedging rules 
The rules governing the tax treatment of arrangements en-

gaged in by a REIT to reduce certain interest rate risks are pro-
spectively generally conformed to the rules included in section 
1221. Also, the defined income of a REIT from such a hedging 
transaction is excluded from gross income for purposes of the 95-
percent of gross income requirement. 

95-percent of gross income requirement 
The provision prospectively amends the tax liability owed by 

the REIT when it fails to meet the 95-percent of gross income test 
by applying a taxable fraction based on 95 percent, rather than 90 
percent, of the REIT’s gross income. 

Consequences of failure to meet REIT requirements 
Under the provision, a REIT may avoid disqualification in the 

event of certain failures of the requirements for REIT status, pro-
vided that (1) the failure was due to reasonable cause and not will-
ful neglect, (2) the failure is corrected, and (3) except for certain 
failures not exceeding a specified de minimis amount, a penalty 
amount is paid. 

Certain de minimis asset failures of 5-percent or 10-percent 
tests 

One requirement of present law is that, with certain excep-
tions, (i) not more than 5 percent of the value of total REIT assets 
may be represented by securities of one issuer, and (ii) a REIT may 
not hold securities possessing more than 10 percent of the total vot-
ing power or 10 percent of the total value of the outstanding securi-
ties of any one issuer.146 The requirements must be satisfied each 
quarter. 

The provision provides that a REIT will not lose its REIT sta-
tus for failing to satisfy these requirements in a quarter if the fail-
ure is due to the ownership of assets the total value of which does 
not exceed the lesser of (i) one percent of the total value of the 
REIT’s assets at the end of the quarter for which such measure-
ment is done or (ii) 10 million dollars; provided in either case that 
the REIT either disposes of the assets within six months after the 
last day of the quarter in which the REIT identifies the failure (or 
such other time period prescribed by the Treasury), or otherwise 
meets the requirements of those rules by the end of such time pe-
riod.147 

Larger asset test failures (whether of 5-percent or 10-percent 
tests, or of 75-percent or other asset tests) 

Under the provision, if a REIT fails to meet any of the asset 
test requirements for a particular quarter and the failure exceeds 
the de minimis threshold described above, then the REIT still will 
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be deemed to have satisfied the requirements if: (i) following the 
REIT’s identification of the failure, the REIT files a schedule with 
a description of each asset that caused the failure, in accordance 
with regulations prescribed by the Treasury; (ii) the failure was 
due to reasonable cause and not to willful neglect, (iii) the REIT 
disposes of the assets within 6 months after the last day of the 
quarter in which the identification occurred or such other time pe-
riod as is prescribed by the Treasury (or the requirements of the 
rules are otherwise met within such period), and (iv) the REIT 
pays a tax on the failure. 

The tax that the REIT must pay on the failure is the greater 
of (i) $50,000, or (ii) an amount determined (pursuant to regula-
tions) by multiplying the highest rate of tax for corporations under 
section 11, by the net income generated by the assets for the period 
beginning on the first date of the failure and ending on the date 
the REIT has disposed of the assets (or otherwise satisfies the re-
quirements). 

Such taxes are treated as excise taxes, for which the deficiency 
provisions of the excise tax subtitle of the Code (subtitle F) apply. 

Conforming reasonable cause and reporting standard for fail-
ures of income tests 

The provision conforms the reporting and reasonable cause 
standards for failure to meet the income tests to the new asset test 
standards. However, the provision does not change the rule under 
section 857(b)(5) that for income test failures, all of the net income 
attributed to the disqualified gross income is paid as tax. 

Other failures 
The bill adds a provision under which, if a REIT fails to satisfy 

one or more requirements for REIT qualification, other than the 
95-percent and 75-percent gross income tests and other than the 
new rules provided for failures of the asset tests, the REIT may re-
tain its REIT qualification if the failures are due to reasonable 
cause and not willful neglect, and if the REIT pays a penalty of 
$50,000 for each such failure. 

