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a successor under the amendment made by

subsection (a).

(d) CONFORMING AMENDMENTS.—

(1) HOMELAND SECURITY ACT OF 2002.—The
Homeland Security Act of 2002 (Public Law
107-296) is amended—

(A) in section 103 (6 U.S.C. 113)—

(i) in subsection (d) by striking paragraph
(4), and redesignating paragraph (5) as para-
graph (4);

(i) by redesignating subsection (e) as sub-
section (f); and

(iii) by inserting after subsection (d) the
following:

““(e) CHIEF FINANCIAL OFFICER.—There shall
be in the Department a Chief Financial Offi-
cer, as provided in chapter 9 of title 31,
United States Code.”’; and

(B) in section 702 (6 U.S.C. 342) by striking
“shall report’” and all that follows through
the period and inserting ‘‘shall perform func-
tions as specified in chapter 9 of title 31,
United States Code.”.

(2) FEMA.—Section 901(b)(2) of title 31,
United States Code, is amended by striking
subparagraph (B), and by redesignating sub-
paragraphs (D) through (H) as subparagraphs
(C) through (G), respectively.

SEC. 3. FUNCTIONS OF CHIEF FINANCIAL OFFI-
CER OF THE DEPARTMENT OF
HOMELAND SECURITY.

Section 3516 of title 31, United States Code,
is amended by adding at the end the fol-
lowing:

“(f) The Secretary of Homeland Security—

“(1) shall submit for fiscal year 2004, and
for each subsequent fiscal year, a perform-
ance and accountability report under sub-
section (a) that incorporates the program
performance report under section 1116 of this
title for the Department of Homeland Secu-
rity; and

““(2) shall include in each performance and
accountability report an audit opinion of the
Department’s internal controls over its fi-
nancial reporting.”.

Mr. AKAKA. Mr. President. As the
ranking member of the Subcommittee
on Financial Management, the Budget,
and International Security, | am hon-
ored to work with my colleague Sen-
ator FITZGERALD, Chairman of the Sub-
committee, to introduce the ‘“‘Depart-
ment of Homeland Security Financial
Accountability Act.”

Qur bill would add the Department of
Homeland Security (DHS) to the Chief
Financial Officers Act of 1990 (CFO
Act), P.L. 101-576. It is a companion
measure to bipartisan legislation, H.R.
2886, introduced in the House on July
24, 2003. Adding DHS would ensure that
Congress will have timely and accurate
financial information imperative for
good governance of the resources of the
Department entrusted to making our
homeland safe.

The CFO Act recognizes the responsi-
bility of governmental agencies to be
accountable to taxpayers. This bill
would require the President to appoint,
subject to Senate confirmation, a Chief
Financial Officer for DHS, who would
report directly to the Director of the
Department regarding financial man-
agement matters. It also requires the
DHS CFO to be a member of the CFO
Council. This Council is charged with
advising and coordinating the activi-
ties of its members’ agencies on such
matters as consolidation and mod-
ernization of financial systems, im-
proved quality of financial informa-
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tion, financial data and information
standards, internal controls, legisla-
tion affecting financial operations and
organizations, and any other financial
management matters. In addition, the
bill would require the DHS CFO to pre-
pare and provide for audit, annual fi-
nancial statements that are submitted
to Congress, which will aid in congres-
sional oversight of the Department.

Although the DHS bill adopted by
the Govermental Affairs Committee
last year, S. 2452, would have put the
new Department under the CFO Act,
the enacted version of the bill, P.L.
107-296, did not. All other Federal de-
partments and major agencies are
under the requirements of the Act.
Since the passage of the CFO Act in
1990, tremendous improvements have
been made in agency financial manage-
ment. For example, all CFO Act agen-
cies, except for the Department of De-
fense and the Agency for International
Development, achieved clean opinions
from their auditors on their financial
statements in fiscal year 2003. Initially,
none of the agencies were able to do so.
Also, the General Accounting Office
has reported that the number and se-
verity of internal control problems re-
ported for CFO Act agencies have been
significantly reduced. We expect good
corporate governance from the private
sector; we should also expect good gov-
ernance from federal agencies.

