Calendar No.2851

g84tH CONGRESS } SENATE _g Reronr
2d Session No. 27?__7

f—— —

REAL ESTATE INVESTMENT TRUSTS

Juvry 25 (legislative day, JorLy 16), 1956.—Ordered to be printed

Mr. Bynp, from the Committee on Finance, submitted the following

REPORT

[To accompany H. R. 413921

The Committee on Finance, to whom was referred the bill (H. R.
4392) to amend the Internal Revenue Code of 1954 to provide a special
method of taxation for real estate investment trusts. having considered
the same, report. favorably thereon without amendment and recom-
mend that the bill do pass.

By virtue of this act, the Committee on Finance accepts the report
of the Committee on Ways and Means, which is as follows:

I. GENERAL STATEMENT

H. R. 4392 as amended by your committee provides substantially
the same tax treatment for real estate investment trusts as present law
provides for regulated investment companies. Real estate trusts are
organizations specializing in investments in real estate and real estate
mortgages, while the regulated investment companies specialize in
investments in stocks and securities. Under present law regulated
investment companies which distribute 90 percent or more of their
ordinary income are taxed only on their retained earnings. * In general
the beneficiaries of these companies are treated as if they had received
the income directly from the same sources as the investment company.
This conduit type of tax treatment is accorded by this bill to real estate
trusts. Your committee has amended this bill to restrict this tax
treatment to what are clearly passive real estate investments, as
contrasted to the accive operation of businesses involving real estate.

_ II. REABONS FOR THE BILL

_In the case of regxla_;ed investment companies, indjviduals desir-
ing to invest in stocke and securities pool their funds by buying shares ,
in investment companies, which in turn’ invest these resources in,.

stocks and securities of operating companies.
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2 REAL ESTATE INVESTMENT TRUSTS

These companies investing in stock and securities are known as
-regulated investment companies if they meet various requirements
with respeet to asset diversification, capital structure, and operations,
Such companies if they distribute at least 90 percent of their ordinary
income are treated as conduits of income amr are taxed only on their
undistributed income. Dividends paid by such companies generall
are taxed in the usual manner to sharchoﬁiers, except that dividends
arising from capital gains realized by the company receive capital
gains treatment in the hands of the recipient and dividends, which
to an important degree are attributable to interest or other non-
dividend 1ncome, are, to the extent of that portion, not eligible for
the dividends received credit, exclusion, or deduction.

This conduit type of tax treatment, which present law provides for
regulated investment companies, secures for investors in these com-
panies essentially the same tax treatment for their shareholders as they
would have received if they had invested directly in the operating com-
panies. H. R. 4392 as reported by your committee extends this con-
duit type of tax treatment to real estate trusts specializing in invest-
ments in real estate equities and mortgages as distinct from the stock
and security holdings of the regulated investment companies already
receiving this treatment. 'Thus this secures for the trust beneficiaries
the same type of tax treatment they would receive if they held the real
cstate equities and mortgages directly and, therefore, equates their
treatment with that accorded investors in regulated investment
companies.

Your committee believes that the equality of tax treatment between
the beneficiaries of real estate trusts and the shareholders of regulated
investment companics is desirable since in both cases the methods of
investment constitute pooling arrangements whereby small investors
can secure advantages normally available only to those with larger
resources. These a5vantages include the spreading of the risk of loss
by the greater diversification of investment which can be secured
through the pooling arrangements; the opportunity to secure the
benefits of expert investment counsel; and the means of collectively
financing projects which the investors could not undertake singly.

In addition to providing cquality of tax trcatment between the
trust beneficiaries and the investment company shareholders, your
committee believes it is also desirable to remove taxation to the
extent possible as a factor in determining the relative size of invest-
ments in stocks and securities, on one hand, and real estate equities
and mortgages, on the other, This is particularly important at the
present time because of the countrywide complaints about the short-
age of private capital and mortgage money for individual homes,
apartment houses, office buildings, factories, and hotels. At the

resent time the financing of these real estate equities and mortgages
18 dependent largely on Government-guaranteed money, and invest-
ments by special groups, such as insurance companies and pension
trusts,

As is lpointed out in the next part of this réport, H. R. 4392, as
amended by your committee, to the full extent feasible, makes the
requirements and conditions now applicable to regulated investment
trusts, applicable to the real estate investment trusts. In the reported
bill your committee has also taken care to draw a sharp line between
passive investments and the active operation of businesses, and has
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extended the conduit type of tax trecatment only to the passive in-
vestments of real estate trusts. Your committee believes that any
real estate trust engaging in active business operations should continue
to be subject to the corporate tax in the same manner as is true in the
case of similar operations carried on by other comparable enterprises,

III. SUMMARY OF PROVISIONS OF BILL

A. Definition of Real Estate Investment Trust

1. General requirements.—In general terms, real estate investment
trusts are defined as unincorporated trusts or associations meeting
certain general requirements and, in addition, meeting a series of
requirements as to amounts of various types of gross income. The
general requirements include provisions that they be managed by
trustees, have transferable shares or certificates of beneficial interest,
and that they be a type of organization which would be taxed as an
ordinary domestic corporation in the absence of the provisions of this
bill. These are no more than the commonly accepted characteristics
of real estate trusts.

