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Although changes made by the PATH Act to FIRPTA make REITs more at-
tractive to foreign investors, there are ambiguities in the Act’s statutory

language that require clarification.

On 12/18/15, President Obama
signed the Consolidated Appropria-
tions Act, 2016' (the Appropriations
Act) into law, which includes the Pro-
tecting Americans from Tax Hikes Act
of 2015 (the PATH Act).

This article focuses on the provi-
sions in the PATI Act that change the
application of the Foreign Investment
in Real Property Tax Act of 1980
(FIRPTA), found in Sections 897, 1445,
and 6039C of the Code. These amend-
ments to FIRPTA alter the investment
landscape for many non-U.S. in-
vestors buying and selling U.S. real
estate and making real estate-related
Investments.

BACKGROUND AND PRIOR LAW
In this section, we lay the foundation
for this article by summarizing the
FITPTA rules as they stood under pre-
PATH Act law. The later sections then
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examine the PATH Act changes to
those FIRPTA rules and the impact of
those changes on foreign persons
who invest in U.S. real estate.

Effectively Connected Income

Under the U.S. federal income tax
laws, foreign persons typically are not
subject to U.S. federal income tax pay-
ment and U.S. federal income tax fil-
ing requirements with respect to U.S.-
source capital gains, unless such
capital gains are treated as (or deemed
to be) income that is effectively con-
nected with the conduct of a trade or
business in the United States (ECI).
FIRPTA deems the following to be
ECL (1) gains from the disposition of
a "United States real property interest”
(USRPD)2 which includes shares in a
"United States real property holding
corporation” (USRPHC)2 and (2) dis-
tributions attributable to the disposi-
tion of a USRPI (e.g, REIT capital gain



dividend distributions), because the
character of the income that gave rise
to such distributions is generally re-
tained or traced.

Federal Income Tax Payment,
Return Filing Requirements, and
Withholding Tax

If a foreign person disposes of a
USRPI, FIRPTA requires that foreign
person to pay federal income tax on
the gain from the disposition, if any,
and the foreign person must file a fed-
eral income tax return to report the
disposition.4 To enforce the collection
of tax, FIRPTA required the transferee
to withhold 10% of the amount real-
ized on the disposition and remit it to
the IRS5 This amount is credited
against the foreign transferor’s federal
income tax liability on the disposition.
Accordingly, to the extent the foreign
fransferor’s tax liability is actually less
than the amount withheld, the tax
withheld from the foreign transferor
is entitled to a refund of the difference.
To the extent the foreign transteror’s
income tax liability on the disposition
is actually greater than the amount
withheld, the foreign transferor owes
additional taxes and may need to
make estimated tax payments.

The 5% Public Shareholder
Exception

FIRPTA has always contained an ex-
ception for shareholders of a publicly-
traded corporation. Specifically, if any
class of stock of a corporation is reg-
ularly traded on an established secu-
rities market, that class of stock is
treated as a USRPI only with respect
to a person who, at some time during
the relevant testing period, held more
than 5% of that class of stock (the
Public Stock Exception).” To determine
whether a shareholder owns more
than 5% of a class of stock, the share-
holder must apply the constructive
ownership rules of Section 318(a), ex-

cept that 5% is substituted for 50% in
Sections 318(a)(2)(C) and (a)3)(C).8

Real Estate Investment Trusts

A real estate investment trust (REIT) is
generally a USRPHC by virtue of the
assets it holds, and thus, shares of the
REIT are USRPIs (subject to the ex-
ceptions discussed below). A foreign
person that invests in a REIT derives
ECI with respect to the REIT invest-
ment in the form of (1) distributions
attributable to the REIT's disposition
of a USRPI (a Capital Gain Dividend),
and (2) capital gains from the disposi-
tion of shares in the REIT, unless cer-
tain exceptions apply.?

