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➢ A REIT is a corporation that:

• receives income from real estate investments 

and other permissible passive investments, 

and 

• receives a deduction for dividends paid to 

shareholders 

➢ Because a REIT receives a tax deduction equal 

to distributions made to shareholders, a REIT 

generally pays taxes only on the income that it 

retains (or does not distribute on a timely 

basis)

What is a REIT?
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➢ Congress seems to have originally conceived of a REIT 
as a “mutual fund for real estate,” and the original 1960 
REIT legislation closely resembled the tax rules relating 
to mutual funds.  Over the years, experience has led to 
legislation that has made the REIT rules more complex.

➢ This “real estate mutual fund” concept is reflected in 
general principles that pervade the REIT rules:

• REITs enjoy “pass-through” treatment

• REITs are required to own primarily real estate or real 

estate assets

• REITs are required to derive most of their income from 

investment and not from active businesses

The Idea of a REIT
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➢ Unlike mutual funds, however, REITs are 
generally not subject to special regulation 
under the securities laws  

➢ Nonetheless, REITs must satisfy stringent 
tests relating to the types of assets a REIT 
may hold and the types of business activities 
a REIT may engage in, among other 
requirements

The Idea of a REIT (cont’d)
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1 Not including state taxes
2 Section 199A allows a non-corporate taxpayer to deduct up to 20% of income from ordinary REIT dividends
3 The 3.8% Medicare tax is applied before the 20% deduction
4 Capital gain dividends paid by a REIT are taxed to shareholders at the capital gains tax rate, under current law, 

23.8% for individuals
5 Ordinary income
6 Capital gain distribution

DIFFERENCE:  $6.40  ($16.00 on capital gains)

Corporation REIT

Income $100 Income $100

Corporate Tax (21%) $21 Corporate Tax (N/A) $0

Dividend $79 Dividend $100

Shareholder Tax (20% + 

3.8%)

$18.80 Shareholder Tax ((80% * 

37%)2 + (100% * 3.8%)3) 

or (20% + 3.8%)4

$29.60 + 

$3.80 = 

$33.40 or 

$23.80

Shareholders' Dividend 

Net of Tax

$60.20 Shareholders' Dividend 

Net of Tax

$66.605 / 

$76.206

Example of REIT Taxation1
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➢General

➢Five or Fewer Rule

REIT Organizational Requirements
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➢ A REIT must be a corporation, trust, or association

➢ A REIT must be taxable as a corporation "but for" the REIT 
provisions

➢ A REIT must be managed by one or more trustees or directors

➢ The beneficial ownership of a REIT must be evidenced by 
transferable shares or certificates - however, reasonable transfer 
restrictions designed to protect REIT status are permissible and 
contractual restrictions that are not embedded in the security may 
also be permissible.

➢ A REIT must have at least 100 shareholders for 355 days of each 
taxable year other than its initial taxable year.  Corporations, 
trusts, partnerships and other entities are each treated as one 
shareholder.

Organizational Requirements – General
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➢ A REIT must elect to be taxed as a REIT by computing 
its taxable income and filing its tax return as a REIT

➢ A REIT must have a calendar year accounting period 

➢ By the end of its first REIT year, a REIT must 
distribute any accumulated earnings and profits 
("E&P") from a year in which it was not a REIT, as 
well as any other C corporation E&P by the end of any 
tax year in which such E&P is inherited by the REIT

Organizational Requirements – General (cont'd)
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➢ A REIT must not be "closely held"

• no more than 50% of the REIT's value can be owned or deemed 

owned, directly or indirectly, by five or fewer individuals; individuals 

include pension trusts and charities, subject to certain exemptions for 

"qualified pension trusts" 

• Complex attribution rules apply to treat stock owned by descendants, 

ancestors, siblings, and spouses as owned by one individual

➢ This is the "Five or Fewer Rule"

• To ensure compliance with the Five or Fewer Rule, we generally 

propose that a REIT adopt a charter provision that limits any single 

owner to not more than 9.8% of the REIT's stock, with certain 

exemptions

Organizational Requirements – Five or Fewer Rule
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Organizational Requirements – Five or Fewer 

Rule (cont'd)

➢ A REIT must exercise "reasonable diligence" to comply with this rule

➢ A REIT is required to make inquiries of beneficial ownership to 
shareholders of record who own more than a specified percentage of 
outstanding stock:

➢ A REIT must keep a record of shareholders that do not respond to such 
inquiries and must make that record available to the IRS

➢ This inquiry and record keeping procedure protection in the event the 
REIT’s ownership fails to satisfy these requirements

➢ Shareholders that fail to respond are required to include more detailed 
information with their own tax returns

Number of  

Record Holders 

 Notice Must Be Given Only 

to Those Holders That Own: 

