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REAL ESTATE INVESTMENT TRUSTS

JULY 25 (legislative day, .JU.Y 16), 1956.-Ordered to be printed

Mr. BYRD, from the Committee on Finance, submitted the following
REPORT

[To :acoIIII)ny Hi. Il. 13921

The Committee on Finance, to whom was referred the bill (I. R.
4392) to nmend 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-
nmend that tlhe bill do pass.
Bv virtue of this act. the Committee on Finance accepts the report

of tihe Committee on Ways and Means, which is as follows:

I. GENERAL STATEMENT

IT. 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 active operation of businesses involving real estate.

II. REASONS FOR THE BILL

In the case of regulated investment companies, individuals desir-,
ing to invest in stock arid 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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These companies investing in stock and securities are known as
regulated investment companies if they meet various requirements
with respect 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 and are taxed only on their
undistributed income. Dividends paid by such companies generally
are taxed in the usual manner to shareholders, 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 income, are, to the extent of that portion, not eligible for
the dividends received credit, exclusion, or deduction.

Trliis 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
estate 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 companies 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 advantages 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 equality of tax treatment 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
present time the financing of these real estate equities and mortgages
is dependent largely on Government-guaranteed money, and invest-
ments by special groups, such as insurance companies and pension
trusts.
As is pointed out in the next part of this report, 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 business, and has
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extended the conduit type of tax treatment 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.
(a) The beneficial ownership must at all times during the

taxable year be held by 100 or more persons;
(b) No 6 individuals may, at any time during the taxable year,

directly or indirectly own more than 50 percent of the trust;
(c) 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 a requirement
which regulated investment companies must meet in complying with
the Investment Company 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 qualify 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.

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 a 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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illt(rest, rents from real propl)(rty, gains from tlhe sale of stocks, se-
curities, antl real property, andi( abatenentlts aIlnd refllllds of taxes on
real property. This provisionI is substantially tlhe same as the present
)0 percent test Iprovid(ll for regulated(! investment companies, except

for the a(ldition of t le various types of income derived( from real
l)rpe('rt y.

rtle seco(l(i income test provided for real estate trusts is entirely
nlew; there is ilo correspondlinlg provision for tlie regulated investment
(comllpa)lies. tJUl(ler thils test at. least ti Ip)ercenlt of the trust's income
must, ill one manner or 1aotler, he( derive(l from real prol)erty. The
types of illcomel wit lini t11 (Il)i0erlcent category include rentts from real
I1rolerty, irlntrest oil obligaltionss secured( by mortgages on real estate,
gaill from tlhe sale of real property, (lividell(l andl( other (listril)utions
froml ot Ier real est ate trusts ( lall ifying rl1(lder th is bill, and(1 abatLe)lents
and reful(Is of taxes on real property.
The imnteractiol of tle 90 andI (;(0 er(ent tests requires at least, 60

perce nt of the trust's incollme to be derivedd from real prol)rty; another
30 percent milst. be (derive(l eilievr from real property or from sources
from wI ici a regiilatel il vcstlentcoml pl)ay wouldl( be required to
(ierive m(iost. of its inlconle.
The thlird( and( foiurtll illconle req(i'iirem('ents are concerne(l with gains

froiI t lie sale of propertyt. The lhird test p)rovi(des hat.lt not more
t 1111an 3) )percent of tl(e trulst gross income may consist of short-term
gains on secum1ritv sales.'l 'lis provision is similar. alt houtgh not iden-
ti(al, toa l)rIvisionli ill l)I('sent't !aw applying to regulated( investment
(compl)aiies. T'11' :()0 ('pe('('ce ill t (l's (oftile rst ri(t, ol i es to sales
of sec(uriies Iiheld for less t lla ti mlontlill, while tllat for regulated
inivestll(lent ('copal)lii(ies ap)l)lies to sales of securities !held for less than
3 101onthlis. In a (ll(itionl, ti pi(,ercenlltagre ill tOle case of thle trusts is
applied( only \withl respect to t.he extenllt tlie gains f'xcee(( tlie losses.
The 30percentlt test inll t11 case of t lie regulate(l investiiiniiw t coIiail)nies
al)llies without the redltct ion for losses.