The Domestically-
Controlled Exception for REITs
Special FIRPTA rules apply to an in-
vestment in USRPIs through a “qual-
ified investment entity” (QIE) that is
domestically controlled. In order to
be “domestically controlled 50% or
more of the value of the QIE's shares
must be held, directly or indirectly, by
U.S. persons during the relevant test-
ing period (generally the shorter of the
five-year period ending on the date
of disposition or the period during
which the QIE was in existence)© A
QIE is defined as any REIT and any
regulated investment company (RIC)
that is a USRPHC or that would be a
USRPHC if the Public Stock Exception
or the domestically-controlled excep-
tion did not apply" The stock of a
"domestically controlled” QIE is
deemed not to be a USRP], and thus,
a foreign shareholder can dispose of
the stock of such an entity without
being subject to federal income tax,
withholding, or tax return filing re-
quirements under FIRPTA (even
though the stock would otherwise be
a USRPI if not for this exemption).2
Foreign investors often choose to
invest through domestically con-
trolled REITs so that they can avoid
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FIRPTA on disposition of REIT shares.
Capital Gain Dividends from a do-
mestically-controlled REIT are treated
as ECI, however (i.e, the domestically
controlled exception discussed above
applies only to dispositions), and
therefore a foreign person investing
in a domestically-controlled REIT
may still have U.S. income lax pay-
ment and filing exposure, subject to
the exception below.

The 5% Public

Shareholder Exception for REITs
Similar to the Public Stock Exception
for publicly traded corporations,
FIRPTA contains an exception for
shareholders of QIEs. If a shareholder
has owned no more than 5% of a
class of stock of a QIE that is regularly
traded on an established securities
market located in the United States
during the one-year period ending on
the date of a distribution by the QIE,
such distributions with respect to
such dlass of stock attributable to gain
from sales or exchanges of USRPIs
are not treated as Capital Gain Divi-
dends taxable as ECI under FIRPTA 3
instead, they are treated as ordinary
dividends (the Public QIE Distribution
Exception).# These ordinary divi-
dends are however subject to Chapter
3 U.S. withholding tax of 50% (subject
to reduction under an applicable in-
come tax treaty), as well as Chapter 4
withholding under the Foreign Ac-
count Tax Compliance Acts

THE FIRPTA EXEMPTION FOR
REGULARLY TRADED REITS
Section 322 of the PATH Act amended
FIRPTA by adding a new Section
897(k)(1) to the Code. Under pre-
PATH Act law, the Public Stock Ex-
ception and the Public QIE Distribu-
tion Exception provided that FIRPTA
generally does not apply to a foreign
shareholder of a regularly traded
REIT, as long as the shareholder has
owned 5% or less of the REIT stock
during the relevant testing period. In
other words, FIRPTA does not apply
to the foreign sharcholder’s gain from
the sale of REIT stock or to REIT Cap-
ital Gain Dividends. New Section
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897(k)(1) raises this ownership per-
centage from 5% to 10%, which
means thal a foreign shareholder can
own a greater percentage of a regu-
larly traded REIT without being sub-
ject to FIRPTA on dispositions of REIT
stock or on Capital Gain Dividends.
For purposes of determining whether
a person constructively holds more
than 10% of a REIT's stock, the share-
holder must apply the constructive
ownership rules of Section 318(a), ex-
cept that 10% is substituted for 50%
in Sections 318(a)(2)(c) and (a)(3)(c).*e

The foregoing amendments apply
to dispositions and distributions oc-
curring on or after 12/18/15.

Observations and Implications

New Section 897(k)(1) creates a pecu-
liar dichotomy in the Public Stock Ex~
ception. Before the PATH Act, a foreign
investor could own up to 5% of a
traded corporation, regardless of
whether the corporation was a REIT
or a regular C corporation. Now, a
foreign investor can own up to 5% of
atraded C corporation, but up to 10%
of a traded REIT. Furthermore, the
new 10% threshold applies to REITs,
but not to RICs, even though Con-
gress often affords REITs and RICs
similar treatment.