Adding DHS to the CFO Act would
also require that it meet the require-
ments of the Federal Financial Man-
agement Improvement Act of 1996
(FEMIA), P.L. 104-208, which mandates
that all agencies subject to the CFO
Act meet certain financial system con-
ditions. The goal of FFMIA is for agen-
cies to have systems that provide reli-
able financial information available for
day-to-day management.

It is our responsibility to ensure the
Federal Government is accountable to
the American taxpayers. | am pleased
to join with the Chairman of our Sub-
committee to ensure that DHS has the
financial management systems and
practices in place to provide meaning-
ful and timely information needed for
effective and efficient management de-
cision-making.

By Mr. HATCH (for himself, Mr.
BREAUX, Mr. SMITH, Mr. LOTT,
and Ms. SNOWE):

S. 1568. A bill to amend the Internal
Revenue Code of 1986 to simplify cer-
tain provisions applicable to real es-
tate investment trusts; to the Com-
mittee on Finance.

Mr. HATCH. Mr. President, along
with my good friends and colleagues,
Senators BREAUX, SMITH, LOTT, and
SNOWE, | rise today to introduce the
Real Estate Investment Trust Improve-
ment Act of 2003. This legislation
would update the tax rules governing
real estate investment trusts, com-
monly referred to as REITs, by making
a number of minor but important
changes to remove uncertainties in the
law and improve their investment cli-
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mate. Identical legislation has been in-
troduced in the House of Representa-
tives.

REITs are publicly traded real estate
companies that pass through their
earnings to individual shareholders.
Congress originally created REITs in
1960 to enable small investors to make
investments in large-scale, income pro-
ducing real estate. By doing so, Con-
gress made commercial real estate
more accessible, more liquid, more
transparent, and more attuned to in-
vestor interests. REITs have evolved to
own properties across the country, in-
cluding office buildings, apartments,
shopping centers, and warehouses. As a
result, these entities play a key role in
helping our economy move forward by
promoting investment and creating
jobs.

The Internal Revenue Code includes
detailed rules governing the operations
of REITSs, the types of income they can
earn, and the assets they hold. Con-
gress last amended these provisions in
1999. The REIT Improvement Act is the
product of almost two years of discus-
sions with the staffs of the Treasury
Department and the Joint Committee
on Taxation on how to find solutions to
several thorny problem areas where the
rules are in need of clarification or
modification.

The REIT Improvement Act includes
three titles: Title I—REIT Corrections;
Title I1I—FIRPTA Corrections; and
Title I1I—REIT Savings.

Title I includes several corrections to
the REIT tax rules to remove some un-
certainties and provide corrections
largely arising from enactment of the
REIT Modernization Act in 1999. Al-
though these provisions have very lit-
tle effect on revenue to the Treasury,
they are of considerable importance to
REITs because they remove uncertain-
ties that interfere with the efficient
operation of their businesses.

Because publicly-held REITs have to
report quarterly to the Securities and
Exchange Commission that they are in
compliance with the specialized income
and asset tests applicable to REITSs,
the uncertain application of these tax
rules creates greater difficulties in
REIT business operators than unclear
tax rules generally do for other cor-
porations.

The most important, time-sensitive
provision in this title deals with what
is called the *‘straight debt’’ rule. This
rule, which was adopted in the REIT
Modernization Act of 1999, prohibits
REITs from owning more than 10 per-
cent of the value of any other entity’s
securities. Although this rule was in-
tended to prevent REITs from owning
more than 10 percent of the equity of
another corporation, as drafted the
rules potentially apply to many situa-
tions when individuals and businesses
owe some sort of debt, ‘‘security’ de-
fined broadly, to a REIT.