The bill also provides that qualifying real estate trusts meet the
following requirements.

(@) The beneficial ownership must at all times during the
taxable year be held by 100 or more persons;

() No 5 individuals may, at any time during the taxable year,
directly or indirectly own more than 50 percent of the trust;

(¢) The trust must elect to be treated as a real estate invest-
ment trust for the taxable and subsequent years; and

(d) The trust may not during the taxable year hold any prop-
erty primarily for sale to customers in the ordinary course of its
trade or business. }

The first three of the above requirements are similar to conditions
which must be met by regulated investment companies. The 100-or-
more ownership test, is substantially the equivalent of & requirement
which regulated investment companies must meet in complying with
the Investment Oomﬁany Act of 1940. The 50-percent test which
must be complied with in the case of 5 or fewer individuals is derived
from the definition of a personal holding company, which may not
under present law Tlmlify as a regulated investment company. In the
determination of whether these 5 or fewer individuals own directly or
indirectly more than 50 percent of the beneficial ownership of a trust,
the term ‘‘directly or indirectly” is intended to have the same meaning
as when that term is used in connection with personal holding com-
panies. The provision as to the election also is substantially the same
as a provision applying at present to regulated investment companies.

The fourth requirement, that the trust not be holding property
primarily for sale to customers in the ordinary course of its trade or
business, is one of the provisions in the bill designed to make sure
that the trust does not engage in an active business enterprise. Another
provision of this type is discussed further below. o

2. Income requirements,—The income requirements, all of which
must be met by a qualifying real estate tryst, are divided into four
categories, -The first of these tests provides that 90 percent or more
of & trust’s gross income must be of the type provided if it is to qualify.
The types of income which qualify for the 90 percent test are dividends,
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interest, rents from real property, gains from the sale of stocks, se-
curities, and real property, and abatements and refunds of taxes on
real property.  This provision is substantially the same as the present
90 percent, test provided for regulated investment companies, except
for the addition of the various types of income derived from real
property.

The second income test provided for real estate trusts is entirely
new; there is no corresponding provision for the regulated investment
companies,  Under this test at least 60 perceent of the trust’s income
must, in one manner or another, be derived from real property. The
tvpes of income within the 60 percent category include rents from real
property, interest on obligations secured by mortgages on real estate,
again from the sale of real property, dividend and other distributions
from other real estate trusts qualifying under this bill, and abatements
and refunds of taxes on real property.

The interaction of the 90 and 60 percent tests requires at least 60
percent of the trust’s income to be derived from real property; another
30 percent must be derived either from real property or from sources
from which a regulated investment company would be required to
derive most of its income.

The thivd and fourth income requirements are concerned with gains
from the sale of property. The third test provides that not more
than 30 percent of the trust gross income may consist of short-term
gains on security sales.  This provision is similar, although not iden-
tical, to a provision in present law applyving to regulated investment
companies.  The 30 percent in the ease of the trust anplies to sales
of scceurities held for less than 6 months, while that for regulated
investiment companies applies to sales of securities held for less than
3 months.  In addition, the percentage in the case of the trusts is
applied only with respeet to the extent the gains exceed the losses.
T'he 30 perceent test in the ease of the regulated investment companies
applies without the reduction for losses.

The fourth test apyplies a 30 percent limitation on the amount of
gross income which mayv be derived from gains on the sale of real
cstate held for less than 5 years. In this case also the 30 percent test
is applied only to the gains in excess of losses,  This, in conjunction
with the general requirement that the trust must not hold any prop-
erty primarily for sale to customers in the ordinary course of its
trade or business, will give assurance of qualifying little if any income
from teading in real estate except sales of investment property.