'lThe fourth test a11pllies a :30 perce('lt limitation on thlie amount of
gross inlcomie wh!ic(l n.Iv h1c (lerived fronl gains o0l the sale of real
c;tatnc leld for less than 5 years. In tlis case also the 30 percent test
is appliedd only to the gains in excess of losses. This, in conjunction
wit I tlhe general reqliremelintt that the trust must not, hold( any prop-
ert. primilarily for saIle to customers in the ordinary course of its
trale or Ibusiness, will give( assurance of qualifying little if any income
from trading ill real estate excel) sales of investment property.

3. l)ef/ijitioz of ret.s from real property.--As indlicated in tle prior
part of tllis rl)eport, your co(mnlitt, e lhas mae(l sure that transactions
which nightt )e collsid(lered active business operations are not given
tlhe oonlluiit type of tax treatment accor(ledluner this bill. For ex-
nample, it is felt that t.lose who own and also manage a hotel or office
}building are operating n1 a(ct ive business enterprise and that the regu-
lar corporate income tax rate should continLue to apply in such cases.
To restrict income to that of a passive nature, the bill defines rents
from real plropl(er'ty in such ta manner as to exclude income from any
real l)prope'rty which the trust ope(rates. Qualifying rents from real
property (1o not include anyamIIlout received or accrued with respect
to any real l)rol)erty, if tlle trust or association makes any expenditure
which is properly allocable to s1uch rea l property while rented (or to the
rentals from such real propertyy. As a result., rents are defined as
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exclluding amounts received, if the trust makes any expenditure, other
than exceptedl types of expenditures, with respect to the real property
while it is rented. This, inl general, would disqualify rents received
from real estate if the trust makes any expenditure, with respect to
tlat real estate, which would qualify as a trade or business expense
un(l(er the provisions of section 162 of the code. The expenditures
wllic'lnmay be made are those properly chargeable to capital account,
those for taxes, iliterest, or insurance, those for the collection of or
accounting for income, and those related to the entering into, renewal,
or termnillntion of a lease. This, of course, would not deny other de-
ductionls which might be allowed with respect to the property under
presnlt law which (do not result in expenditures. For example, this
wotuldl not foreclose a deduction for depreciation. This Irovision
woulld, llowever, foreclose a trust from making an expenditure for tle
nliilt(cllnance or operation of a building. Such explend(itures, in order
t, lake isure that the lessor's position is that of a passive investor
with respect to lte operation of a building, would have to be incurred
by tlie personal to whom t!he trust leases the property. This lessee
could, of course, engage ill the active conduct of tlle trade or business
of operating the i)Ibilling.
Rental income is also definedd as excluding amounts (derived from

property if these amlnoutnts depend in whole or in part on the income or
1)Iolits derived bly any person from tlhe property. This is provided to
give assuIralnce tllhat no profit -sllaring arrangement, provided for in the
Rental contract, will iln eff'ct make tlhe trust an active participant in
tlie operation of the proI)erty. Income from tile operation of a store
on ai 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 andlsales since these are
customary tyl)es of rental contracts and are not generally considered
related to tile profit or loss of the lessee. Generally speaking, there..
fore, rents received from real estate would not 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 retulrne(cmerchandise, or Federal, State, or local sales taxes).
It is not inlten(le( to disqualify situations where tlie lease provides for
(liffering 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,
tlie fact that a lease is based( upon a percentage of total receipts would
not necessarily qualify tihe rent as "rent from real property." Thus,
for example, rent would not qualify if the lease provides for a rental
measured by varying precentages of receipts, and the arrangement
(loes not coliform will 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 tile definition of rents amounts received from any
l)erson if the trust has an interest of 10 percent or more in the business,
assets, or profits of tiat person. Tils prevents tie avoidance of the
!'strictions described above with respect to rents from real estate
through tle devicee of setting upl a related organization. It also fore-
closes tle opportunity of any substantial relationship between the
trust and tile business of any tenant.

