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HR 4297 Update: RICs and REITs Under FIRPTA and Notice of FIRPTA  
Treasury Regulations  By Andrew M. Short and Kristen Chang Winckler

New legislation and recently announced regulations under the 
Foreign Investment in Real Property Act of 1980 (“FIRPTA”) 
impact specific industries as well as broad categories of cross 
border transactions and foreign reorganizations involving US 
real property interests.

The Act.

The Tax Increase Prevention and Reconciliation Act of 2005 
(the “Act”), which was signed into law on May 17, 2006, affects 
the treatment of regulated investment companies (“RICs”) and 
real estate investment companies (“REITs”) under FIRPTA. 
The new provisions refine the rules applicable to RICs and 
address perceived abuses using REITs and RICs to avoid the 
FIRPTA regime.

Background. FIRPTA, which is codified in Section 897 of the 
Internal Revenue Code, imposes on nonresident aliens and for-
eign corporations U.S. taxation on gain or loss from the dis-
position of U.S. real property interests (“USRPIs”).   USRPIs 
include stock of a domestic corporation that holds at least 50% 
of the fair market value of its assets in US real property and 
other USRPIs (“USRPHC”). However, if the USRPHC stock is 
regularly traded on an established U.S. securities market and the 
foreign shareholder held 5% or less of the stock (a “5% share-
holder”) during the five years prior to the disposition of the 
stock, the sale of the stock is not subject to FIRPTA taxation.

Special rules apply to REITs and RICs under FIRPTA. Stock 
of a domestically controlled REIT or RIC is not treated as a 
USRPI subject to FIRPTA. A domestically controlled REIT or 
RIC is a REIT or RIC less than 50% in value of which has been 
owned by foreign shareholders during the five years prior to the 
disposition of the stock of such entity. While this exception has 
applied to domestically controlled REIT stock since FIRPTA 
was enacted, it was not extended to RIC stock until 2004 and 
remains effective for RIC stock only until December 31, 2007.

In addition, a distribution to a foreign shareholder by a REIT 
that is attributable to gain from the REIT’s disposition of its 
USRPIs is taxable to the foreign shareholder as FIRPTA gain, 
unless the distribution is made on a class of REIT stock that is 
regularly traded on an established U.S. securities market and 

the foreign shareholder is a 5% shareholder during the one 
year period prior to the distribution, in which case the distri-
bution is treated as an ordinary income dividend. This “look 
through” treatment for REIT distributions was extended to 
RIC distributions effective in 2005 but a traded stock excep-
tion was not included at that time.

RIC Amendments. Under the Act, the look through rule for 
RIC distributions applies (as if enacted in 2004) only if the 
distributing RIC is itself a USRPHC. The retroactive amend-
ment could impact foreign shareholders that reported FIRPTA 
gain due to RIC distributions in 2005. In determining wheth-
er a RIC is a USRPHC, the RIC’s own investments in REIT 
and RIC stock are treated as USRPIs if the subsidiaries are 
themselves USRPHCs, including for this purpose any traded 
or domestically controlled REIT or RIC stock. The RIC look 
through rule, as revised, expires on December 31, 2007, sub-
ject to significant exceptions noted below.

The Act also adopts a traded RIC stock exception that mirrors 
the traded REIT stock exception, effective for taxable years be-
ginning after December 31, 2005. Conforming changes cause 
any such exempt distributions to be treated as ordinary income 
dividends for RIC purposes. 

In addition, the Act clarifies that both REITs and RICs must 
withhold at 35% (or to the extent provided by regulations, 
15% or, after December 31, 2010, 20%, to mirror capital 
gains rates) on any portion of a REIT or RIC distribution to a 
foreign shareholder that is attributable to FIRPTA gain. Previ-
ously, regulations had only clearly addressed REIT distribu-
tions. However, the foreign person withholding rules will not 
be applied to distributions made prior to May 17, 2006 if they 
were not otherwise applicable prior to the Act.

New Anti-Avoidance Rules. Prior to the Act, a REIT or RIC 
distribution attributable to FIRPTA gain made to another 
REIT or RIC was not technically covered by the look through 
rule because the shareholders were not foreign. The proceeds 
arguably ceased to be FIRPTA gain when they were in turn 
distributed to the upper tier entity’s shareholders. To prevent 
foreign shareholders from avoiding FIRPTA gain through the 
use of tiered REITs or RICs, the Act causes FIRTPA gain pro-
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ceeds to retain their character through a chain of REIT or RIC 
entities until such distribution reaches a foreign shareholder 
(if any). This provision is effective for taxable years beginning 
after December 31, 2005. 