3. Definition of rents from real property.—As indicated in the prior
part of this report, your committre has made sure that transactions
which might be considered active business operations are not given
the conduit type of tax treatment accorded under this bill.  For ex-
ample, it is felt that those who own and also manage a hotel or office
building are operating an active business enterprise and that the regu-
lar corpornte income tax rate should continue to apply in such cases.
To restrict income to that of a passive nature, the bill defines rents
from real property in such a manner as to exclude income from any
real property which the trust operates. Qualifying rents from real
property do not include any amount received or accrued with respect
to any real property, if the trust or association makes any expenditure
which is properly allocable to such real property while rented (or to the
rentals from such real property). As a result, rents are defined as
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excluding amounts received, if the trust makes any expenditure, other
than excepted types of expenditures, with respect to the real property
while it is rented. This, in general, would disqualify rents received
from real estate if the trust makes any expenditure, with respect to
that real estate, which would qualify as a trade or business expense
under the provisions of section 162 of the code. The expenditures
which may be made are those properly chargeable to capital account,
those for taxes, interest, or insurance, those for the collection of or
accounting for income, and those related to the entering into, renewal,
or termination of a lease. This, of course, would not deny other de-
ductions which might be allowed with respect to the property under
present law which do not result in expenditures. Ior example, this
would not foreclose a deduction for depreciation. This provision
would, however, forclose a trust from aning an expenditure for the
maintenance or operation of a building. Such expenditures, in order
to make sure that the lessor’s position is that 01I a passive investor
with respect to the operation of a building, would have to be incurred
by the person to whom the trust leases the property. This lessce
could, of course, engage in the active conduct of the trade or business
of operating the building.

Rental income is also defined as excluding amounts derived from
property if these amounts depend in whole or in part on the income or
profits derived by any person from the property. This is provided to
give assurance that no profit-sharing arrangement, provided for in the
rental contract, will in effect make the trust an active participant in
the operation of the property. Income from the operation of a store
on a business property would, of course, be income derived from this
property.

An exception to the general rule is provided for amounts based on a
fixed percentage or percentages of receipts and sales since these are
customary types of rental contracts and are not generally considered
related to the profit or loss of the lessee. Generally speaking, there-
fore, rents received from real estate would nouv be disqualified solely
by reason of the fact that the rent is based on a fixed percentage of
total receipts or sales of the lessee (whether or not adjusted for such
items as returned merchandise, or Federal, State, or local sales taxes).
It is not intended to disqualify situations where the lease provides for
differing percentages of receipts or sales from different departments
or from separate floors of a retail store, for example, so long as each
percentage is fixed at the time of entering into the lease, However,
the fact that a lease is based upon a percentage of total receipts would
not necessarily qualify the rent as “rent from real property.” Thus,
for example, rent would not qualify if the lease provi(ges for a rental
measured by varving precentages of receipts, and the arrangement
does not conform with normal business practices where rental per-
centages are based on receipts, but is in reality used as a means of
basing the rent on income or profits.

Still a third restriction provided in the case of rents from real prop-
erty excludes from the definition of rents amounts reccived from any
person if the trust has an interest of 10 percent or more in the business,
assets, or profits of that person. This prevents the avoidance of the
vostrictions deseribed above with respect to rents from real estate
through the device of sctting up a related organization. It also fore-
closes the opportunity of any substantial relationship between the
trust and the business of any tenant.

90005°—087 8. Rept., 84-2, vol. 6—-T6
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B. Tazation of Real Estate Investment Trusts and Their Beneficiaries

As has been previously indicated, this bill provides the conduit type
of tax treatment in the case of real estate investment trusts which
distribute 90 percent or more of their ordinary taxable income (that is,
exclusive of net long-term and short-term capital gains). Any
amount in excess of the 90 percent which the trust retains, however,
is to be subject to the regular corporate income tax.

The beneficiaries of the trust in general will continue to be taxed in
the same manner as ordinary dividend recipients. Capital gains of
the trust, however, to the extent they are distributed are free of tax
at the trust level and at the shareholder level are taxed as long-term
capital gains rather than as an ordinary dividend.

Where more than 25 percent of the income of the real estate trust is
from rents, interest, or other nondividend income the trust beneficiary
is to treat as a dividend only that portion of the dividend payment he
receives which corresponds to the percentage of the trust’s income
which was attributable to dividends. Apny amount not treated as a
dividend to the beneficiary would not be eligible for the dividends
received credit, exclusion or deduction, but would be taxed as ordinary
income to the recipient.  If the interest and other nondividend income
is less than 25 percent of the trust’s total income, the entire distribution
to the beneficiary (exclusive of capital gains dividends) is treated as
if it were the receipt of an ordinary dividend and eligible for the
dividends received credit and exclusion.

The treatment outlined above for real cstate trusts is substantially
that now provided in the case of regulated investment companies,
although it should be noted that the differences include some variations
in the treatment of undistributed capital gains and the foreign tax
credit.

CHANGES IN EXISTING LAW

In compliance with subsection 4 of rule XXIX of the Standing
Rules of the Senate, changes in existing law made by the bill are shown
as follows (existing law proposed to ‘50 omitted is enclosed in black
brackets, new matter is printed in italics, existing law in which no
change is proposed is shown in roman):

INTERNAL REVENUE CODE OF 1954

Chapter 1—Normal Taxes and Surtaxes

Suncuarrer A. Determination of tax liability.