Taxes and penalties paid deducted from amount required to 
be distributed 

Any taxes or penalties paid under the provision are deducted 
from the net income of the REIT in determining the amount the 
REIT must distribute under the 90-percent distribution require-
ment. 

Expansion of deficiency dividend procedure 
The provision expands the circumstances in which a REIT may 

declare a deficiency dividend, by allowing such a declaration to 
occur after the REIT unilaterally has identified a failure to pay the 
relevant amount. Thus, the declaration need not await a decision 
of the Tax Court, a closing agreement, or an agreement signed by 
the Secretary of the Treasury. 
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Effective date 
The provision is generally effective for taxable years beginning 

after December 31, 2000. 
However, some of the provisions are effective for taxable years 

beginning after the date of enactment. These are: the new ‘‘look 
through’’ rules determining a REIT partner’s share of partnership 
securities for purposes of the ‘‘straight debt’’ rules; the provision 
changing the 90-percent of gross income reference to 95 percent, for 
purposes of the tax liability if a REIT fails to meet the 95-percent 
of gross income test; the new hedging definition; the rule modifying 
the treatment of rents with respect to customary services; and the 
new rules for correction of certain failures to satisfy the REIT re-
quirements. 

SENATE AMENDMENT 

No provision. 

CONFERENCE AGREEMENT 

The conference agreement follows the House bill.

6. Treatment of certain dividends of regulated investment compa-
nies (sec. 286 of the House bill and secs. 871 and 881 of the 
Code) 

PRESENT LAW 

Regulated investment companies 
A regulated investment company (‘‘RIC’’) is a domestic corpora-

tion 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 busi-
ness development company under that Act (sec. 851(a)). 

In addition, to qualify as a RIC, a corporation must elect such 
status and must satisfy certain tests (sec. 851(b)). These tests in-
clude a requirement that the corporation derive at least 90 percent 
of its gross income from dividends, interest, payments with respect 
to certain securities loans, and gains on the sale or other disposi-
tion of stock or securities or foreign currencies, or other income de-
rived with respect to its business of investment in such stock, secu-
rities, or currencies. 

Generally, a RIC pays no income tax because it is permitted 
to deduct dividends paid to its shareholders in computing its tax-
able income. The amount of any distribution generally is not con-
sidered as a dividend for purposes of computing the dividends paid 
deduction unless the distribution is pro rata, with no preference to 
any share of stock as compared with other shares of the same class 
(sec. 562(c)). For distributions by RICs to shareholders who made 
initial investments of at least $10,000,000, however, the distribu-
tion is not treated as non-pro rata or preferential solely by reason 
of an increase in the distribution due to reductions in administra-
tive expenses of the company. 

A RIC generally may pass through to its shareholders the 
character of its long-term capital gains. It does this by designating 
a dividend it pays as a capital gain dividend to the extent that the 
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RIC has net capital gain (i.e., net long-term capital gain over net 
short-term capital loss). These capital gain dividends are treated as 
long-term capital gain by the shareholders. A RIC generally also 
can pass through to its shareholders the character of tax-exempt 
interest from State and local bonds, but only if, at the close of each 
quarter of its taxable year, at least 50 percent of the value of the 
total assets of the RIC consists of these obligations. In this case, 
the RIC generally may designate a dividend it pays as an exempt-
interest dividend to the extent that the RIC has tax-exempt inter-
est income. These exempt-interest dividends are treated as interest 
excludable from gross income by the shareholders. 

U.S. source investment income of foreign persons 

In general 
The United States generally imposes a flat 30-cent tax, col-

lected by withholding, on the gross amount of U.S.-source invest-
ment income payments, such as interest, dividends, rents, royalties 
or similar types of income, to nonresident alien individuals and for-
eign corporations (‘‘foreign persons’’) (secs. 871(a), 881, 1441, and 
1442). Under treaties, the United States may reduce or eliminate 
such taxes. Even taking into account U.S. treaties, however, the 
tax on a dividend generally is not entirely eliminated. Instead, 
U.S.-source portfolio investment dividends received by foreign per-
sons generally are subject to U.S. withholding tax at a rate of at 
least 15 percent. 