To further prohibit the avoidance of FIRPTA, the Act targets 
wash sales and substitute dividend payments with respect to 
domestically controlled REIT and RIC stock. Notwithstanding 
the general exemption from FIRPTA for dispositions of do-
mestically controlled REIT and RIC stock, if the disposition 
occurs in a wash sale transaction relating to a distribution on 
such stock, the gain will be taxable to the extent that that distri-
bution would have been taxable under the look through rule. A 
wash sale transaction is any transaction in which (1) a foreign, 
REIT or RIC shareholder disposes of domestically controlled 
REIT or RIC stock during the thirty day period prior to the ex-
dividend date of a distribution that is attributable to FIRPTA 
gain and (2) such shareholder or related person acquires (or 
enters into a contract or option to acquire) a substantially iden-
tical interest in the domestically controlled entity during the 
sixty-one day period straddling the ex-dividend date. Similarly, 
FIRPTA taxation will apply to substitute dividend payments 
received in securities lending transactions or sale-repurchase 
transactions of domestically controlled REIT or RIC stock to 
the extent such payments are made to such shareholders in lieu 
of distributions that would have been subject to FIRPTA taxa-
tion under the look through rules had they been received by 
the shareholders. Withholding on any deemed gain from the 
disposition of stock under the foregoing rules is not however 
required pursuant to the Act. The foregoing rules will not ap-
ply to traded stock held by a 5% shareholder during the one 
year period prior to the related distribution. The wash sale and 
substitute payment rules are effective for distributions on or 
after June 16, 2006 and may be expanded to similar substitute 
payments in future regulations.

Special extension of RIC rules. Notwithstanding the general 
2007 sunset date for the FIRPTA provisions applicable to 
RICs, a RIC distribution that is made to a foreign shareholder 
and is attributable directly or indirectly to a REIT distribu-
tion will continue to be subject to (1) FIRPTA tax under the 
look through rule where the REIT distribution is attributable 
to FIRPTA gain, (2) the wash sale and substitute payment 
rules for domestically controlled RIC stock where the recap-
tured distribution is attributable to a REIT distribution that 
is attributable to FIRPTA gain, and (3) the applicable with-
holding rules.

The Notice.

Notice 2006-46, released on May 24, 2006, announces the 
issuance of final regulations under Sections 897(d) and (e) of 
the Code regarding the taxation of USRPI distributions by 
foreign corporations and exceptions for certain nonrecogni-
tion transactions. The final regulations will adopt the cur-
rent temporary regulations, but will revise those regulations 

in significant respects. In particular, the final regulations will 
modify the rules to take into account the recent finalization of 
regulations that permit statutory mergers in foreign jurisdic-
tions to qualify for nonrecognition treatment under the Code 
and will provide additional exceptions to FIRPTA taxation for 
certain offshore transactions.

Background. A foreign corporation is taxable on gain (but not 
loss) under FIRPTA on a distribution (including distributions 
in redemptions and liquidations) of a USRPI, as if the USRPI 
had been sold for its fair market value. Generally, however, if 
the distributee would be taxable on a subsequent disposition 
of the USRPI, and the basis of the USRPI in the hands of the 
shareholder is no greater than its basis before the distribution, 
increased by the amount of gain (if any) recognized by the dis-
tributing foreign corporation, then the distribution will be ex-
empt from FIRPTA. Currently, temporary regulations and IRS 
guidance elaborate on the treatment of USRPI distributions in 
the context of subsidiary liquidations and reorganizations. 

Inbound Mergers and Reorganizations. A foreign corpora-
tion that transfers property to another corporation for stock 
of a domestic corporation that is a USRPHC (immediately 
after the transfer) in a qualifying reorganization (under Sec-
tion 368(a)(1)(C), (D), or (F)) must recognize gain when it 
distributes that stock to its shareholders (whether domestic 
or foreign), unless the foreign corporation pays the aggregate 
FIRPTA tax and interest that would have been due on all dis-
positions of its stock (if it were a domestic corporation) since 
June 18, 1980 (the “look back” period), the shareholder would 
be subject to US tax on a subsequent disposition of the dis-
tributed USRPHC stock and the foreign corporation complies 
with filing requirements. According to the Notice, the final 
regulations will expand the foregoing rules to inbound statu-
tory mergers and consolidations, including subsidiary mergers 
(under Section 368(a)(1)(A)).

Furthermore, under the final regulations, this look back period 
will be shortened to the ten year period prior to the reorganiza-
tion, or if longer, the period beginning on the date that is ten 
years prior to the date that the acquiring domestic corporation 
(or related person) in the reorganization is in control (by 50% 
vote or value) of the foreign corporation and ending on the 
date of the reorganization.