2,000 or more  5% or more 

201–1,999  1% or more 

200 or fewer  .5% or more 
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➢ General

➢ 75% Real Estate Asset Test

➢ 25% Non-Real Estate Asset Test

• 20% Limit on TRS Securities

• 25% Limit on Non-Qualified Publicly Offered 

REIT Debt

• 10% Securities Test

• 5% Securities Test

REIT Asset Tests



17

➢ A REIT must satisfy certain asset tests at the 

close of each quarter of the taxable year

➢ The tests are based on gross value, not net value

➢ For purposes of the asset tests, the REIT 

Board's good faith determination of value for 

the REIT's assets is determinative against the 

IRS

➢ Apportionment between real and personal 

property is necessary, as applicable

Asset Tests – General
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➢ At least 75% of the value of a REIT's total assets must consist 
of:

• "Real estate assets"

• Cash and cash items (including money market funds and 

receivables arising in the ordinary course of the REIT's business)

• Government securities

➢ This test is called the "75% asset test"

➢ For these purposes a REIT “looks through” its interest in any 
entity taxed as a partnership in order to determine its 
proportionate interest in such entity’s assets 

Asset Tests – 75% Real Estate Asset Test
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➢ "Real estate assets" include:

• Interests in real property (such as fee interests, leaseholds, easements, 

licenses and tenancies in common in or with respect to land and 

improvements) and certain personal property leased in connection with real 

property (see slide 26)

• Loans secured by mortgages on real property

• Shares of other REITs

• Debt instruments issued by a publicly offered REIT (i.e., a REIT that is 

required to file annual and periodic reports with the SEC), even if not 

secured by real property 

➢ Equity and debt investments in taxable REIT subsidiaries ("TRSs") 
and hedging instruments are generally not real estate assets, however, 
a loan to a TRS secured by a mortgage on its real property is a real 
estate asset

Asset Tests – 75% Real Estate Asset Test (cont'd)
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➢ Not more than 25% of the value of a REIT's total 
assets may consist of assets that do not qualify for 
the 75% asset test

➢ In addition, a REIT must meet four related 
diversification requirements:

• 20% Limit on TRS Securities

• 25% Limit on Non-Qualified Publicly Offered 

REIT Debt

• 10% Securities Test

• 5% Securities Test

Asset Tests – 25% Non-Real Estate Asset Test
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➢ Not more than 20% of the value of a REIT's total assets 

may consist of securities of one or more TRSs

• A REIT and a corporation in which the REIT owns stock 

may jointly elect for the corporation to be a TRS

• The REIT may own up to 100% of its stock of a TRS

• A TRS is taxed like any other corporation, and is not 

subject to the REIT organizational, asset, income, or 

distribution requirements

• A TRS may operate an active business, but a TRS may 

not operate or manage a lodging facility or a health care 

facility

Asset Tests – 20% TRS Securities Test
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➢ A REIT does not "look through" to TRS income or assets

• For purposes of the REIT tests, the REIT would include the dividends paid by 

the TRS in its gross income, and the fair market value of the TRS stock in its 

gross assets

➢ A REIT may have an interest in more than one TRS

➢ A TRS may be a holding company parent of a consolidated group of TRS 

entities

Asset Tests –20% TRS Securities Test (cont'd)
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➢ TRS structuring is guided primarily by:

• REIT compliance considerations 

o Provide non-customary services to tenants without tainting rental 

income 

o Lease property that is a lodging or qualified healthcare facility without 

producing “related party rents”

o Hold assets or receive income that could not otherwise be held by (or 

disposed of) or received by the REIT (note that leveraged assets only 

count at net for purposes of determining value of TRS stock

• Business considerations

• State/local tax considerations

Asset Tests –20% TRS Securities Test (cont'd)
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➢ Even though publicly offered REIT debt is a good 
asset for purposes of the 75% asset test, such 
debt, if not secured by real property, cannot 
represent more than 25% of the total value of a 
REIT's assets

• Income from publicly offered REIT debt is 

generally not qualifying income for the 75% 

income test (described below) if the publicly 

offered REIT debt is not secured by a mortgage 

on real property

Asset Tests – 25% Publicly Offered REIT Debt Test
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➢ A REIT may not hold more than 10% of the 
outstanding total securities of any one issuer, by 
vote or value, except:

• A TRS security (including TRS debt)

• A real estate security includable under the 75% 

asset test 

• "Straight debt"

• A debt security of another REIT

Asset Tests – 10% Securities Test
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➢ Not more than 5% of the value of a REIT's total 
assets may consist of securities of any one 
issuer, except:

• Securities of a TRS, or

• Real estate securities includable under the 75% 

asset test

Asset Tests – 5% Securities Test
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➢75% Income Test