Interest 
Although payments of U.S.-source interest that is not effec-

tively connected with a U.S. trade or business generally are subject 
to the 30-cent withholding tax, there are exceptions to that rule. 
For example, interest from certain deposits with banks and other 
financial institutions is exempt from tax (secs. 871(i)(2)(A) and 
881(d)). Original issue discount on obligations maturing in 183 
days or less from the date of original issue (without regard to the 
period held by the taxpayer) is also exempt from tax (sec. 871(g)). 
An additional exception is provided for certain interest paid on 
portfolio obligations (secs. 871(h) and 881(c)). ‘‘Portfolio interest’’ 
generally is defined as any U.S.-source interest (including original 
issue discount), not effectively connected with the conduct of a U.S. 
trade or business, (i) on an obligation that satisfies certain registra-
tion requirements or specified exceptions thereto (i.e., the obliga-
tion is ‘‘foreign targeted’’), and (ii) that is not received by a 10-cent 
shareholder (secs. 871(h)(3) and 881(c)(3)). With respect to a reg-
istered obligation, a statement that the beneficial owner is not a 
U.S. person is required (secs. 871(h)(2), (5) and 881(c)(2)). This ex-
ception is not available for any interest received either by a bank 
on a loan extended in the ordinary course of its business (except 
in the case of interest paid on an obligation of the United States), 
or by a controlled foreign corporation from a related person (sec. 
881(c)(3)). Moreover, this exception is not available for certain con-
tingent interest payments (secs. 871(h)(4) and 881(c)(4)). 
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148 The Economic Growth and Tax Relief Reconciliation Act of 2001 (‘‘EGTRRA’’) repealed the 
estate tax for estates of decedents dying after December 31, 2009. However, EGTRRA included 
a ‘‘sunset’’ provision, pursuant to which EGTRRA’s provisions (including estate tax repeal) do 
not apply to estates of decedents dying after December 31, 2010. 

Capital gains 
Foreign persons generally are not subject to U.S. tax on gain 

realized on the disposition of stock or securities issued by a U.S. 
person (other than a ‘‘U.S. real property holding corporation,’’ as 
described below), unless the gain is effectively connected with the 
conduct of a trade or business in the United States. This exemption 
does not apply, however, if the foreign person is a nonresident alien 
individual present in the United States for a period or periods ag-
gregating 183 days or more during the taxable year (sec. 871(a)(2)). 
A RIC may elect not to withhold on a distribution to a foreign per-
son representing a capital gain dividend. (Treas. Reg. sec. 1.1441–
3(c)(2)(D)). 

Gain or loss of a foreign person from the disposition of a U.S. 
real property interest is subject to net basis tax as if the taxpayer 
were engaged in a trade or business within the United States and 
the gain or loss were effectively connected with such trade or busi-
ness (sec. 897). In addition to an interest in real property located 
in the United States or the Virgin Islands, U.S. real property inter-
ests include (among other things) any interest in a domestic cor-
poration unless the taxpayer establishes that the corporation was 
not, during a 5-year period ending on the date of the disposition 
of the interest, a U.S. real property holding corporation (which is 
defined generally to mean a corporation the fair market value of 
whose U.S. real property interests equals or exceeds 50 percent of 
the sum of the fair market values of its real property interests and 
any other of its assets used or held for use in a trade or business).

Estate taxation 
Decedents who were citizens or residents of the United States 

are generally subject to Federal estate tax on all property, wher-
ever situated.148 Nonresidents who are not U.S. citizens, however, 
are subject to estate tax only on their property which is within the 
United States. Property within the United States generally in-
cludes debt obligations of U.S. persons, including the Federal gov-
ernment and State and local governments (sec. 2104(c)), but does 
not include either bank deposits or portfolio obligations, the inter-
est on which would be exempt from U.S. income tax under section 
871 (sec. 2105(b)). Stock owned and held by a nonresident who is 
not a U.S. citizen is treated as property within the United States 
only if the stock was issued by a domestic corporation (sec. 2104(a); 
Treas. Reg. sec. 20.2104–1(a)(5)). 