Suscuarrer B. Computation of taxable income.

SurcHArter C. Corporate distributions and adjustmentas,

SuscuarTer D. Deferred compensation, ete.

Suncuarter E, Accouting periods and methods of accounting.

SunscuHarter F. Exempt organizations.

SuscnarTer (5. Corporations used to avoid income tax on share-
holders.

Suscuartrer I, Banking institutions,

SuscHArter I, Natural resources,

Suscuarrer J. Estates, trusts, beneficiaries, and decedents.

Suscuarrer K. Partners and partnerships.

SuncrHArTER L. Insurance companies,

SuscHarTER M. Regulated investment companies and real estate
snvesiment (rusts.
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SuscuarTER N. Tax based on income from sources within or
without the United States.

SuscrEAPTER 0. Gain or loss on disposition of property.

SuscEAPTER P, Capital gains and losses.

SuscraPTER Q. Readjustment of tax between years and special
limitations,

Suscrarter R. Election of certain partnerships and proprietor-
ships as to taxable status.

SUBCHAPTER A—DETERMINATION OF TAX LIABILITY

* * * * * * *

Part I—Tax on Individuals

* » * *. E * *
Part II —Tax on Corporations

Sce. 11. Tax imposed.
Sec. 12. Cross references relating to tax on corporations.

SEC. 11. TAX IMPOSED »

(a) CorroraTIONS IN GENERAL—A tax is hereby imposed for
cach taxable year on the taxable income of every corporation. The
tax shall consist of a normal tax computed under subsection (h) and
a surtax computed under subsection (¢).

(b) NormAL Tax.—

(1) TAXABLE YEARS BEGINNING BEFORE APRIL 1, 1957.—In the
case of a taxable year beginning before April 1, 1957, the normal
tax is equal to 30 percent of the taxable income.

(2) TAXABLE YEARS BEGINNING AFTER MARCH 81, 1967.—In the
case of a taxable year beginning after March 31, 1957, the normal
tax is equal to 25 percent of the taxable income.

(c¢) Surrax.—The surtax is equal to 22 percent of the amount by
which the taxable income (computed without regard to the deduction,
if any, provided in section 242 for partially tax-exempt interest)
exceeds $25,000.

(1) Exceprions.—Subsection (a) shall not apply to a corporation
subject to a tax imposed by—

(1) section 594 (relating to mutual savings banks conducting
life insurance business),

(2) subchapter L. (sec. 801 and following, relating to insurauce
companies),

(3) subchapter M (sec. 851 and following, relating to regulated
investment companies and real estate investment trusts), or

(4) section 881 (a) (relating to foreign corporations not
engaged in business in United States).

] * * * » * ]
Part IV—Credits Against Tax
» * L L ] ] * *

S8EC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS.

(a) GENErRAL RupLe,— * * * ‘
] L * L L J [ ] ]
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D Srecian Runes ror CerTaiN Distrinurions.—For purposes of
subsection (a)—

(1 Any amount allowed as a deduction under section 591
(relating to deduction for dividends paid by mutual savings
banks, ete.) shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subjeet to the limitations preseribed in section 854.

(8) A dividend received from a real estate itnvestment trust shall
be subject to the limitations prescribed in section 858.

* ® » * * L *

SUBCHAPTER B -COMPUTATION OF TAXABLE INCOME
* * * * * * *

Part I —Definition of Gross Income, Adjusted Gross Income, and
Taxable Income

* * * * * * *
Part 111 -Items Specifically Excliided From Gress Income
* * * * * * *
SEC. 116, PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI.
VIDUALS.
() Excrusion I'noym Gross INcoMe.— * * *
* * * * * * *

(¢) Srrcian Runks ror Currain Distrisurions. —Ifor purposes of
subscction (a)-—

(1) Any amount allowed as a deduction under section 591
(relating to deduction for dividends paid by mutual savings
banks. ete.) shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subject to the limitations prescribed in section 854,

(3) A dividend received from a real estate investment trust shall
be subject to the limitations prescribed in section 858.

L * * * * * *

Part VIII---Special Deductions for Corporations |

. * * ¥ * * *
SEC. 243. DIVIDENDS RECEIVED BY CORPORATIONS,

(n) GrNgrar Runp.—* * *
. * » * * t *
() Sercian Runks ror Crrrain Distrisurions.—Ior purposes of
subsection (a)—

(1) Any amount allowed as a deduction under section 591 (relat-
ing to deduction for dividends paid by mutual savings banks, ete.)
shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subject to the limitations preseribed in secetion 854,

(3) A dividend recelved from a real estate inves!ment trust shall be
subject to the limitations prescribed (n section 853,

[ ] L AN [ 4 » » ¥ »
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SUBCHAPTER C-—CORPORATE DISTRIBUTIONS AND
ADJUSTMENTS