•Rents from Real Property

➢95% Income Test

REIT Income Tests
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➢ 75% of a REIT's gross income must be derived from: 

• Rents from real property,

• Interest on obligations secured by mortgages on real 

property,

• Gain from the sale or other disposition of real property 

(other than income from prohibited transactions),

• Dividends and gains on REIT stock, and

• “Temporary investment income”

Income Tests – 75% Income Test
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Income Tests – Rents from Real Property – Services

➢ Amounts received for usual and customary services furnished by 

a REIT to tenants in connection with a lease of real property are 

good REIT income

➢ Non-customary services should be provided by a TRS or 

independent contractor from whom the REIT derives no income 

• An independent contractor is any person who, applying 

complex attribution rules, (i) does not own more than 35% 

of the REIT, and (ii) does not have more than 35% 

overlapping ownership with the REIT

➢ If non-customary services are furnished other than by a TRS or 

independent contractor, all rent from the relevant property is 

treated as "bad" REIT income, unless the income from the 

services is de minimis (less than 1%)
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Income Tests – Rents from Real Property –

Related Party Rent

➢ A REIT cannot own 10% or more of the equity of a tenant

• If a REIT owns 10% or more of the equity of a tenant, then rent 

paid by the tenant to the REIT will be treated as "bad" REIT 

income

• Complex ownership attribution rules apply to determine whether 

the REIT constructively owns 10% or more of a tenant's equity 

even where there is no direct ownership; in effect, a REIT and its 

tenant may not have any common (direct or indirect) 10% 

shareholders

• The 10% test applies with respect to corporations by reference to 

either vote or value of all classes of stock and with respect to pass-

thru entities, with reference to both interest in assets and net profits
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Income Tests – Rents from Real Property –

Personal Property 

➢ Rent attributable to personal property that is leased 

with real property qualifies as "rents from real 

property" as long as the rent attributable to personal 

property amounts to no more than 15% of the total 

rent from the property*

• Personal property that meets this 15% threshold also 

qualifies as a real estate asset for purposes of the 

asset tests

*determined by multiplying total rent x (average FMV 

of personal property at beginning and end of 

year)/(average FMV of real and personal property at 

beginning of year and end of year)
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Income Tests – Rents from Real Property –

Contingent Rents

➢ Rents that are based on a tenant's net income or 

profits, in whole or in part, are "bad" REIT 

income

➢ Rents that are based on a fixed percentage or 

percentages of a tenant's gross income, 

however, are good REIT income



33

➢ 95% of the REIT's gross income must be derived from the 
following sources:

• Sources that satisfy the 75% income test,

• Dividends,

• Interest, and

• Sale or disposition of non-REIT stocks or securities

➢ No more than 5% of a REIT's gross income may be derived from 
sources that do not satisfy the 95% income test

• Income in this 5% category is referred to as "bad" REIT 

income

Income Tests – 95% Income Test
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➢Qualified REIT Subsidiaries 
("QRSs")

➢ Interests in Partnerships

Ownership of Subsidiary Entities
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➢ A "qualified REIT subsidiary," or "QRS," is a 
corporation that is not a TRS and the stock of 
which is 100 percent owned by a REIT

➢ For purposes of the REIT asset and income tests, a 
QRS is disregarded as an entity separate from its 
REIT parent

• In other words, the REIT is deemed to own all of 

the assets and receive all of the gross income of 

the QRS — the REIT "looks through" to the 

assets and income of the QRS

Ownership of Subsidiary Entities — Qualified REIT 

Subsidiaries
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➢ For purposes of the REIT asset and income tests, a REIT is 
deemed to own the assets and receive the income of a 
partnership based on its percentage capital interest in the 
partnership

➢ In other words, the REIT "looks through" to its fraction of 
the income and the assets of the partnership for purposes of 
satisfying the income and asset tests, without regard to 
whether the REIT is otherwise required to include that 
fraction of the partnership's income in its taxable income (for 
example, by special allocations)

➢ "Umbrella partnerships" or "operating partnerships" are 
partnerships through which many REITs own substantially 
all of their property in what is known as an UPREIT structure

Ownership of Subsidiary Entities — Interests in 

Partnerships
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➢General

➢Retention of Capital Gains

REIT Distribution Requirements
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➢ REITs generally are required to distribute 90% of their 
ordinary taxable income

• Amounts retained are subject to a corporate level tax

➢ A REIT may elect to retain rather than distribute all or a 
portion of its net long-term capital gains

➢ A REIT must distribute any accumulated E&P from a year in 
which it was not a REIT by the end of its first REIT year, and 
all other C corporation E&P by the end of any tax year in 
which such E&P is inherited (e.g., from the acquisition of a C 
corporation)