THEFIRPTA

EXEMPTION FOR QUALIFIED
FOREIGN PENSION FUNDS
Section 323 of the PATH Act provides
that FIRPTA does not apply to USRPIs
held directly (or indirectly through one
or more partnerships) by a “qualified
foreign pension fund” (QFPF) and any
entity, all of the interests of which are
held by a QFPE. This exemption from

FIRPTA also applies to Capital Gain
Dividends received from a REIT. Be-
cause a QFPF is now exempt from
FIRPTA tax on these dispositions and
distributions, a QFPF is now exempt
from FIRPTA withholding tax.” This
provision is intended to make it easier
for QFPTs to invest in U.S. real estate.

The Definition ofa

Qualified Foreign Pension Fund

A "qualified foreign pension fund"
means any trust, corporation, or other
organization or arrangement (1)
which is created or organized under
the law of a country other than the
United States, (2) which is established
to provide retirement or pension ben-
efits to participants or beneficiaries
that are current or former employees
(or persons designated by such em-
ployees) of one or more employers in
consideration for services rendered,
(3) which does not have a single par-
ticipant or beneficiary with a right to
more than 5% of its assets or income,
(4) which is subject to government
regulation and provides annual infor-
mation reporting about its benefici-
aries to the relevant tax authorities in
the country in which it is established
or operates, and (5) with respect to
which, under the laws of the country
in which it is established or operates,
either (a) contributions to such trust,
corporation, organization, or arrange-
ment which would otherwise be sub-
ject to tax under such laws are de-
ductible or excluded from the gross
income of such entity or taxed at a
reduced rate, or (b) taxation of any
investment income of such trust, cor-
poration, organization or arrange-
ment is deferred or such income is
taxed at a reduced rate.

The FIRPTA exemption for QFPFs
is effective for dispositions and distri-
butions occurring after 12/18/15.

The Pension Fund

FIRPTA Exemptionisa

Dramatic Change in Law

Although all of the FIRPTA amend-
ments made by the PATH Act are no-
table, the authors believe that the
most important change is section 323,
which adds new Section 897(]) to the
Code, a game changer that calls off
FIRPTA altogether for QFPFs and en-
tities wholly owned by a QFPE. Tra-
ditionally, foreign investors, including
pension funds, have made U.S. real
estate investments through a combi-
nation of REITs and/or non-REIT
corporations. As a result of section
323 of the PATH Act, QFPFs will have
more options and flexibility with re-
spect to investments in U.S. real estate.
For example, a QFPF may consider
investing in U.S. real estate through a
partnership that allocates capital gain
from a sale of the real estate directly
to the QFPE, and ordinary rental in-
come from holding the real estate to
a blocker corporation owned by the
QFPE Such structure takes advantage
of the QFPF's FIRPTA exemption on
gains while shielding the QFPF from
direct federal income tax payment ob-
ligations on the ordinary income.®
The tax drag at the blocker corpora-
tion level could be reduced by capi-
talizing the blocker in part with debt
if the U.S. withholding tax on interest
payments from the blocker to the
QFPF can be reduced under an ap-
plicable income tax treaty or under
the portfolio interest exception to U.S.
withholding tax. Another option may
be for a QFPF to simply invest

1 pL 4413,

“Disposition” means any transfer that would constitute

adisposition by the transferor for any purpose of the

Code and the Treasury Regulations thereunder. Reg.

1897-(q).

3 “USRPHC" means any corporation if the fair market
value of its USRPIs equals or exceeds 50% of the fair
market value of (1) its USRPIs, (2) its interests In real
property located outside the United States, plus (3)
any other of its assets which are used or held for use
in a trade or business. Section 897(c)(2).

Sections 897(aX(1) and 6039C.
Section 1445(a).
Reg. 114451()(2).

N
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Section 897(cX3) and Reg. 1897-((m). Reg. 1897-9T(b)
also applies the Public Stock Exception to certain eqg-
uity interests in the traded corporation that are non-
regularly traded.

Section 897(cX6XC).

Section 897(hX1).

Section 897(h)(4).

Section 897(hX4XA).

Section 897(hX2).

Section 897(hX1); Reg. 1897-(m).