900005-57 S. Ropt., 84- 2, vol. 5--76
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B. Taxation of Real Estate Investment Trusts and Their Beneficiarie
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 tian as an ordinary dividend.
Where more tlhai 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. Any amount not treated as a
dividen(l to the beneficiary would not be eligible for the dividends
received credit, exclusion or deduction, but would be taxed as ordinary
income to the recipie t. If tlle interest and other nondividend income
is less than 25 percent. of the trust's total income, the entire distribution
to tle bl)lefictillry (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 estate trusts is substantially

that now provided in the case of regulated investment companies,
although it should( Ie noted that tlhe differences include some variations
in the treatmlentt of ulndistributed 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 be 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
SUBCHIAPTER A. Determination of tax liability.
SUBCHAPTER B. Computation of taxable income.
SURCHAPTrE C. Corporate distributions and adjustments.
SUHCHAPTER 1). Deferred compensation, etc.
SUBCHAPTERa E. Accouting periods and methods of accounting.
SUBCHAIPTER F. Exempt organizations.
SUBCInAPTKH (G. Corporations used to avoid income tax on share-

holders.
SUHCHAP'Tk: 11. fBanking institutions.
SUBHCHAIPT; I. Natural resources.
SUBCHAPTER J. Estates, trusts, beneficiaries, and decedenta.
8uvBCHAPT:E K. Partners and partnerships.
SURCHAPTER L. Insurance companies.
SUBCHAPTOR M. Regulated investment companies and real ectat

investment trustee.
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SUBCHAPTER N. Tax based on income from sources within or
without the United States.

SUBCHAPTER 0. Gain or loss on disposition of property.SUBCHAPTER I1. Capital gains and losses.
SUBCHAPTER Q. Readjustment of tax between years and speciallimitations.
SUBCHAPTER R. Election of certain partnerships and proprietor-

ships as to taxable status.

SUBCHAPTER A-DETERMINATION OF TAX LIABILITY
* * * * * * *

Part I-Tax on Individuals
* * * *. * * *

Part II--Tax on Corporations
Sec. 11. Tax imposed.
Sec. 12. Cross references relating to tax on corporations.

SEC. 11. TAX IMPOSED
(a) CORPORATIONS IN GENERAL.-A tax is hereby imposed for

each 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 (c).

(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) SURTAX.-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.

((I) EXCEPTIONS.-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 insurance
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

SEC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS,
(a) GENERAL RULE.-- * * *

7'
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8 REAL ESII'TATE INVES'TME'NT TUlSTS

(d1) SPEIA.'T, RIULEIS FOR (C'EI.ITAIN 1)DST'Inul'IoNs.-For purposes of
suls(clct ion (a)-

(1) Anyi aimonlltt allowed as a deductiOt unler section 591
relatingg to (elducl('tion for divit(enl(s paid ly mutual savings
balls, etc.) sliall not }be treatedl as a dividend.

(2'2A (livi(lend received from a regulated investment company
sl11l be sull)ject to tlhe limitations prescribed in section 854.

(3) A dividends received from a( real estate investment trust sall
be subject to f/the limitations prescribed in section 85S.

SUBCI1APTER B--COMPUTATION OF TAXABLE INCOME
* * * * * * *

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

* * * * * * *

Part III Items Specifically Excluded From Gross Income
* * * * * * *

SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI.
VII)UAIS.

(a) EXCLUSION FROhM GCIoss INCOME.- * * *
* * * * * * *

(c) SIPl:cIL RI-, 'lEs FOR CmERTAIN )ISTRInU'TIONS.-..Forpurposes of
sullbsection (a)---

(1) Anyl animont allowed as a deduction liunler section 591
(relating to deduction for (livideltns paid by mutual savings
bnlIks, etc.) sllall ot e)( t reantled as ia dlivi(l(ld.

(2) A dividend received fronl a regullated investment company
sliall be subject to tli( limitations prescribedl il setionl 854.

(3) '1 dividefil received fromin a real estate investment trust shall
be subject to the limitations describedd in ,s etion SS.
* * * * * * *

Part VIII -Special Deductions for Corporations
* * * t * *

SEC. 243. DIVIDENDS RECEIVE) BY COtRPOIATIONS.
(a) G:EN.;.AL RULE,.---* * *

* * * * * *

()) SPECIA., RULES FOR CERT.IN DIsTrI{l1n'roNs.---IFor purposes of
subsection (a)--

(1) Any amount allowed as a ded(uctlion under section 591 (relat-
'ing to deductionn for dividlenls paid by m1utu1al savings banks, etc.)
slhall not l)e treated as a dividend.