➢ For non-public REITs, a distribution will not count (or 
otherwise give rise to a dividends paid deduction) if it is 
“preferential”—that is, not pro rata within each class and 
violative of the relative rights between classes

Distribution Requirements – General
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Distribution Requirements – Retention of Capital 

Gains

➢ If a REIT retains capital gains:

• The REIT pays tax on such gains at regular 21% 

corporate tax rates

• A shareholder includes its share of such gains in 

income, but receives a dollar-for-dollar refundable 

credit for its share of taxes paid by the REIT on such 

gains

• The shareholder's stock basis is increased by the 

shareholder’s portion of the undistributed long-term 

capital gains, minus the shareholder's share of the tax 

on the gains paid by the REIT
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➢100% Tax on Prohibited Transactions

➢Tax on Built-In Gains

Special REIT Taxes



42

Special REIT Taxes – 100% Tax on Prohibited 

Transactions

➢ A 100% tax is imposed on the net income derived from 
prohibited transactions determined without regard to any 
transaction in which a net loss was derived

• The tax is 100% of the net income derived from the sale or other 

disposition of property of a kind that would be properly 

includable in inventory, or of property held primarily for sale to 

customers

• The rule thus permits a REIT to recover its investment in the 

property, but denies the REIT any profits from such investment

• The tax is designed to discourage REITs from engaging in 

development and other "active" real estate activities at the REIT 

level
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Special REIT Taxes – 100% Tax on Prohibited 

Transactions (cont'd)
➢ Prohibited transactions are not a REIT qualification issue:

• Gain from prohibited transactions is excluded from application of 

the 75% and 95% income tests

• If property is otherwise a good REIT asset for purposes of the 75% 

asset test, the property's status as dealer property does not cause 

the property to be a non-qualifying asset for purposes of the asset 

tests

• Net income from prohibited transactions is excluded from REIT 

taxable income and does not affect a REIT's distribution 

requirements

➢ Even if sale properties are not subject to the 100% tax, the properties 
remain subject to the built-in gains tax, if applicable

➢ Sales of this nature are not subject to the 100% tax if the sale 
properties are held by a TRS
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➢ The REIT held the property not less than 2 years;

➢ Aggregate expenditures includable in basis do not exceed 
30% net sales price

➢ No more than 7 sales of property during year or certain 
other criteria satisfied and substantially all marketing and 
development expenditures made through an independent 
contractor

➢ Land or improvements held for production of income held 
for at least 2 years post placed in service

Prohibited Transactions Safe Harbor
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➢ If a C corporation converts to REIT status or merges into a 
REIT, or if a REIT acquires assets from a C corporation in 
a carryover basis transaction (such as a section 351 
contribution), then for the five years following the 
conversion or merger, sales of assets held by the C 
corporation on the conversion/merger date will be subject 
to tax at a 21% tax rate to the extent of the appreciation 
(i.e., "built-in gain") in the assets on that date

➢ After five years, the built-in gains will not be subject to 
corporate tax

Special REIT Taxes – Built-In Gains
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➢ Transactions between a REIT and a TRS should be 
negotiated at "arm's length," that is, reflecting terms and 
pricing as would be expected in a similar transaction with a 
third party

• Recent IRS audits have focused on this requirement

➢ The IRS can reallocate income and deductions between a 
REIT and a TRS to the extent that the underlying 
transactions do not reflect an arm's length arrangement

• Redetermined deductions, redetermined rents and 

redetermined TRS service income are subject to a 100% 

tax

Intercompany Transactions
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➢ Care should be taken to keep the activities of the 
REIT and the activities of its TRSs separate; 
corporate formalities are critical

• Separate books and records

• Strict maintenance of intercompany accounts

• The REIT pays the REIT's expenses, and the TRS 

pays the TRS's expenses

Intercompany Transactions (cont'd)
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➢Board Oversight

➢Ongoing Diligence

➢Failure of the REIT Tests

➢Best Practices

Compliance with the REIT Requirements
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➢ The directors and officers of a REIT must regularly 
review the operations and assets of the REIT to ensure 
ongoing compliance with the income and asset tests

➢ Generally speaking, if the directors and officers 
conduct a commercially reasonable investigation 
into the REIT's assets on a regular basis, their 
determinations of value cannot be challenged by the 
IRS

• This determination is usually made after a brief 

presentation by management concerning 

management's good faith estimates of asset value

Compliance – Board Oversight



50

➢ As noted above, to comply with the Five or 
Fewer Rule, a REIT must send annual notices to 
shareholders in order to determine the extent of 
each shareholder's ownership interest in the 
REIT