Sections 852(bX3XE) and 857(b)3)F).
Sections 871()(1), 1441, and 1471 through 1474.
Section 897(K)1)(A).
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7' Reg. 114452 has been updated to reflect the fact that
QFPFs are not subject to withholding. T.D. 9751,
2/19/16 (as corrected on 4/26/16). New Section
897(1X3) provides that the Secretary shall prescribe
regulations as may be necessary or appropriate to
carry out the purposes of the QFPF exemption.
These regulations have not been issued yet, and T.D.
9751 requests cormments on what regulations should
be issued.

18 The QFPF would still be treated as engaged in a
US. trade or business through its direct investment
in the partnership and thus would still need to file
a federal income tax return, despite not owing any
federal income tax with respect to such invest-
ment.



through a REIT, with the ordinary
REIT dividends subject to normal 30%
dividend withholding (absent reduc-
tion by treaty) and REIT capital gain
dividends now being exempt from
FIRPTA.

Real estate funds, sponsors, and
managers may very well see an uptick
in interest from foreign pension plan
investors and may need to consider
potential changes to their fund struc-
tures, or additional structural alterna-
tives, to accommodate such investors
in light of the PATH Act.

Ambiguities in the Definition of a
Qualified Foreign Pension Fund
Notwithstanding the FIRPTA call-off
for QFPFs, there are certain ambigui-
ties that need to be clarified and re-
solved, particularly ambiguities sur-
rounding the requirements to satisfy
QFPF status. The second prong of the
QFPF definition states that a QFPF
must be “established to provide retire-
ment or pension benefits to partici-
pants or beneficiaries that are current
or former employees (or persons des-
ignated by such employees) of one or
more employers in consideration for
services rendered” Based on this lan-
guage, foreign superannuation funds
and foreign sovereign pension funds
created as part of a sovereign social
security system arguably may not
qualify as QFPFs, because such funds
may cover self-employed individuals
and, in some countries, unemployed

visors to determine if they may be
treated as QFPFs.

The fourth prong of the QFPF def-
inition states that a QFPF “is subject
to government regulation and pro-
vides annual information reporting
about its beneficiaries to the relevant
tax authorities in the country in
which it is established or operates! It
is not entirely clear what constitutes
information reporting, or what kind
or degree of reporting is sufficient. For
instance, does "beneficiary” mean all
persons that may at any point in the
future receive distributions from the
pension fund, or only those persons
that received a distribution from the
pension fund in a reporting year? If a
pension fund provides annual infor-
mation reporting to the relevant tax
authorities for those persons that re-
ceived distributions from the fund in
a particular year, but not for persons
that have not yet vested or otherwise
did not receive distributions from the
fund in such year, it would seem that
this should be sufficient to qualify the
fund as a QFPE This conclusion is not
without doubt however, given the
ambiguity in the statutory language.

Moreover, if a pension fund issues
reports to a non-tax regulatory/gov-
ernmental authority in its country,
does that satisfy the reporting re-
quirement? A literal reading of the
statute suggests the pension funding
in such instance would not satisfy the
requirement to be a QFPE What if the

individuals who make voluntary con-
tributions. Another ambiguity is
whether a QFPF is required to be
specifically established by an em-
ployer instead of a governmental unit.
A literal reading of this requirement
suggests that this is not necessary, but
the language is not at all clear. Foreign
government-established funds that
have made or are interested in making
investments in U.S. real estate are well
advised to consult with their tax ad-