('2) A divi(ldend received from a regulated investmlenllt corI)any
shall be subject to the lim itatlions presclrilbed in section 854.

(3) A dividend revered from (.re o real estate ;rev'ent frust shall be
subject to the limitations describedd in section 8&'S.

«* * *



REAL ESTATE INVESTMENT TRUSTS

SUBCHAPTER C-CORPORATE DISTRIBUTIONS AND
ADJUSTMENTS

* * * * * * *

Part I--Distributions by Corporations
* * * * * * *

SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK.
(a) GNEltRAL RIULE.-* * *
(I,) (1Coss RKEFERiiNCES.-

For provisions to which the rules contained in subsection (a)
apply, see-

(1) section .02 (relating to redemption of stock);
(2) section 304 relatingg to redemption by related corpora-

t ions);
(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 liqli(lations of subsidiaries); [and]
(5) section 382 (a) (3) (relating to special limitations on net

operating loss carryovers) [.] ; and
(6') section 856 (c) (3) (relating to definition of real estate invest-

ment trust.s).
* * * * * *

SUBCHAPTER E-ACCOUNTING PERIODS AND METHODS
OF ACCOUNTING

* * * , * *

Part I-Accounting Periods
* * * * * * *

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

(a) RETURNS FOR SHORT PERIOD.- * * *
* * * * * * *

(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.
(3) Undistributed foreign personal holding company income,

see section 557.
(4) The taxable income of a regulated investment company,

see section 852 (b) (2) (E).
(5) The taxable income of a real estate investment trust, see section

857 (b) (2) (D).
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[SUBCIIAPTER M-REGULATED INVESTMENT COMPANIES]
SUBCHAPTER M--REGULATED INVESTMENT COMPANIES
AND REAL ESTATE INVESTMENT TRUSTS

Part I. Regulated investment companies.
Part II. Real estate investment trusts.

Part I-Regulated Investment Companies
Sec. 851. Definition of regulated investment company.
Sec. 852. Taxation of regulated investment companies and their

shareholders.
Sec. 853. Foreign tax credit allowed to shareholders.
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) REQUIRJIhEMENTS APPIICAILE TO REGULATEDI INVESTMENT COM-
PANIES.--'Thc provisions of this subchapterr] part shall not be
applicable to a regulated investment company for a taxable year
unlI SS--

(1) the deduction for dividends paid during the taxable year
(as defined in section 561, but without regard to capital gains
dividends) equals or exceeds 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 ascertailillg the actual ownership of its outstanding stock.

(b) IMETHOD OF 'I AXATION OF COMPANIES AND SHAREHOLDERS.-
(1) IMP'OSITION OF NORMAL TAX AND SURTAX ON REGULATED

INVESTME:NT COMPANIES.-There is hereby imposed for each
taxable year upon the investment company taxable income of
every regulated investment company a normal tax and surtax
comlpute(l 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 investmennt company for the taxable year (computed
without regard to capital gains dividends) shall be reduced by
the deduction provided by section 242 (relating to partially tax-
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) Thero shall be excluded the excess, if any, of the net
long-term capital gain over the net short-term capital loss.

(B) The net operating loss deduction provided m section
172 shall not be allowed.

(C) The deductions for corporations provided in part
VIII (except section 248) in subchapter B (section 241 and

10
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following, relating to the deduction for dividends received,
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 OF 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
(ii) 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
shareholders 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 capital
gain dividend is 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
(:ach 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.-

Part II---Real Estate Investment Trusts
Sec. 856. Definition of real estate investment trust.
Sec. 867. Taxation of real estate investment trusts and their beneficiaries.
Sec. 868. Limitations applicable to dividends received from real estate

investment trust.
Sec. 859. Dividends paid by real estate investment trust after close of

taxable year.
SEC. 856. DEFINITION OF REAL ESTATE INVESTMENT TRUST.