Treaties may reduce U.S. taxation on transfers by estates of 
nonresident decedents who are not U.S. citizens. Under recent trea-
ties, for example, U.S. tax may generally be eliminated except inso-
far as the property transferred includes U.S. real property or busi-
ness property of a U.S. permanent establishment. 
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HOUSE BILL 

In general 
Under the House bill, a RIC that earns certain interest income 

that would not be subject to U.S. tax if earned by a foreign person 
directly may, to the extent of such income, designate a dividend it 
pays as derived from such interest income. A foreign person who 
is a shareholder in the RIC generally would treat such a dividend 
as exempt from gross-basis U.S. tax, as if the foreign person had 
earned the interest directly. Similarly, a RIC that earns an excess 
of net short-term capital gains over net long-term capital losses, 
which excess would not be subject to U.S. tax if earned by a foreign 
person, generally may, to the extent of such excess, designate a div-
idend it pays as derived from such excess. A foreign person who is 
a shareholder in the RIC generally would treat such a dividend as 
exempt from gross-basis U.S. tax, as if the foreign person had real-
ized the excess directly. The House bill also provides that the es-
tate of a foreign decedent is exempt from U.S. estate tax on a 
transfer of stock in the RIC in the proportion that the assets held 
by the RIC are debt obligations, deposits, or other property that 
would generally be treated as situated outside the United States if 
held directly by the estate. 

Interest-related dividends 
Under the House bill, a RIC may, under certain circumstances, 

designate all or a portion of a dividend as an ‘‘interest-related divi-
dend,’’ by written notice mailed to its shareholders not later than 
60 days after the close of its taxable year. In addition, an interest-
related dividend received by a foreign person generally is exempt 
from U.S. gross-basis tax under sections 871(a), 881, 1441 and 
1442. 

However, this exemption does not apply to a dividend on 
shares of RIC stock if the withholding agent does not receive a 
statement, similar to that required under the portfolio interest 
rules, that the beneficial owner of the shares is not a U.S. person. 
The exemption does not apply to a dividend paid to any person 
within a foreign country (or dividends addressed to, or for the ac-
count of, persons within such foreign country) with respect to 
which the Treasury Secretary has determined, under the portfolio 
interest rules, that exchange of information is inadequate to pre-
vent evasion of U.S. income tax by U.S. persons. 

In addition, the exemption generally does not apply to divi-
dends paid to a controlled foreign corporation to the extent such 
dividends are attributable to income received by the RIC on a debt 
obligation of a person with respect to which the recipient of the div-
idend (i.e., the controlled foreign corporation) is a related person. 
Nor does the exemption generally apply to dividends to the extent 
such dividends are attributable to income (other than short-term 
original issue discount or bank deposit interest) received by the 
RIC on indebtedness issued by the RIC-dividend recipient or by 
any corporation or partnership with respect to which the recipient 
of the RIC dividend is a 10-percent shareholder. However, in these 
two circumstances the RIC remains exempt from its withholding 
obligation unless the RIC knows that the dividend recipient is such 
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a controlled foreign corporation or 10-percent shareholder. To the 
extent that an interest-related dividend received by a controlled 
foreign corporation is attributable to interest income of the RIC 
that would be portfolio interest if received by a foreign corporation, 
the dividend is treated as portfolio interest for purposes of the de 
minimis rules, the high-tax exception, and the same country excep-
tions of subpart F (see sec. 881(c)(5)(A)). 

The aggregate amount designated as interest-related dividends 
for the RIC’s taxable year (including dividends so designated that 
are paid after the close of the taxable year but treated as paid dur-
ing that year as described in section 855) generally is limited to the 
qualified net interest income of the RIC for the taxable year. The 
qualified net interest income of the RIC equals the excess of: (1) 
the amount of qualified interest income of the RIC; over (2) the 
amount of expenses of the RIC properly allocable to such interest 
income. 