* * * . * * »

Part I—Distributions by Corporations

» * * * = * *
SEC, 318. CONSTRUCTIVE OWNERSHIP OF STOCK.
(a) GENeranL Rune.—* * *
(b) Cross REFERENCES.—
For provisions to which the rules contained in subsection (a)
apply, sce—
(1) section 302 (relating to redemption of stock);
(2) section 304 (relating to redemption by related corpora-
tions);
(3) section 306 (b) (1) (A) (relating to disposition of section
306 stock);
(4) section 334 (b) (3) (C) (relating to basis of property
received in certain liquidations of subsidiaries); [and]
(5) section 382 (a) (3) (relating to special limitations on net
operating loss carryovers) [.J ; and
(6) section 8566 (c) (3) (relating to definition of real estate invest-
ment trusts).
* * % » Py ™ *

SUBCHAPTER E—ACCOUNTING PERIODS AND METHODS
OF ACCOUNTING

| J * * * * - *
Part [—Accounting Periods
* * * * * * L]

SEC. 443. RETURNS FOR A PERIOD OF LESS THAN 12 MONTHS.

(a) RETURNS FOR SHORT PERIOD,— * * *
* * * * *» * L 4

(d) Cross REFERENCE.—

For inapplicability of subsection (b) in computing—

(1) Accumulated earnings tax, see section 536.

(2) Personal holding company tax, see section 546.

(8) Undistributed foreign personal holding company income,
see section 557,

(4) The taxable income of a regulated investment company,
see section 852 (b) (2) (E).

(6) The tazable income of a real estate investment trust, see section
8567 (b) (2) (D).

L J » L] L ] L * ]
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[SUBCHAPTER M—REGULATED INVESTMENT COMPANIES]

SUBCHAPTER M—REGULATED INVESTMENT COMPANIES
AND REAL ESTATE INVESTMENT TRUSTS

Part 1. Regulated investment companies.
Part II. Real cslate investment trusts.

Part I—Regulated Investment Companies

Sec. 851. Definition of regulated investment company.

Sec. 852, Taxation of regulated investment companies and their
sharcholders.

Sec. 853. Foreign tax credit allowed to sharcholders.

Sec. 854. Limitations applicable to dividends received from regu-
lated investment company.

Sec. 855. Dividends paid by regulated investment company after
close of taxable year.

. . * * » * .

SEC. 852. TAXATION OF REGULATED INVESTMENT COMPANIES
AND THEIR SHAREHOLDERS.

(a) RequireMeNTs AppricaBLE To REGULATED INVESTMENT CoM-
PANIES.—The provisions of this [subchapter] part shull not be
applicable to a regulated investment company for a taxable year
unless—

(1) the deduction for dividends paid during the taxable yocar
(as defined in section 561, but without regard to capital gains
dividends) equals or ¢xeeeds 90 percent of its investment com-
pany taxable income for the taxable year (determined without
regard to subsection (b) (2) (D)), and

(2) the investment company complies for such year with regu-
lations prescribed by the Secretary or his delegate for the purpose
of ascertaining the actual ownership of its outstanding stock.

(b) MetTHOD OF TAxATION OF COMPANIES AND SHAREHOLDERS.—

(1) IMPOSITION OF NORMAL TAX AND SURTAX ON REGULATED
INVESTMENT cOoMPANIES.—There is hereby imposed for each
taxable vear upon the investment company taxable income of
every rvgulate({) investment company a normal tax and surtax
computed as provided in section 11, as though the investment
company taxable income were the taxable income referred to in
section 11. For purposes of computing the normal tax under
section 11, the taxable income and the dividends paid deduction
of such investment company for the taxable f'ear (computed
without regard to cupit,ar gains dividends) shall be reduced by
the deduction provided by section 242 (relating to partially tex-
exempt interest). '

(2) INVESTMENT COMPANY TAXABLE INCOME,—The investment
company taxable income shall be the taxable income of the regu-
lated investment company adjusted as follows:

(A) There shall be exciuded the excess, if any, of the net
long-term capital gain over the net short-term capital loss.

(§¥) The net operating loss deduction provided in section
172 shall not be allowed.

(C) The deductions for corporations provided in part
VIII (except scction 248) in subchapter B (section 241 and
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following, relating to the deduction for dividends reccived,
etc.), shall not be allowed.

(D) The deduction for dividends paid (as defined in
section 561) shall be allowed, but shall be computed without
regard to capital gains dividends.

(E) The taxable income shall be computed without regard
to section 443 (b) (relating to computation of tax on change
of annual accounting period).