(a) IN GENERAL.-For purposes of this subtitle, the term "real estate
investment trust" means an unincorporated trust or an unincorporated
association--

(1 which is managed by one or more trustees;
() the beneficial ownership of which is evidenced by transferable

shares, or by transferable certiicates of beneficial interest;
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(3) wlh ich (but for the prol':s.ions of this ".'rl) would be taxable a
a 'i/)lvlt'/c cJ)olr(oration:;

(.4) whichdocitsl not hold (Iny property primarily for sale to
czlltomers in the ordinary course of its trade or buLiness;

(:5) thr beneficial ownership of which is held by 100 or more
persons, l1and nio5 indiilduall(ls own (directly or indirectly) more than
50 perch' nt of su('h beneflicial ownership; and

(t;) which meets the requirements of subsection (b).
(b) 1,.1IIA'.4TIONS. --A' trust or associatiln shall not be considered

real estate inrestmenlt trust for any tlaxaIble year unless--
(1) It files with its return for the taxable year an election to le a

r al e'stlae inrvestmlcnct trust or has made such election for a preoiouw
taxable y;(a(r wit ich began after l)ecember 31, 195)5.

(2) A.t least 90 percent of its gross income is derived from-
(A1) dlicidends:
(/) interest:
((') rents from real property;
(/)) gain from the sale or other disposition of stock, securities,

aidl real property (including interests in real property and
interests in mortgages on real property); and

(A') abatements land refunds of taxes on real property.
(3) At least 60 percent of its gross income is derived fromn-

(,A) rents from real property;
(B) interest on obligations secured by mortgages and on real

estate;
((') gain from the sale or other disposition of real property

includingg interests in real property and interests in mortgages
on real property);

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

(I) abatements and refunds of taxes on real property.
(4) The (amount by which the gains from the sales and other dis-

positions of stock or securities held for less than 6 months exceed the
losses from such sales or other dispositions is ant amount less than
S0 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
5 years exceed the losses from such sales and dispositions is an
amount less than 30 percent of its gross income.

(c) RIRNTS FP'oM .EAL PROPERTY DEFINED.-For purposes of para-
graphs (2) and (3) of subsection (b), the term "rents from real property"
does not include-

(1) any amount received or accrued with respect to any real
property, if the trust or association makes any expenditure which i/
properly allocable to such real property while rented (or to the rentals
from such real property), other tlawn-

(A) expenditures properly chargeable to capital account;
(B) expenditures for taxes, interest, or insurance;
()' expenditures for the collection of, or the accounting for,

income; and
(D) expenditures properly allocable to the entering into,

renewal, or termination of any lease;

12
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(2) any amount received or accrued with respect to any real prop-
(rty, 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 fixed percentage or percentages of receipts or
scales ; or

(3) any amount received or accrued directly or indirectly from any
person ij the trust or association owns, directly or indirectly-

(A) in the case of any person which is 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) in the case of any person. which is 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 slall 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.
((C) J]EQUIREMENTS APPLICABLE TO REAL ESTATE INVESTMENT

'I',srs.-'The provisions of this part shall not apply to a real estate
investment trustfor 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
for 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) MAETr ODoJ01 T.XATION OF REAL ESTATE INVESTMENT TRUSTS
AND HOLDERS OF SHARES OR CERTIFICATES OF BENEFICIAL INTEREST.-

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

($) RrAL sr8ATd INVESTMENT TRUST TAXABLE INCOME.-For
purposes of this part, the term "real estate investment trust taxable
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income" means the taxable income of the rcr:l 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 1088loss.

(B) The deductions for corporations prolried in part VIII
(except section 248) in subcWapter 11 (section 21tl aulfollowing,
relating to the deduction for dividends received, etc.) shall not
be allowed.

(C) A deduction shall be allowed for the dividend.(otler
than capital gain dli.idends) paid during the taxable year
computed in accordance with the rules provided in section 562.

(I)) The taxable income shall be computed without regard to
section 1,43 (b) (relating to computation of tax on change of
annual accounting period).

(E) T7'e net operating loss deduction provided in section 172
shall not be allowed.

(3) CAPITAL GAINS.-
(A) IMPOSITION OF TAX.-There is hereby imposed for each

taxable year in the cave of every real estate investment trust a tax
of f25 percent of the excess, if any, of the net long-term capital gain
oler the sum of-

(i) the net short-term capital loss; and
(ii) the amount of capital gain dividends paid during

the taxable year.
For the purposes of this subparagraph the amount of divi-

(lends paid shall be computed under the rules provided in
section 562.