Qualified interest income of the RIC is equal to the sum of its 
U.S.-source income with respect to: (1) bank deposit interest; (2) 
short term original issue discount that is currently exempt from 
the gross-basis tax under section 871; (3) any interest (including 
amounts recognized as ordinary income in respect of original issue 
discount, market discount, or acquisition discount under the provi-
sions of sections 1271–1288, and such other amounts as regulations 
may provide) on an obligation which is in registered form, unless 
it is earned on an obligation issued by a corporation or partnership 
in which the RIC is a 10-percent shareholder or is contingent inter-
est not treated as portfolio interest under section 871(h)(4); and (4) 
any interest-related dividend from another RIC. 

If the amount designated as an interest-related dividend is 
greater than the qualified net interest income described above, the 
portion of the distribution so designated which constitutes an inter-
est-related dividend will be only that proportion of the amount so 
designated as the amount of the qualified net interest income bears 
to the amount so designated.

Short-term capital gain dividends 
Under the House bill, a RIC also may, under certain cir-

cumstances, designate all or a portion of a dividend as a ‘‘short-
term capital gain dividend,’’ by written notice mailed to its share-
holders not later than 60 days after the close of its taxable year. 
For purposes of the U.S. gross-basis tax, a short-term capital gain 
dividend received by a foreign person generally is exempt from U.S. 
gross-basis tax under sections 871(a), 881, 1441 and 1442. This ex-
emption does not apply to the extent that the foreign person is a 
nonresident alien individual present in the United States for a pe-
riod or periods aggregating 183 days or more during the taxable 
year. However, in this circumstance the RIC remains exempt from 
its withholding obligation unless the RIC knows that the dividend 
recipient has been present in the United States for such period. 

The aggregate amount qualified to be designated as short-term 
capital gain dividends for the RIC’s taxable year (including divi-
dends so designated that are paid after the close of the taxable 
year but treated as paid during that year as described in sec. 855) 
is equal to the excess of the RIC’s net short-term capital gains over 
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net long-term capital losses. The short-term capital gain includes 
short-term capital gain dividends from another RIC. As provided 
under present law for purposes of computing the amount of a cap-
ital gain dividend, the amount is determined (except in the case 
where an election under sec. 4982(e)(4) applies) without regard to 
any net capital loss or net short-term capital loss attributable to 
transactions after October 31 of the year. Instead, that loss is 
treated as arising on the first day of the next taxable year. To the 
extent provided in regulations, this rule also applies for purposes 
of computing the taxable income of the RIC. 

In computing the amount of short-term capital gain dividends 
for the year, no reduction is made for the amount of expenses of 
the RIC allocable to such net gains. In addition, if the amount des-
ignated as short-term capital gain dividends is greater than the 
amount of qualified short-term capital gain, the portion of the dis-
tribution so designated which constitutes a short-term capital gain 
dividend is only that proportion of the amount so designated as the 
amount of the excess bears to the amount so designated. 

As under present law for distributions from REITs, the House 
bill provides that any distribution by a RIC to a foreign person 
shall, to the extent attributable to gains from sales or exchanges 
by the RIC of an asset that is considered a U.S. real property inter-
est, be treated as gain recognized by the foreign person from the 
sale or exchange of a U.S. real property interest. The House bill 
also extends the special rules for domestically-controlled REITs to 
domestically-controlled RICs. 

Estate tax treatment 
Under the House bill, a portion of the stock in a RIC held by 

the estate of a nonresident decedent who is not a U.S. citizen is 
treated as property without the United States. The portion so 
treated is based upon the proportion of the assets held by the RIC 
at the end of the quarter immediately preceding the decedent’s 
death (or such other time as the Secretary may designate in regu-
lations) that are ‘‘qualifying assets’’. Qualifying assets for this pur-
pose are bank deposits of the type that are exempt from gross-basis 
income tax, portfolio debt obligations, certain original issue dis-
count obligations, debt obligations of a domestic corporation that 
are treated as giving rise to foreign source income, and other prop-
erty not within the United States. 