annual information reporting by the
pension fund is not a requirement of
local law in the foreign country?
There is nothing in the fourth prong
of the QFPF definition indicating that
information reporting must otherwise
be required by applicable law. There-
fore, a pension fund should be able
to satisfy this criterion with voluntary
annual information reporting about
its beneficiaries to the relevant tax au-
thorities.
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It also is questionable whether for-
eign governmental investors that rely
on the Section 892 exemption but that
are not pension or retirement funds
may rely on the FIRPTA exemption,
which would lead to the odd result
that a foreign pension plan could re-
ceive more favorable tax conse-
quences than a foreign government.
This in turn means that different U.S.
tax structuring alternatives may need
to be assessed and implemented for
QFPFs and for Section 892 investors
that are not pension funds. For exam-
ple, certain foreign government funds
may need to continue to use a domes-
tically-controlled REIT for tax-efficient
investmentin U.S. real estate, whereas
pension funds constituting QFPFs from
the same foreign country may not need to
use a REIT in order to make a tax-ef-
ficient investment in U.S. real estate.
With the right tax planning, such a
QFPF may receive more favorable fed-
eral income tax consequences than a
governmental non-pension fund from
the same foreign country.

Structuring

Considerations Generally

Assuming a foreign pension fund is
comfortable that it qualifies as a QFPFE,
the fund should structure its U.S. real
estate investments in a way that al-
lows it to take advantage of the pen-
sion fund FIRPTA exemption.

The first structuring consideration
pertains to QFPFs that hold U.S. real
estate indirectly through other entities.
Section 323 of the PATI Act exempts
a QFPF or "any entity all of the inter-
ests of which are held by a QFPF”
from FIRPTA tax. If a QFPF were to
make an investment in U.S. real prop-
erty via a corporation in the QFPF's
jurisdiction that is a wholly-owned
subsidiary of a wholly-owned sub-
sidiary of the QFPF, would such
lower-level subsidiary qualify for the
pension fund FIRPTA exemption?
There appears to be no rationale or
logic for excluding such a wholly-
owned subsidiary from the benefits
accorded to a QFPF. However, the
statutory language of section 323 does
not say “directly or indirectly” prior
to "held by a QFPE' so there is an ar-
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gument that the literal language of
section 323 does not exempt an entity
that is indirectly wholly-owned by a
QFPE Congress did use such language
in other places in the PATH Act; in
fact, Congress used such language in
the same paragraph in section 323~
providing that such section applied to
any USRPI "held directly (or indirectly
through 1 or more partnerships)!” Al-
though it does not appear that Con-
gress intended to exclude lower-tier,

applies to "any distribution received
from a real estate investment trust by”
a QFPF or any entity all of the inter-
ests of which are held by a QFPE but
does not expressly include a REIT dis-
tribution received via a partnership.
The statutory language of Section 323
does provide that it applies to any
USRPI “held directly (or indirectly
through 1 or more partnerships); but
it is not entirely clear whether these
two provisions work together.

stock exemption includes the same
parenthetical for ownership through
one or more partnerships. Logic
would dictate exempting a QFPF from
FIRPTA on a REIT Capital Gain Divi-
dend received through a partmership
in accordance with the exemption
granted to the underlying REIT stock,
but this position is not without doubt.

As discussed above, a QFPF in-
vesting in U.S. real estate through a
REIT structure obtains the benefit of

wholly-owned subsidiaries of QFPFs
from the benefit of the pension fund
FIRPTA exemption, the statutory lan-
guage on its face could be interpreted
to exclude lower-tier wholly-owned
entities, which in turn will have an
impact on tax structuring. Absent
clarifying guidelines, QFPFs structur-
ing new in-bound real estate invest-
ments or reevaluating their existing
structures may consider minimizing
the number of layers in their structure,
to the extent possible.

Additionally, there is the question
as to whether an entity qualifies for the
FIRPTA exemption if its interests are
held by multiple QFPFs, rather than a
single QFPE Technically, section 323 of
the PATH Act covers only an entity “all
of the interests of which are held by a
QFPF" It could be argued that a literal
reading of the language seems to ex-
clude an entity completely owned by
multiple QFPFs; however, in the au-
thors’ view, that is not the correct an-
swer given there is no rationale or logic
for excluding an entity completely
owned by more than one QFPE

Structuring

Considerations Related to REITs

It is also not completely without
doubt whether a REIT Capital Gain
Dividend that a QFPF receives
through a partnership is covered un-
der the pension fund FIRPTA exemp-
tion. This is because the exemption

REAL ESTATE

On the one hand, Congress did not
expressly specify that REIT distribu-
tions must be received “directly” by a
QFPE. However, Congress did not in-
clude a parenthetical that sanctions
receipt of REIT distributions indirectly
through one or more partnerships,
whereas it did expressly cover REIT
distributions received by an entity
wholly-owned by a QFPE As a result,
it could be argued that a REIT Capital
Gain Dividend received through one
or more partnerships is not covered
because, by definition, a partnership
cannot be directly wholly-owned by
a QFPE.