There are many situations in which
REITs make non-abusive, ordinary
loans in the course of business for
which they could face loss of REIT sta-
tus because the loans do not qualify as
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“straight debt.” The most common
context for this situation is in the
REIT’s relationship with its tenants.
For example, the REIT might lend the
tenant money for leasehold improve-
ments. In some circumstances such a
loan could represent more than 10 per-
cent of the tenant’s total debt obliga-
tions. In such a case, although the
amount owed could be small, it could
lead to REIT disqualification. The bill
we are introducing today would exempt
from the 10 percent rule certain cat-
egories of loans that are non-abusive
and present little or no opportunity for
the REIT to participate in the profits
of the issuer’s business. This includes
any loan from a REIT to an individual
or to a government, and any debt aris-
ing from a real property rent arrange-
ment.

Other provisions in this title clarify
the related party rent rules that limit
the amount of space a taxable sub-
sidiary may lease from its parent
REIT, update the hedging definitions
in the REIT rules, remove a safe harbor
protection for a taxable subsidiary pro-
viding customary services to a REIT’s
tenants, and restore a formula for im-
posing a tax on REITs that fail to meet
the 95 percent gross income test.

Finally, the bill would modify a safe
harbor to the prohibited transaction
rule that imposes a 100 percent tax on
the income REITs earn from sales of
‘“‘dealer property.” Currently, the safe
harbor is limited to sales of property
held for the production of rental in-
come that meet a series of tests. The
change proposed in this title would ex-
tend the safe harbor to other REIT
property, not just that held for the pro-
duction of rental income.

Title Il of the bill would modify the
Foreign Investment in Real Property
Tax Act (“FIRPTA’) to remove bar-
riers to foreign investment in REITSs.
Today, there is very little foreign in-
vestment in REITs. We understand
that U.S. money managers routinely
receive assignments to place foreign
investment capital in the United
States under which they have complete
discretion to invest in any U.S. stocks
except REITs. The reason they are ex-
pressly told to avoid REITs is that
under FIRPTA, foreign investors that
receive REIT capital gains distribu-
tions are treated as doing business in
the United States.

Title 11 would modify the FIRPTA
rules so that a publicly traded REIT’s
payment of capital gains dividends to a
foreign portfolio investor would no
longer cause the REIT investor to be
considered doing business in the United
States. The effect of this would be to
threat investments in REITs like in-
vestment in other corporations, and
the provision would parallel current
law governing a portfolio investor’s
sale of REIT stock.

Title 11l of our bill, REIT Savings,
would modify a number so-called
‘““‘death trap’ provisions in the REIT
tax rules that result in the disquali-
fication of the REIT if various rules
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are not met. The loss of REIT status
would be a catastrophic occurrence
that the management of a REIT tries
to avoid at all costs, so much so that
they expend significant resources to
put in place compliance measures to
avoid such a result. A better, simpler
alternative would be to build in some
flexibility to the REIT tax rules and
impose monetary penalties, in lieu of
REIT disqualification, for the failure
to meet these strict rules that lead to
REIT disqualification.

For example, under current law, a
REIT is disqualified if more than 5 per-
cent of its assets are comprised of the
securities of any entity, or if it owns
more than 10 percent of the voting
power or value of any entity. In lieu of
disqualification of the REIT status for
violations of these rules, our bill would
first give REITs an opportunity to
comply with the asset tests with re-
spect to any violation that does not ex-
ceed 1 percent of their total assets. As-
sets in excess of the 1 percent de mini-
mis amount would be subject to a tax
of the greater of $50,000 or the highest
corporate tax rate multiplied by the
net income from the assets if the viola-
tion was justified by reasonable cause.