Effective date 
The House bill provision generally applies to dividends with re-

spect to taxable years of RICs beginning after December 31, 2004. 
With respect to the treatment of a RIC for estate tax purposes, the 
House bill provision applies to estates of decedents dying after De-
cember 31, 2004. With respect to the treatment of RICs under sec-
tion 897 (relating to U.S. real property interests), the House bill 
provision is effective after December 31, 2004. 

SENATE AMENDMENT 

No provision. 
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CONFERENCE AGREEMENT 

The conference agreement follows the House bill, except the 
conference agreement only applies: (1) to dividends with respect to 
taxable years of RICs beginning after December 31, 2004 and be-
fore January 1, 2008; (2) with respect to the treatment of a RIC 
for estate tax purposes, to estates of decedents dying after Decem-
ber 31, 2004 and before January 1, 2008; and (3) with respect to 
the treatment of RICs under section 897 (relating to U.S. real prop-
erty interests), after December 31, 2004 and before January 1, 
2008. 

7. Taxation of certain settlement funds (sec. 287 of the House bill 
and sec. 468B of the Code) 

PRESENT LAW 

In general, section 468B provides that a payment to a des-
ignated settlement fund that extinguishes a tort liability of the tax-
payer will result in a deduction to the taxpayer. A designated set-
tlement fund means a fund which is established pursuant to a 
court order, extinguishes the taxpayer’s tort liability, is managed 
and controlled by persons unrelated to the taxpayer, and in which 
the taxpayer does not have a beneficial interest in the trust. 

Generally, a designated or qualified settlement fund is taxed 
as a separate entity at the maximum trust rate on its modified in-
come. Modified income is generally gross income less deductions for 
administrative costs and other incidental expenses incurred in con-
nection with the operation of the settlement fund. 

The cleanup of hazardous waste sites is sometimes funded by 
environmental ‘‘settlement funds’’ or escrow accounts. These escrow 
accounts are established in consent decrees between the Environ-
mental Protection Agency (‘‘EPA’’) and the settling parties under 
the jurisdiction of a Federal district court. The EPA uses these ac-
counts to resolve claims against private parties under Comprehen-
sive Environmental Response, Compensation and Liability Act of 
1980 (‘‘CERCLA’’).

Present law provides that nothing in any provision of law is to 
be construed as providing that an escrow account, settlement fund, 
or similar fund is not subject to current income tax. 

HOUSE BILL 

The House bill provides that certain settlement funds estab-
lished in consent decrees for the sole purpose of resolving claims 
under CERCLA are to be treated as beneficially owned by the 
United States government and therefore not subject to Federal in-
come tax. 

To qualify the settlement fund must be: (1) established pursu-
ant to a consent decree entered by a judge of a United States Dis-
trict Court; (2) created for the receipt of settlement payments for 
the sole purpose of resolving claims under CERCLA; (3) controlled 
(in terms of expenditures of contributions and earnings thereon) by 
the government or an agency or instrumentality thereof; and (4) 
upon termination, any remaining funds will be disbursed to such 
government entity and used in accordance with applicable law. For 
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CONFERENCE AGREEMENT 

The conference agreement does not contain the Senate amend-
ment provision. 

21. Modify FIRPTA rules for real estate investment trusts (sec. 230 
of the Senate amendment and secs. 857 and 897 of the Code) 

PRESENT LAW 

A real estate investment trust (‘‘REIT’’) is a U.S. entity that 
derives most of its income from passive real estate-related invest-
ments. A REIT must satisfy a number of tests on an annual basis 
that relate to the entity’s organizational structure, the source of its 
income, and the nature of its assets. If an electing entity meets the 
requirements for REIT status, the portion of its income that is dis-
tributed to its investors each year generally is treated as a divi-
dend deductible by the REIT, and includible in income by its inves-
tors. In this manner, the distributed income of the REIT is not 
taxed at the entity level. The distributed income is taxed only at 
the investor level. A REIT generally is required to distribute 90 
percent of its income to its investors before the end of its taxable 
year. 