Inbound Liquidations. Subsidiary liquidations in which a for-
eign corporation distributes USRPIs to a domestic corporation 
are also subject to FIRPTA unless, among other requirements, 
the foreign corporation pays a similar “toll charge” for the look 
back period. Under the final regulations, the look back period 
will be modified to the period beginning on the date that is 
ten years prior to the date on which the domestic corporation 
(or related person) controls the liquidating foreign corporation 
and ending on the date of the liquidation. The Notice does not 
provide an alternative ten year period as was provided for the 
inbound merger and reorganization rules.
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Look Back Period for 897(i) Elections. The final regulations will 
also revise the look back period applicable to the Section 897(i) 
election, which permits a foreign corporation to elect to be 
treated as a domestic corporation for FIRPTA purposes if it 
verifies that none of its stock was sold during the look back 
period. The temporary regulations (as revised by IRS guidance) 
provided for the shorter of (1) the period from June 19, 1980 
through the date of election or (2) the period from the date on 
which the corporation first holds a USRPI through the date of 
the election. Under the final regulations, the applicable period 
will be the ten year period prior to the date of the 897(i) elec-
tion, or if longer, the period beginning on the date that is ten 
years prior to the date on which one or more domestic share-
holders (or related persons) control the foreign corporation and 
ending on the date of the election.

Foreign to Foreign Transactions. Subject to certain exceptions, 
nonrecognition provisions will apply to transfers of USRPIs 
by foreign persons only to the extent that the foreign person 
receives a USRPI in exchange. To obtain nonrecognition treat-
ment on a transfer of a USRPI in exchange for foreign stock un-
der the exceptions in the temporary regulations, the subsequent 
disposition of the transferred USRPI must be subject to US tax, 
filing requirements must be met, the transaction must conform 
to one of three types and one of five conditions must be satisfied. 
Notably, the final regulations will remove the last requirement.

One of the three qualifying types of exempt transactions is an 
internal restructuring achieved through an asset reorganization, 
in which the target foreign corporation’s shareholders own more 
than 50% of the voting stock of the acquiring foreign corpora-
tion immediately after the reorganization. The final regulations 
will permit statutory mergers (including subsidiary reorganiza-
tions) between foreign corporations to qualify for the same ex-
ception if the same continuity of stock ownership test is met (as 
well as the other surviving requirements of the current regula-
tions). In addition, for both asset reorganizations and statutory 
mergers, the final regulations will clarify that in upstream merg-
ers the shareholders of the acquiring parent corporation will 
count for the 50% continuity test as shareholders of the target 
subsidiary to the extent of their indirect interest, held before the 
merger, in the subsidiary through the parent.

The final regulations will incorporate two additional subcat-
egories of qualifying foreign to foreign statutory mergers and 
asset reorganizations (including subsidiary reorganizations). 
Under one of those exceptions, FIRPTA taxation will not ap-
ply to a foreign corporation’s transfer of a USRPI in exchange 
for foreign stock in such transactions if the stock of the target 
corporation would not have been a USRPI at any time during 
the five year period prior to the transaction if it were a domestic 
corporation. Under the second such exception, FIRPTA taxa-
tion will not apply if the stock of the target and the acquiring 
corporations (or issuing parent corporation in subsidiary reor-
ganizations) before the transaction and the stock of the sur-

viving corporation (or issuing parent corporation in subsidiary 
reorganizations) after the transaction are regularly traded on an 
established securities market and, if the target corporation (or 
parent corporation of the target in a reverse subsidiary merger) 
would have been a USRPHC at any time during the five year 
period preceding the transaction if they were domestic, no for-
eign shareholders of such entities held more than five percent 
during such period. The other surviving requirements of the 
temporary regulations will also apply.

Foreign to foreign, stock for stock reorganizations and contribu-
tions to controlled corporations comprise an additional exempt 
category where a foreign person exchanges stock of a USRPHC 
for stock of a foreign corporation. To qualify under the tempo-
rary regulations, all of the outstanding stock of the acquiring 
corporation must be owned immediately after the transaction 
in the same proportions by the same foreign shareholders that 
own the stock of the exchanged USRPHC immediately before 
the transaction. To the extent the foreign person disposes of the 
foreign stock received in the transaction during the following 
three years, a proportionate amount of FIRPTA gain is subject 
to recapture. The final regulations will eliminate the propor-
tionality requirement and relax the continuity requirement to 
“substantially all”. In addition, the recapture rule will be short-
ened to a one year period. 

Effective Dates. The rules announced in the Notice which apply 
to statutory mergers are effective on January 23, 2006. The re-
maining changes will be effective on May 23, 2006, but taxpay-
ers may choose to apply the regulatory changes to taxable years 
that are not closed by the period of limitations, provided they 
do so consistently for all applicable transactions.
 
 

If you have any questions about the Act’s impact on 
RICs and REITs, Notice 2006-46 or the Tax Increase 
Prevention and Reconciliation Act of 2005 in general, 
please do not hesitate to contact:
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