Under current law, a REIT is dis-
qualified if it does not meet certain
other tests relating to its organiza-
tional structure, the distribution of its
income, its annual elections to the
IRS, the transferability of its shares,
and other requirements. In lieu of this
disqualification, Title 11l would change
the law, assess a monetary penalty of
$50,000 for each reasonable cause failure
to satisfy these rules. This is a much
more reasonable solution.

These changes are similar to ‘“‘inter-
mediate sanctions’” legislation that
Congress approved a few years ago
dealing with nonprofit organizations.
That legislation imposed monetary
penalties on nonprofit organizations
for violation of certain tax rules in lieu
of a devastating loss of the organiza-
tions’ tax-exempt  status. Those
changes, like the ones we are proposing
today, recognize that it is far more
likely that an entity will be sanctioned
under a penalty regime than under dra-
conian rules that entirely disqualify
the organization.

The REIT Improvement Act would
provide reasonable and much needed
reforms to the rules governing a key
component of our economy. We urge
our colleagues to join with us in spon-
soring this legislation and supporting
its inclusion in tax legislation heading
for passage this year.

Mr. BREAUX. Mr. President, I am
pleased to join my colleague, Senator
HATCH in the introduction of the REIT
Improvement Act of 2003. Through this
legislation we hope to remove a num-
ber of uncertainties in the tax laws
that hinder the management of REITs,
and to improve the investment climate
for REITs, particularly with respect to
their ability to attract foreign capital.

Real estate investment  trusts
(““REITs’’) were created by Congress in
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1960 as a means of enabling small inves-
tors to invest in real estate through
professionally managed companies.
While REITs remained a very small
sector of the real estate industry for
many years—primarily as mortgage
owning companies—with the enact-
ment of tax reform in 1986, and the col-
lapse of the real estate markets in the
late 1980s—the REIT structure rapidly
grew in the 1990s as an attractive
means of owning real estate. Unlike
the traditional form of real estate own-
ership, REITs are publicly traded cor-
porations that go to the public capital
markets to raise capital for their oper-
ations. Today, REITs are corporations
or business trusts that combine the
capital of many investors to own, oper-
ate or finance income-producing real
estate, such as apartments, storage fa-
cilities, hotels, shopping centers, of-
fices, and warehouses.

Because REITs are publicly traded
corporations that must show results to
the financial markets, the REIT struc-
ture injects better market discipline
into the real estate sector. This mini-
mizes the wild valuation swings that
have characterized the real estate sec-
tor in the past. It also limits the expo-
sure of federally insured depository in-
stitutions that have been traditional
lenders to private real estate compa-
nies.

The legislation that we are intro-
ducing today, the REIT Improvement
Act of 2003 (RIA), has three objectives.
Number one, to make a number of
minor corrections in the REIT tax
rules, including most importantly fix-
ing an unintended problem arising
from the REIT Modernization Act of
1999 that now causes a company to lose
its REIT status by holding ordinary
debt, e.g., a loan to a small tenant to
finance tenant improvements.

Number two, to eliminate a major
barrier to foreign investment in pub-
licly traded REITs that now treats
portfolio investors as doing business in
the U.S. merely because they receive
REIT capital gains distributions. The
change would parallel the existing Tax
Code rule for a foreigner’s sale of a
publicly traded REIT’s stock.

Number three, to replace the penalty
for reasonable cause violations of REIT
tests from a loss of REIT status to a
monetary penalty. This is similar to a
test that was enacted as part of the
REIT Simplification Act of 1977, as
well as “intermediate sanction’ legis-
lation Congress passed a few years ago
for tax-exempt organizations.

Twenty-nine members of the Ways
and Means Committee are cosponsoring
identical legislation in the House of
Representatives, H.R. 1890. | expect we
will eventually have similar support
for this legislation in the Senate Fi-
nance Committee. | invite may col-
leagues to join us as cosponsors of this
legislation in the weeks ahead.

By Mr. AKAKA:
S. 1569. A bill to amend title 1V of the
Employee Retirement Income Security