➢ When engaging in acquisitions, the REIT must 
carefully analyze the assets and operations of 
the target to evaluate the impact of such 
acquisitions on the REIT's ability to maintain its 
REIT status

Compliance – Ongoing Diligence
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Compliance – Failure of the REIT Tests

➢ A REIT that violates the REIT requirements may be 
required to pay additional taxes or may lose its REIT 
status if it does not qualify under certain REIT relief 
provisions

➢ A REIT that loses its REIT status cannot re-elect REIT 
status for five years

➢ Relief is available for foot faults due to reasonable cause 
and not to willful neglect

• A REIT also has an affirmative duty to renegotiate the 

terms of a transaction, dispose of property, or alter 

other elements of its portfolio if the REIT 

subsequently learns of a potential REIT test failure
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Best Practices for REIT Compliance

➢ REITs should vigilantly monitor their compliance with the 
REIT requirements, particularly the Income Tests

• Early warning of greater-than-expected bad income may 

permit a REIT to respond in time to avert failure

➢ JVs of the REIT should always provide for REIT protections, 
especially if the REIT does not control or manage the JV

➢ REITs should consider large cushions for their "bad income 
baskets"

➢ Leases and other contracts to which the REIT is a party should 
include REIT savings provisions

• REIT savings provisions are useless unless the REIT 

monitors its income and the income generated by the 

contracts
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Investor-Level Taxation

➢ U.S. taxable investors

• Dividends generally subject to normal rules for corporate 

dividends (ordinary income, return of capital, capital gain), 

except:

▪ Ordinary dividends generally not treated as QDI/DRD but eligible for 

199A

▪ Pass-through of LTCG for capital gain dividends

oGain on sale generally subject to normal rules for gain on 

corporate stock
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Investor-Level Taxation

➢ U.S. tax-exempt investors

• Dividends/gains not UBTI if REIT stock not debt-financed, unless a 

“pension-held” REIT or “excess inclusion income” paid by mortgage REITs

➢ Foreign investors

• Generally subject to normal rules for corporate dividends (e.g., 30% 

withholding tax) except ECI taxation under FIRPTA on Section 897(h) 

dividends

• Gain on sale of REIT stock may be subject to FIRPTA; exception for 

“domestically controlled REITs” and <10% interest in public REIT

• Sovereign wealth funds can be exempt on all income from a minority 

investment in a REIT except 897(h)

➢ Because REITs can generally block UBTI/ECI (subject to the exceptions 
above) without corporate-level tax, they are very popular vehicles for 
foreigners and tax-exempts to invest in U.S. real estate

• Explosion of REITs in private real estate investment



Tax Considerations for RICs
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➢ As noted above, the REIT rules were modeled after the 
RIC rules

➢ As a result, there are a number of similarities in the 
taxation of REITs and RICs, with a few important 
differences

Taxation of RICs
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➢ Dividends paid deduction

• Income/excise taxes on undistributed income

➢ Pass-through of capital gains (including undistributed 
capital gains)

➢ 1374 treatment on built-in gains imported to a RIC from 
a C-corp

Taxation of RICs—Similarities to REITs
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➢ No NOL carryovers

➢ Pass-through of tax-exempt interest and foreign tax 
credits

➢ Section 871(k): pass-through of portfolio interest/STCG 
for foreigners

Taxation of RICs—Differences vs. REITs
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➢Domestic corporation

➢1940 Act registration/BDC election

➢No ownership requirements

RIC Organizational Requirements
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➢ A RIC must satisfy certain asset tests at the 

close of each quarter of the taxable year

➢ The tests are based on gross value, not net value

RIC Asset Tests—General
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➢ At least 50% of the value of a RIC's total assets 
must consist of:

• Cash and cash items (including receivables)

• U.S. government securities

• Securities of other RICs

• Securities of other issuers but only if less than 

5% of the RIC’s assets are securities of such 

issuer and the RIC does not own more than 

10% of the voting securities of such issuer

RIC Asset Tests—50% Test
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➢ Not more than 25% of the value of a RIC's total assets can be 
invested in:

• The securities (other than U.S. government securities and 

securities of other RICs) of any one issuer

• The securities (other than securities of other RICs) of any 

two or more issuers that the RIC “controls” (generally a 

20% voting standard) and that are in the same, similar, or 

related trades or businesses

• One or more “qualified publicly traded partnerships” 

(QPTPs)

o QPTP = publicly traded partnership taxed as a partnership and that 

derives less than 90% of its income from qualified RIC sources

o Most commonly includes energy/natural resource MLPs

RIC Asset Tests—25% Test
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➢ Both asset tests require a determination of whether a particular asset is a 
“security” and who the “issuer” of that security is

➢ “Security”

• Generally follows 1940 Act definitions

• But tax principles may override (e.g., securities of a DRE or partnership)

➢ “Issuer”

• Generally straightforward for debt/equity securities

• Less clear for derivatives

o IRS has ruled publicly and privately that the issuer of most derivatives 

(options, futures, forwards) is the issuer of the underlying security

o Theory is that the RIC’s economic fortunes depend on the performance of 

the underlying—does this hold true if there is counterparty credit risk?