Special U.S. tax rules apply to gains of foreign persons attrib-
utable to dispositions of interests in U.S. real property, including 
certain transactions involving REITs. The rules governing the im-
position and collection of tax on such dispositions are contained in 
a series of provisions that were enacted in 1980 and that are collec-
tively referred to as the Foreign Investment in Real Property Tax 
Act (‘‘FIRPTA’’). 

In general, FIRPTA provides that gain or loss of a foreign per-
son from the disposition of a U.S. real property interest is taken 
into account for U.S. tax purposes as if such gain or loss were effec-
tively connected with a U.S. trade or business during the taxable 
year. Accordingly, foreign persons generally are subject to U.S. tax 
on any gain from a disposition of a U.S. real property interest at 
the same rates that apply to similar income received by U.S. per-
sons. For these purposes, the receipt of a distribution from a REIT 
is treated as a disposition of a U.S. real property interest by the 
recipient to the extent that it is attributable to a sale or exchange 
of a U.S. real property interest by the REIT. These capital gains 
distributions from REITs generally are subject to withholding tax 
at a rate of 35 percent (or a lower treaty rate). In addition, the re-
cipients of these capital gains distributions are required to file Fed-
eral income tax returns in the United States, since the recipients 
are treated as earning income effectively connected with a U.S. 
trade or business. 

In addition, foreign corporations that have effectively con-
nected income generally are subject to the branch profits tax at a 
30-percent rate (or a lower treaty rate). 

HOUSE BILL 

No provision. 
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258 In pari-mutuel wagering (common in horse racing), odds and payouts are determined by 
the aggregate bets placed. The money wagered is placed into a pool, the party maintaining the 
pool takes a percentage of the total, and the bettors effectively bet against each other. Pari-mu-
tuel wagering may be contrasted with fixed-odds wagering (common in sports wagering), in 

Continued

SENATE AMENDMENT 

The provision removes from treatment as effectively connected 
income for a foreign investor a capital gain distribution from a 
REIT, provided that (1) the distribution is received with respect to 
a class of stock that is regularly traded on an established securities 
market located in the United States and (2) the foreign investor 
does not own more than five percent of the class of stock at any 
time during the taxable year within which the distribution is re-
ceived. 

Thus, a foreign investor is not required to file a U.S. Federal 
income tax return by reason of receiving such a distribution. The 
distribution is to be treated as a REIT dividend to that investor, 
taxed as a REIT dividend that is not a capital gain. Also, the 
branch profits tax no longer applies to such a distribution. 

Effective date.—The provision applies to taxable years begin-
ning after the date of enactment. 

CONFERENCE AGREEMENT 

The conference agreement follows the Senate amendment.

22. Exclusion of certain horse-racing and dog-racing gambling 
winnings from the income of nonresident alien individuals (sec. 
232 of the Senate amendment and sec. 872 of the Code) 

PRESENT LAW 

Under section 871, certain items of gross income received by a 
nonresident alien from sources within the United States are subject 
to a flat 30-percent withholding tax. Gambling winnings received 
by a nonresident alien from wagers placed in the United States are 
U.S.-source and thus generally are subject to this withholding tax, 
unless exempted by treaty. Currently, several U.S. income tax trea-
ties exempt U.S.-source gambling winnings of residents of the other 
treaty country from U.S. withholding tax. In addition, no with-
holding tax is imposed under section 871 on the non-business gam-
bling income of a nonresident alien from wagers on the following 
games (except to the extent that the Secretary determines that col-
lection of the tax would be administratively feasible): blackjack, 
baccarat, craps, roulette, and big–6 wheel. Various other (non-gam-
bling-related) items of income of a nonresident alien are excluded 
from gross income under section 872(b) and are thereby exempt 
from the 30-percent withholding tax, without any authority for the 
Secretary to impose the tax by regulation. In cases in which a with-
holding tax on gambling winnings applies, section 1441(a) of the 
Code requires the party making the winning payout to withhold 
the appropriate amount and makes that party responsible for 
amounts not withheld. 

With respect to gambling winnings of a nonresident alien re-
sulting from a wager initiated outside the United States on a pari-
mutuel 258 event taking place within the United States, the source 
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