(B) TREATMENT OF CAPITAL GAIN DIVIDENDS BY SRARN-
noI,DERS.-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 months.

(C) DEFINITION OF CAPITAL GAIN DIVIDEND.-For purposes
of this part, a capital gain dividend is any dividend, or part
thereof, which is designated by the real estate investment trust
as a capital gain dividend in a written notice mailed to its
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 taxable year
of the trust (including capital gain dividends paid after the
close of the taxable year described in section 859) 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 each
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.

(c) EARNIVNs 4ND) PROFITS.--The earnings and profits of a real
estate investmeid trust for any taxable year (but not its accumulated
earnings and profits) shall not be reduced by any amount which is not
aowaoble as a deduction in computing its taxable income for such table
year.
SEC. 868. LIMITATIONS APPLICABLE TO DIVIDENDS RECEIVED

FROM REAL ESTATE INVESTMENT TRUST.
(a) CAPITAL GAIN DVoIDEND.-For purposes of section 34 (a)

(relating to credit for dividends received by.individuals), section t11

14
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(relating to an exclusion for dividends received by individual), anld section
43 (relating to deductions for dividends received by corporations), a

capital gain dividend (as defined in section 857 (b) (3) (C)) received
from a real estate investment trust shall not be considered as a dividend.

(6) OTHER DIVIDENDs.-
(1) GENERAL RULE.-In the case of a dividend received from a

real estate investment trust (other thar a dividend to which subsection
(a) applies)-

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

(B) the agnregate dividends received by such trust during
such taxable 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 24S, 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
?'ts gross income for such taxable year.

(2) NIOTICE TO SHAREHOLDERS.---A real estate investment trust
to which paragraph (1) applies fo;rany taxable year shall, in a'
written notice to shareholders or holders of beneficial interests
mailed not later than 30 days after the close of the taxable year,
designate the portion of the dividends paid by the real estate invest-
nent trust during such taxable year which may be taken into account
under paragraph (1) for purposes of the credit under section 34,
the exclusion under section 116, and the deduction under section 243.

(3) DEFINITIONS.--For purposes of this subsection-
(A) The term "gross income" does not include aoin from the

sale or other disposition of stock or securities or (, real estate
(or interests therein).

(B) The term "aggregate dividends received" includes only
dividends received from domestic corporations other than
lividends 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.

(a) GENERAL RULE.-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 tor a taxable 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 dividend payment made after such declaration,

the amount so declared and distributed shall, to the extent the trust elets
in such return in accordance with regulation prescribed by the Secretary
or his delegate, be considered as having been paid during such tax;abl
year, except as provided in subsections (b) and (c).

15
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(b) RECRIPT RY SitAKRE1,OL)-lER.--,Amounts to which subsection((a)
applies shall be treated (i received by the shareholder or holder of a bene-
ficial interest in the taxable year in which the distribution is made.

(c) NrOTI('IZ TO SHAR.HEIIOLDz.R.-In the case of amounts to which
subsection (a) applies, any notice to shareholders or holders of beneficial
interests required under this part with respect to such amounts shall be
ma(lde not later than 80 days after the close of the taxable year in which
the dislributtion is made.

* * * * * *

Chapter 6 Consolidated Returns
* * * * * * *

SUBCIIAPTER A---RETURNS AND PAYMENT OF TAX
* * * * * * *

SEC. 1504. DEFINITIONS.
(a) I)I,;FINTuIrON OF "AFFIL.TATKD GtOUPr".-** * *
(b) I)EFINITION OF ".INCLU(IDIULE CIOR1'OItAION".---As used in this

chapter, tll( term "includible) corporation" means any corporation
except--

(1) Corporations exempt t from taxation under section 501.
(2) Insurance companies subject to taxation under section 802,

811, or 821.
(3) Foreign corporations.
(4) ('Cororations entitled to tlie benefits of section 931, by

reason of receiviiig a large percentage of their income from
sources within Ipossessions of the United States.

(5) Corl)orations organized under the China Trade Act, 1922.
(6) Regulated investment companies and real estates investment

trusts subject to tax under subcllapter M of chapter 1.
(7) Unincorporated business enterprises subject to tax as

corporations under section 1361.
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