➢ Look-through of partnerships?

RIC Asset Tests—“Securities” and “Issuer”
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➢ “Market fluctuation” rule

➢ 30-day cure

➢ De minimis violations

➢ Reasonable cause

RIC Asset Tests—Relief Provisions
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➢ At least 90% of a RIC’s gross income for the 
taxable year is derived from—

• dividends

• interest 

• payments with respect to securities loans

• gains from the sale or other disposition of stock or 

securities or foreign currencies

• “other income” derived with respect to its business 

of investing in stock, securities, or currencies, 

• net income from QPTPs

RIC Income Test—90% Income Test
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➢ Express look-through of non-QPTP partnerships

➢ Importance of “securities”

➢ Use of blockers to block bad income (subject to 
asset tests)

➢ Reasonable cause relief

RIC Income Test—Ancillary Issues
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➢ RICs generally are required to distribute 90% of 
their ordinary taxable income + tax-exempt 
interest

➢ A RIC may elect to retain rather than distribute 
all or a portion of its net long-term capital gains

• Election for deemed distribution/reinvestment 

of undistributed long-term capital gains

➢ A RIC must distribute any C-corp E&P by the 
end of any tax year in which it is inherited

RIC Distribution Requirements—General
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➢ Spillback dividends

• January spillback

• Regular spillback

➢ Preferential dividend rule

• Repeal for publicly offered RICs

➢ Deficiency dividends

RIC Distribution Requirements—Ancillary Issues
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➢ Tax-free distributions of assets in share redemptions

➢ Using stock distributions to satisfy the 90% distribution test

➢ Exempt-interest dividends

• Muni bond fund financing

oTOBs

oPreferred stock

➢ Investing in assets that are not securities/currencies

➢ Investing through non-RIC vehicles

• Grantor trusts

• C corporations

RICs: Advanced Topics
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➢ Under section 852(b)(6), section 311(b) does not apply 
to any distribution in redemption of RIC stock upon the 
demand of the shareholder

• Under section 311(b), gain is recognized by a 

corporation that distributes property to a shareholder if 

the fair market value of the property exceeds its basis 

(in the hands of the distributing corporation)

➢ Originally meant for open-end funds

Tax-free Distribution of Assets in Share Redemptions;

Section 852(b)(6) 
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➢ Now used by ETFs to avoid taxation

➢ ETFs transfer low basis assets to the large institutional 
investors that create and redeem units

➢ Repeal of section 852(b)(2) has been proposed

Tax-free Distribution of Assets in Share Redemptions;

Section 852(b)(6) (cont’d)
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➢ Under section 852(a)(1), a RIC, and under section 857(a)(1), 
a REIT, effectively must distribute 90% of its income each 
year

➢ Under section 562(c)(1), dividends paid by a RIC or REIT 
are not considered dividends for purposes of the dividends 
paid deduction unless:

• the dividend is pro rata, with no preference to any share of 

stock as compared with other shares of the same class, and

• with no preference to one class of stock as compared with 

another class except to the extent that the former is entitled 

to such preference

Using Stock Distributions to Satisfy the 

90% Distribution Test
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➢ Section 305(b) treats cash-or-stock distributions as 
dividends

• Concern where total cash that is distributable is less 

than the total distribution 

➢ Revenue Procedure 2017-45: distributions of stock 
pursuant to a cash-or-stock distribution treated as cash 
dividend if 

• each shareholder may elect 100% cash and

• there is an aggregate limit on cash of no less than 20%

Using Stock Distributions to Satisfy the 

90% Distribution Test (cont’d)
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➢ Revenue Procedure 2021-53 (like Revenue Procedure 
2020-19) modifies Revenue Procedure 2017-45 by 
reducing the minimum required aggregate amount of 
cash that shareholders are required to be permitted to 
receive to 10 percent for distributions declared on or 
after November 1, 2021, and on or before June 30, 2022

Using Stock Distributions to Satisfy the 

90% Distribution Test (cont’d)



76

➢ Under section 852(b)(5), a RIC may distribute an 
“exempt-interest dividend” (essentially, a dividend treated 
as tax-exempt interest) if, at the close of each quarter of its 
tax year, 50% of the value of its total assets consist of tax-
exempt obligations

➢ A RIC that is a partner in a partnership is considered to 
own its proportionate share of each asset of the partnership 
(measured by capital interest)