The authors believe this is not the
correct interpretation of the statutory
provision because there is no logic or
rationale for drawing such an arbi-
trary distinction with respect to part-
nerships. It is hard to believe Congress
intended for the stock of a REIT held
through a partnership to be exempt
from FIRPTA under this provision,
but that any distributions through the
partnership would remain subject to
FIRPTA. However, a similar di-
chotomy exists with respect to the do-
mestically-controlled REIT exception.
Nonetheless, such an interpretation
seems absurd in light of the fact that
under section 322 of the PATH Act
(discussed below), a REIT distribution
to a "qualified shareholder” is exempt
from FIRPTA to the extent REIT stock
proceeds are exempt, and the REIT
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the FIRPTA exemption on (1) Capital
Gain Dividends arising from a sale of
the underlying real estate by the
REIT, and (2) gains from the disposi-
tion of REIT shares, without regard
to whether the REIT is domestically
controlled. However, such a QFPF in-
vestor still has to make sure that the
underlying real estate investment is
appropriate for a REIT, and there are
significant costs associated with the
establishment and maintenance of
REIT structures.

A QFPF investor can now avoid
the due diligence headache and costs
required to confirm and ensure that
the REIT is domestically controlled,
and does not need to negotiate assur-
ances from the REIT manager or real
estate fund sponsor that the REIT will
continue to be domestically controlled.
A QFPF also no longer needs to ne-
gotiate and bargain for the protection
that a disposition of the property by
a fund sponsor will involve a sale of
REIT shares only, as opposed to a sale
of the underlying real estate. However,
a QFPF investor still must consider
that, notwithstanding the exemption
in the PATII Act, ordinary dividends
from a REIT arising from the operating
income of the REIT still remain subject
to 30% U.S. withholding tax (subject
to reduction under an applicable in-
come tax treaty). A QFPF investor
must appropriately structure its in-
vestment to take into account this



treatment of ordinary dividends in or-
der to make a tax-efficient investment.

U.S. Withholding Agents Should
Request a Certification from
Qualified Foreign Pension Funds

All US. withholding agents (e, per-
sons such as REITs, partnerships, lim-
ited liability companies, corporations,
etc. having the control, receipt, custody,
disposal, or payment of income subject
to U.S. withholding tax)J® that expect
to make any payments to a foreign
person claiming to be a QFPF should
ask the purported QIPF to certify, un-
der penalties of perjury, that it satisfies
the QFPF requirements. A withholding
agent should also consider requesting
that the payee indemnify the with-
holding agent and its affiliates for any
taxes, interest, and penalties that may
be imposed on such persons if the
withholding agent should have with-
held but did not because it relied on
such certification. The QFPF certifica-
tion and any indemnity should be in
addition to the applicable IRS Form W-
8 that a withholding agent is required
to receive from a foreign person.

THE FIRPTA EXEMPTION

FOR CERTAIN QUALIFIED
SHAREHOLDERS OF REITS
Section 322 of the PATH Act adds a
new subsection (k) to Section 897 of
the Code. Under the new subsection,
(1) REIT stock held by a "qualified
shareholder” including stock held in-
directly through one or more partner-
ships, is not a USRPI in the hands of
such qualified shareholder, and (2) any
distribution to a qualified shareholder
is not treated as gain recognized from
the sale or exchange of a USRPI to the
extent the stock of the REIT held by
the qualified sharcholder is not treated
as a USRPL The changes in section 322
of the PATH Act apply to dispositions
of REIT stock and REIT distributions
occurring on or after 12/18/15.