(3) CAPITAL GAINS,—:

(A) ImposiTioN orF TaX.—There is hereby imposed for
each taxable year in the case of every regulated investment
company a tax of 25 percent of the excess, if any, of the next
long-term capital gain over the sum of—

(i) the net short-term capital loss, and

(i1) the deduction for dividends paid (as defined in
section 561) determined with reference to capital gains
dividends only.

(B) TREATMENT OF CAPITAL GAIN DIVIDENDS BY SHARE-
HOLDERS.—A capital gain dividend shall be treated by the
sharcholders as a gain from the sale or exchange of a capital
asset held for more than 6 months.

(C) DEFINITION OF CAPITAL GAIN DIVIDEND.— A capital
gain dividend means]} For purposes of this part, a ca{ital
gain dividend 1s any dividend, or part thereof, which is
designated by the company as a capital gain dividend in a
written notice mailed to its shareholders not later than 30
days after the close of its taxable year. If the aggregate
amount so designated with respect to a taxable year of the
company (including capital gains dividends paid after the
close of the taxable year described in section 855) is greater
than the excess of the net long-term capital gain over the
net short-term capital loss of the taxable year, the portion of
cach distribution which shall be a capital gain dividend shall
be only that proportion of the amount so designated which
such excess of the net long-term capital gain over the net
short-term capital loss bears to the aggregate amount so
designated.

(D) TREATMENT BY SHAREHOLDERS OF UNDISTRIBUTED
CAPITAL GAINS.— . :

L - ] . L J . [ ]

Part I1--Real Estate Investment Trusts

Sec, 866, Definition of real estate investment {rust.

See. 867. Tazxation of real estale investment trusts and their beneficiaries.

Sec. 868. Limitations applicable to dividends received from real estute
snvestment {rust.

Sec. 869. Dividends paid by real estate snvestment trust after close of
tazable year,

SEC. 856. DEFINITION OF REAL ESTATE INVESTMENT TRUST.

(@) IN GenErRAL.—For purposes of this subtitle, the term ‘‘real estate
wnvesiment (rust’’ means an unincorporaled irust or an unincorporated
association— | I
gl; which 18 managed by one or more trustees; '

2) the beneficial ownership of which 18 evidenced by transfercble
shares, or by transferable certificates of beneficial interest;
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(3) which (but for the provisions of this »art) would be lcxable as
a Jdomestic corporalion;

(4) which does not hold any property primarily for sale to
ci<lomers in the ordinary course of its trade or business;

(5) the beneficial ownership of which is held by 100 or more
persons, and no & individuals own (directly or indirectly) more than
90 percent of such benelicial ownership; and

(6) which meets the requirements of subsection (b).

(b) Liyvirarioxs. - trust or association shall not be considered
real estale investment trust for any tarable year unless—

(1) 1t files with its return for the tarable year an election to lg a
roal estale investment trust or has made such election for a pre?ious
lecable year which began after December 31, 1955,

(2) o least 90 percent of its gross income s derived from—

(1) dividends;

(B3) interest;

((") rents from real property;

(12) gain from the sale or other disposition of stock, securities,
and real properly (including inlerests in real property and
inlerests in mortgages on real property); and

(1Y) abatements and refunds of taxes on real property.

(8) At least 60 percent of ils gross income s derived from—

(1) rents from real property;

(13) interest on obligations secured by mortgages and on real
estale; ’

() gain from the sale or other disposition of real property
(including interests in real properly and inleresls in morigages
on real property);

(D) dividend or other distributions on, and gain from the
sale or other disposiltion of, transferable shares in (or transfer-
able certificates of beneficial interest in) other real estate trusts
or associalions; and

(FY) abatements and refunds of laxes on real properly.

(4) The amount by which the gains from the sales and other dis-
positions of stock or securities held for less than 6 months erceed the
losses from such sales or other dispositions 1s an amount less than
80 percent of its gross income,

(6) The amount by which the gains from voluntary sales and
other voluntary dispositions of real property held for less than
& years exceed the losses from such sales and dispositions 8 an
amount less than 30 percent of its gross income.

(¢) Rexts Frou Rear Prorerry Drrinep.—For purposes of para-
,graphs (2) and (3) of subsection (b), the term ‘‘rents frota real property”
does not include—

(1) any amount received or accrued with respect to any real
property, if the trust or association makes any erpenditure which 1
properly allocable to such real property while rented (or to the rentals
Jrom such real property), other than—

(A) expenditures properly chargeable to capital account;

(B) expenditures for tazes, interest, or insurance;

(C) expenditures for the collection of, or the accounting for,
income; and

(D) expenditures properly allocable lo the entering into,
renewal, or termination of any lease;
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(2) any amount received or accrued with respect to any real prop-
crty, if the amount to be derived from such property depends in whole
or in part on the income or profits derived by any person from such
property (except that any amount so received or accruea shall not
be excluded from the term ‘‘rents from real property” solely by reason
of being based on a fired percentage or percentages of receipts or
scles); or