➢ An exempt-interest dividend is any dividend (other than a 
capital gain dividend) that is reported by the RIC as such 
but not to exceed total tax-exempt interest

Exempt-Interest Dividends
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➢ Although the requirement is 50%, as a commercial matter, 
many funds need, as a business matter, 100% of their 
assets (or close thereto) to be tax-exempt bonds

➢ Under section 265(a)(4), no deduction is permitted for 
interest on debt used to acquire or carry shares that pay 
exempt-interest dividends disallowed

➢ There is no general rule treating the shares as debt or 
otherwise applying debt rules to the shares

• No rule provides that market discount and premium rules 

apply

• Interest accrues, dividends do not

Exempt-Interest Dividends (cont’d)
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➢ Demand for short-term or variable rate Bonds exceeds 
supply, principally from the needs of Muni Money Market 
Funds that need close to 100% of their assets to be short 
term tax-exempt debt

➢ Fixed rate Bonds are converted into synthetic floating rate 
Bonds and a residual class using a two-class trust 
certificate structure

• The “floating rate certificates” are entitled to all or a 

portion of the principal on the Bonds and interest on the 

principal amount (payable solely out of interest on the 

Bonds) at a remarketed rate

TOB Financing for Tax-Exempt Money Market Funds
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• Each holder of a floating rate certificate has a “tender 

option”

• The “residual certificates” are entitled to all remaining 

principal and interest

• The floating rate certificates are entitled to a portion of 

any gain (generally, at least 5 percent) from the 

disposition of the Bonds

• All remaining capital gains, all accrued market 

discount, and, with very limited exceptions, all losses, 

are allocated to the residual certificates

TOB Financing for Tax-Exempt Money Market Funds 

(cont’d)  
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➢ As a result of the two-class structure, the trust is classified 
as a partnership and the entire amount of tax-exempt 
income can be allocated to investors as tax-exempt interest

➢ Gain Share and Tender Option Termination Events are 
used to ensure the floating rate certificates are treated as 
equity rather than debt

➢ To avoid risking having payments made on the floating 
rate certificates be treated as guaranteed payments (in 
which case they would no longer represent tax-exempt 
interest), payments made on the floating rate certificates 
are typically capped

TOB Financing for Tax-Exempt Money Market Funds 

(cont’d)  
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➢ Little risk under the Publicly Traded Partnership Rules or the 
Taxable Mortgage Pool Rules

➢ Transfer restrictions prevent ownership by substantial users 
or related persons

➢ Term A/B structures are a medium-term alternative

➢ Multiple class, CLO style fast pay/slow pay structures are 
rare

➢ Revenue Procedure 2003-84

• Monthly closing of the books to avoid timing concerns for 

funds

• No obligation to file Forms 1065 or schedules K-1

TOB Financing for Tax-Exempt Money Market Funds 

(cont’d)  
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➢ Section 265(a): investment expenses allocable to tax-
exempt interest are not deductible

➢ Section 265(b): interest incurred or continued to purchase 
or carry tax-exempt bonds is not deductible

➢ Section 265(c): because RICs have business expenses 
rather investment expenses, section 265(c) applies a rule 
akin to section 265(a) to RICs

Leverage for Muni Bond Funds
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➢ Muni RICs wanting leverage generally do not like to 
own TOB residuals

➢ Instead, they issue preferred stock

• ARPS

• VRDP

• VMTP

• RVMTP

Leverage for Muni Bond Funds (cont’d)
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➢ Tax-exempt income (and qualified dividends) cannot be 
specially allocated to the preferred stock

• So unlike muni bonds there may be capital gain and 

ordinary dividends

• Often, there are gross-ups for dividends that aren’t 

exempt-interest dividends

Leverage for Muni Bond Funds (cont’d)
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➢ Qualification as equity is relatively easy

• Outside of tax shelters, the IRS rarely argues that equity 

is debt for tax purposes

• Notice 2008-55: The IRS will not challenge the equity 

characterization of auction rate preferred stock as a result 

of adding a liquidity facility

• Notice 2010-3: This notice extends the time period 

during which an initial liquidity facility can be entered 

into from December 31, 2009 until December 31, 2010

Leverage for Muni Bond Funds (cont’d)
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➢ The RIC rules are designed for corporations that invest in 
securities and currencies

➢ Commodities like gold and amorphous assets like crypto 
currency are neither and are not qualifying assets for purpose 
of section 851(b)(3) and the income therefrom is not good 
income for purposes of section 851(b)(2)

• Are crypto currencies securities?

oIRS Position

▪Notice 2014-2 “For federal tax purposes, virtual 

currency is treated as property”

▪Revenue Ruling 2019-24

Investing in Assets that are not Securities or Currencies
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➢ SEC Position

• Is that view changing?