A "qualified shareholder” is defined
as a foreign person that meets all of
the following three requirements:
B ESEEE T SR
19 Section 1441(a).

20 Section 897(KN2XC).

1. Such person either (a) is eligible for
the benefits of a comprehensive in-
come tax treaty with the United
States which includes an exchange
of information program (a Com-
prehensive Treaty) and whose prin-
cipal class of interests is listed and
regularly traded on one or more
recognized stock exchanges (as de-
fined in the Comprehensive Treaty),
or (b) is a foreign partnership cre-
ated or organized under foreign law
as a limited partnership in a juris-
diction that has an agreement for
the exchange of information with
respect to taxes with the United
States and has a class of limited
partnership units that is regularly
traded on the NYSE or NASDAQ
markets, and such class of limited
partnership units value is greater
than 50% of the value of all the
partnership units.

2. Such person is a "qualified collec-
tive investment vehicle” (defined
below).

3. Such person maintains records on
the identity of each person who, at
any time during the foreign per-
son's tax year, is the direct owner
of 5% or more of the class of in-
terests or units (as applicable) de-
scribed in (1), above.

A "qualified collective investment
vehicle” is defined as a foreign person
that meets one of the following three
conditions:

1. Under a Comprehensive Treaty,
such person is eligible for a re-
duced rate of withholding with re-
spect to ordinary dividends paid
by a REIT, even if such person
holds more than 10% of the stock
of the REIT.

2. Such person is a publicly traded
partnership treated as a partner-
ship for U.S. tax purposes, a with-
holding foreign partnership, or a
foreign partnership that at any
time during the five-year period
ending on the date of disposition
of, or distribution with respect to,
such partnership's interest in the
REIT, would have been a USRPHC
if it were a corporation.

3. Such person is designated as a
qualified collective investment ve-
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hicle by Treasury and is either fis-

cally transparent within the mean-

ing of Section 894 of the Code, or
is required to include dividends in

its gross income but is entitled to a

deduction for distributions to eq-

uity holders.

Notwithstanding the foregoing,
however, the FIRPTA exemption for a
qualified shareholder is not available
with respect to any “applicable in-
vestor' of the qualified shareholder. In
general, an applicable investor is a per-
son (other than a qualified share-
holder itself) that directly, indirectly, or
constructively holds more than 10%
of the REIT. In the case of an applicable
investor, a portion of the REIT stock
will be treated as a USRPI to the extent
of the applicable investor's investment
in the qualified shareholder. For ex-
anaple, if a Qualified Shareholder owns
50% of a REIT and Fco owns 40% of
the Qualified Shareholdert (and no
other direct or indirect ownership in
the REIT), Fco's indirect interest in the
REIT is 20%, such that Fco is an ap-
plicable investor of the Qualified
Shareholder. Thus, 40% of the REIT
stock held by the Qualified Share-
holder will be treated as a USRPI, and
40% of the amounts realized by the
Qualified Shareholder with respect to
any disposition of stock in the REIT
or with respect to any Capital Gain
Dividends from the REIT will be
treated as amounts realized from the
disposition of USRPIs.

These rules also apply if a distri-
bution by a REIT is treated as a sale
or exchange of stock under Section
301(c)(3) (distributions in excess of
basis), Section 302 (distributions in re-
demption of stock), or Section 331
(distributions in complete liquidation)
with respect to a qualified shareholder,
but only in the case of an applicable
investor; in the case of any other per-
son, such distribution is treated under
Section 857(b)(3)(F) as a dividend
from a REIT.20

As described in the Joint Commit-
tee Report, this provision of section
322 of the PATH Act is intended to
override one of the conclusions of
AM 2008-003 in certain cases. AM
2008-003 had concluded that a dis-
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tribution in complete liquidation from
a domestically-controlled, publicly
traded REIT to a foreign corporation
is not subject to FIRPTA as long as the
foreign corporation never owned
more than 5% of the REIT stock. New
Section 897(k)(2)(C) restricts this con-
clusion with respect to an applicable
investor of the qualified shareholder