(8) any amount recetved or accrued directly or indirectly from any
person if the trust or association owns, directly or indirectly—

(A) in the case of any person which 1s a corporation, stock
of such person possessing 10 percent or more of the total com-
bined voting power of all classes of stock entitled to vote, or 10
percent or more of the total number of shares of all classes of
stock of such person; or
(B) 1n the case of any person which 13 not a corporation, an
interest of 10 percent or more in the business, assets, or net
profits of such person.
For purposes of paragraph (3) of this subsection, the rules prescribed by
section 318 (a) for determining the ownership of stock shall apply in
determining the ownership of stock, business, assets, or net profits of any
person.  For purposes of the preceding sentence, section 318 (a) (2) (C)
shall be applied without regard to the 60 percent limitation contained
therein.
SEC. 857. TAXATION OF REAL ESTATE INVESTMENT TRUSTS AND
THEIR BENEFICIARIES.

() RreuiremeNTs AppricaBLk 10 Rrar Ilstarr INVESTMENT
Trosrs.—The provisions of this part shall not apply to a real estate
investment trust for a taxable year unless—

(1) it distributes to its shareholders or holders of beneficial interests
an amount not less than 90 percent of the amount by which the real
estate investment trust taxable income for the taxable year exceeds the
sum of its net long-term capital gain and net short-term capital gain
Jor such year; and

(2) the real estate investment trust complies for such year with
regulations prescribed by the Secretary or his delegate for the purpose
of ascertaining the actual ownership of the shares or certificates of
beneficial interest of such trust.

(b) AlerroDp 01 Taxarion oF Rear Ksrtark INvESTMENT TRUSTS
AND HoLpERS OF SHARES OR CERTIFICATES OF BENEFICIAL INTEREST —

(1) IMPOSITION OF NORMAL TAX AND SURTAX ON REAL ESTATE
INVESTMENT TRUSTS.—There 18 hereby imposed for each taxable
year on the real estate investment trust taxable income of every real
estate investment trust a normal tax and surtaz computed as provided
in section 11, as though the real eslate investment trust taxable
income were the taxrcdle income referred to tn section 11. For pur-
poses of compuling the normal tax under section 11, the taxable
income and tfe dividends paid deduction of such real estate invest-
ment trust for the taxable year (computed without regard to capital
gain dividends) shall be reduced by the deduction provided by section
242 (relating to partially tax-ezempt interest).

(2) REAL ESTATE INVESTMENT TRUST TAXABLE INCOME.—For
purposes of this part, the term “‘real estate investment trust tazable
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tncome’’ means the taxable income of the recl estate investment trust,
adjusted as follows:

(A) There shall be excluded the excess, if any, of the net
long-term capital gain over the net short-term capital loss.

(B) The deductions for corporations provided in part VIII
(except section 248) in subchapter BB (section 241 and following,
relating to the deduction for dimdends received, etc.) shall not
be allowed. .

(C) A deduction shall be allowed for the dividends (other
than capital gain dividends) paid during the taxable year
computed in accordance with the rules provided in section 662,

(D) The tarable income shall be computed without regard to
section 443 (b) (relating to computation of tax on change of
annual accounting period).

(1) The net operating loss deduction provided in section 172
shall not be allowed.

(3) CarirarL garvs.—

(A) Imposition oF Tax.— There 1is hereby imposed for each
taxable year in the case of every real estate investment trust a tazx
of 25 percent of the excess, if any, of the net long-term capital gain
over the sum of—

(2) the net short-term capital loss; and
(7t) the amount of capital gain dividends paid during
the taxable year.

For the purposes of this subparagraph the amount of divi-
dends paid shall be computed under the rules provided in
section 662.

(B) TREATMENT OF CAPITAL GAIN DIVIDENDS BY SHARE-
nor,pERS.—A capital gain dividend shall be treated by the share-
holders or holders of beneficial interests as a gain from the sale
or exchange of a capital asset held for more than 6 monihs.

(C) DEFINITION OF CAPITAL GAIN DIVIDEND.—For purposes
o}{ this part, a capital gain dividend 1s any dividend, or part
thereof, which 1s designated by the real estate investment trust
as a capital gain dividend in a written notice mailed to s
shareholders or holders of beneficial interests at any time before the
expiration of 30 days after the close of its taxable year. ~ If the
aggregate amount so designated with respect to a tazxable year
of the trust (including capital gain dividends paid after the
close of the taxable year described in section 869) s greater
than the exrcess of the met long-term capital gain over the mnet
short-term capital loss of the taxable year, the portion of: each
distribution which shall be a capital gain dividend shall be
only that proportion of the amount so designated which such
excess of tl:e net long-term capital gain over the net short-term
capital loss bears to the aggregate amount so designated.