➢ Are they currencies?

Investing in Assets that are not Securities or Currencies 

(cont’d)
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➢ A RIC may invest in non-qualifying assets indirectly 
through an offshore corporation

• Must take steps to recharacterize the futures income by 

creating an offshore subsidiary, which can be 

expensive and time consuming

• Under section 851(b)(3), up to 25% of the RIC’s assets 

can be in a subsidiary, and subsidiary can invest in 

other assets

• Income from a CFC is treated as dividends if income 

inclusions are match with cash distributions

Investing in Assets that are not Securities or Currencies 

(cont’d)
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➢ Section 851(b)(3)(B): amounts included in gross income 
under section 951(a)(1)(A) or 1293(a) for the taxable 
year are treated as dividends to the extent that, under 
section 959(a)(1) or 1293(c) (as the case may be), there 
is a distribution out of the earnings and profits of the 
taxable year which are attributable to the amounts so 
included

• May also be good income as “other income” under 

section 851(b)(2)(A)

Investing in Assets that are not Securities or Currencies 

(cont’d)
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➢ Must manage the portfolio to comply with the RIC 
diversification tests as of quarter ends, which for high 
margin futures contracts like Bitcoin means either (1) 
incurring leverage at the fund level or (2) reducing 
exposure on applicable test dates

➢ Must distribute income therefore reducing the amount of 
investable assets

Investing in Assets that are not Securities or Currencies 

(cont’d)
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➢ Investors are deemed to own an undivided interest in each 
asset held by the UIT

➢ The income, expense, gain, loss, etc. from those assets 
(and the trust’s liabilities) “flows through” to investors

➢ With limited exceptions no “power-to-vary” the 
investment is permitted

• Thus, purchase or substitution of assets in the portfolio is 

not permitted

• This is a substantial disadvantage as compared to RICs

Investing through Grantor Trusts aka Fixed Investment 

Trusts
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➢ An investor has a taxable event each time the UIT disposes 
of an asset while the investor owns units

➢ Advantages:

• No requirement to own securities

• No asset test

• No income test

• No diversification test

• No distribution requirement (realistically this is only a 

benefit for non-cash income since reinvestment is 

prohibited)

• No need to use offshore subsidiary

Investing through Grantor Trusts aka Fixed Investment 

Trusts (cont’d)
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➢ An investor also has a taxable event when they sell units

➢ An investor is also subject to taxation on any interest or 
dividends received by the UIT when and in the amount 
received by the UIT (not when or in the amount actually 
distributed to the investor)

• Under certain harbor reporting rules, income is 

reported to investors based upon distributions to 

investors

Investing through Grantor Trusts aka Fixed Investment 

Trusts (cont’d)
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➢ Accrued OID flows through to investors

➢ Creation of additional units that duplicate the portfolio 
are allowed

➢ Redemptions generally do not result in consequences to 
non-redeeming unit holders

➢ A distribution in kind is generally not a taxable event  

➢ May be used by tax-exempt investors (assuming no trust 
level leverage)

Investing through Grantor Trusts aka Fixed Investment 

Trusts (cont’d)
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➢ Individuals generally must take advantage of eligible 
foreign tax credits on their own returns  

➢ Cost basis is determined by assessing the cost of each 
security in the portfolio of the UIT

➢ For foreign holders, withholding tax exceptions that 
would be available if they held the assets directly 
generally apply

Investing through Grantor Trusts aka Fixed Investment 

Trusts (cont’d)
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➢ Pay corporate taxes at corporate rate

➢ Pay accumulated earnings tax at 20% (but not the addition 
3.8%)

• No shareholder step-up in basis 

• Potentially lowest aggregate tax amount in a low 

corporate tax rate environment

• After tax income can be retained by the fund and 

reinvested, thereby increasing the amount of investable 

assets of the fund

• No requirement to make any distributions to investors

Non-RIC C Corporations
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• No need to manage portfolio around the RIC 

diversification tests

• Potentially better for higher tax bracket investors and 

investors subject to high state income tax

• More difficult for investors to determine the tax 

consequences as they need to look to both the fund and 

their own individual taxes

• Changes to the corporate tax rate can have a material 

impact on fund and investor economics

Non-RIC C Corporations (cont’d)
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➢ Highly unfavorable structure for tax-exempt investors

➢ Difficult to switch to a RIC

➢ Potentially higher aggregate tax amount in a high 
corporate tax rate environment

➢ Fund needs to account for tax liabilities in NAV 
calculation

➢ Marketing concerns (i.e., general sense among public 
that corporate/double taxation is bad)

➢ Best for long-term buy-and-hold investors

Non-RIC C Corporations (cont’d)