(&) Farxivas «Np Prorirs.—The earnings and profits of a real
estale investment (rust for any tazable year (but not its accumulated
earnings and profits) shall not be reduced by any amount which is not
allowable as a deduction in computing its tazable income for such tazable
year. '

SEC. 858. LIMITATIONS APPLICABLE TO DIVIDENDS RECEIVED

FROM REAL ESTATE INVESTMENT TRUST., B

(@) Caritar Gain Divipenp.—For purposes of section 84 (a)
(relating to credit for dividends received by- wndividuals), section 118



REAL ESTATE INVESTMENT TRUSTS 16

(relating to an exclusion for dividends received by individuals), and section
243 (relating to deductions for dividends received by corporations), a
capital gain dividend (as defined in section 867 (b) (3) (C)) reccived
from a real estale investment trust shall not be considered as a dividend.
() OrHER DiviDENDS.~— S
" (1) GENERAL RULE—In the case of a dividend received from a
real estate investment trust (other than a dividend to which subsection
(a) applies)— L -

(A) f such real estate tnvestment trust meets the requirements
of sections 856 and 857 (a) for the taxable year during which it
paid such dividend: and

(B) the aygregate dividends received by such trust during
such tarable year are less than 75 percent of its gross income,

then. in computing the credit under section 34 (a). the exclusion
under section 116, and the deduction under section 243, there shall
be taken into account only that portion of the dividend which bears
the same ratio to the amount of such dividend as the aggregate
dividends received by such trust during such taxable year bear to
its gross income for such tarable year.

(2) Norick To SHAREHOLDERS.—-A real estate investment trust
to which paragraph (1) -applies for any taxable year shall, in a’
written notice to shareho c£rs or holders of beneficial interests’
mailed not later than 30 days after the close of the taxable year,
designate the portion of the ([Z'vidends paid by the real estate invest-
ment trust during such taxable year which may be taken into account
under paragraph (1) for purposes of the credit under section 3/,
the ezcl']zzsion under section 116, and the deduction under section 243.

(8) DEeriniTIONS.—For purposes of this sulbsection—

(A) The term “‘gross income’’ does not include rain from the
sale or other disposition of stock or securities or of real estate
(or interests therein).

(B) The term ‘“‘aggreqate dividends received” ineludes only
dividends received /gom ~domestic corporations other than
dividends described in section 116 (b) (relating to dividends
excluded from gross income). In determining the amount of
any dividend for purposes of this subparagraph, the rules
provided in section 116 (c) (relating to certain distributions)
shall apply.

SEC. 859. DIVIDENDS PAID BY REAL ESTATE INVESTMENT TRUST

AFTER CLOSE OF TAXABLE YEAR. .

(@) QeNErRAL RurLe.—For purposes of this chapter, if a real estate
investment trust—

(1) declares a dividend before the time prescribed by law for the
filing of its return for a tarxable year (including the period of any
extension of time granted for filing such return): and

(2) distributes the amount of such dividend to shareholders or
holders of beneficial interests in the 12-month period following the
close of such taxable year and not later than the date of the first
regular dindend 5ayment made after such declaration,

the amount so declared and distr: shall, to the extent the trust elects
tn such return in accordance with regulations prescribed by the Secretary
or his delegate, be considered as having been pard during such tazable
year, except as provided in subsections (b) and (c).
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(b)Y Recrrrr By SuArenoLprR.— Amounts to which subscetion (a)
applies shall be treated as reccived by the shareholder or holder of a bene-
Jficral interest in the tarable year n which the distribution is made.

(¢) Norrcr 1o SuarrenoLprrs.—In the case of amounts to which
subsection (a) applies, any notice to shareholders or holders of beneficial
inlterests required under this part with respect to such amounts shall be
made not later than 30 days after the close of the taxable year in which
the distribution s made.

* * * * * * *
Chapter 6 Consolidated Returns

* * L J * * * *

SUBCHAPTER A --RETURNS AND PAYMENT OF TAX

* * » * * * *

SEC. 1504. DEFINITIONS.

() DrrinrrioN or “ArrFinTaTeD Grour”,

(b) Drrinrrion or “INcrupisLe CorroraTioN” . —As used in this
chapter, the term “includible corporation” means any corporation
except-—
(1) Corporations exempt from taxation under section 501.

(2) Insurance companies subjeet to taxation under section 802,
811, or 821,

(3) Foreign corporations,

(4) Corporations entitled to the benefits of section 931, by
reason of receiving a large percentage of their income from
sources within possessions of the United States.

(5) Corporations organized under the China Trade Act, 1922.

(6) Regulated investment companies and real estates tnvestment
trusts subject to tax under subchapter M of chapter 1.

(7) Unincorporated business enterprises subject to tax as
corporations under section 1361,

@)
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