Partnership Allocations

New Section 897(k)(4) contains rules
with respect to partnership allocations
of USRPI gains to applicable investors
who are nonresident alien individuals
or foreign corporations and partners
in a foreign partnership thatis a qual-
ified shareholder. For each tax year,

of the REIT. Administratively, a qual-
ified shareholder may be hard pressed
to determine which of its investors are
applicable investors, and it is unclear
how much due diligence a qualified
shareholder must do in order to un-
derstand whether its investors hold
REIT shares outside of the shares held
indirectly through the qualified share-
holder entity. Fund sponsors and
REIT managers may wish to consider
adding language to offering docu-
ments that requires an investor to
covenant as to whether such investor
has owners that are “applicable in-
vestors,” and to notify a sponsor or
manager if the investor becomes
aware of any change in its ownership

would fully escape U.S. taxation if
the lower-tier REIT were treated as
domestically controlled in this situ-
ation, The PATH Act addressed this
situation by adding a new Section
897(h)4)E)(il), which provides that
any stock in a qualified investment
entity (ie, a REIT) held in another
qualified investment entity shall be
treated as held by a U.S. person only
in proportion to the stock of such
other qualified investment entity that
is held by a U.S. person.

This revision clarifies that the po-
tential abuse involving foreign own-
ership of tiered REITs in which there
was a sale of an interest in a lower-
tier REIT is no longer possible. More

if an applicable investor's proportion-
ate share of "USRPI gain" exceeds its
distributive share of “USRPI gain, the
applicable investor's distributive share
of non-USRPI income or gain is re-
characterized as USRPI gain in an
amount equal to such excess and the
applicable investor's distributive share
of income or gain for the tax year that
is not subject to FIRPTA is decreased
by an amount equal to such excess.
"USRPI gain” equals the excess (if any)
of (1) the sum of (a) any gain recog-
nized from the disposition of a USRPI
and (b) any Capital Gain Dividends,
over (2) any loss recognized from the
disposition of a USRP1.22

Observations and Implications

An investor in a qualified shareholder
holding stock in a REIT is an applica-
ble investor if the investor holds more
than 10% of the stock of the REIT,
whether or not by reason of the in-
vestor's ownership interest in the
qualified sharcholder. This means that
a person who owns only 0.01% of a
REIT through a qualified shareholder
will be an applicable investor if the
person separately owns 10% or more
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structure such that it has owners that
are applicable investors.

DETERMINATION OF

DOMESTIC CONTROL

Another important change in section
322 of the PATH Act involves the de-
termination of whether a REIT is do-
mestically controlled. Generally, a
REIT is domestically controlled if at
all times during the testing period
(generally, five years) less than 50% in
value of the stock was held directly
or indirectly by foreign persons. Un-
der prior law, there was uncertainty
about whether the ownership by an
upper-tier REIT (a domestic entity) of
a majority interest in a lower-tier REIT
caused the lower-tier REIT to be
treated as domestically controlled,
even if the upper tier REIT was ma-
jority owned by non-U.S. persons.
This potential interpretation could
lead to arguably inappropriate results
if the ultimate owners of the upper-
tier domestic REIT were not subject
to U.S. taxation because of the divi-
dends-paid deduction; the income
from the sale of the lower-tier REIT
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important, however, is the implication
in this revision that ownership of a
REIT through a taxable U.S. entity
such as a C corporation (which is not
a qualified investment entity) is not
disregarded in making the determina-
tion whether a REIT is domestically
controlled. This interpretation seems
correct, because Congress basically
provided in Section 897(h) that if 51%
of the gain on the sale of REIT shares
is taxable, Congress accepted that the
remaining 49% of such gain escapes
taxation. This is also consistent with
the construct in Ltr. Rul. 200923001,
which is specifically acknowledged in
the legislative history to the PATH Act.
Therefore, if a foreign investor wants
to make an investment in U.S. real es-
tate, the foreign investor (assuming it
is widely held for REIT share owner-
ship purposes, such as a foreign in-

21 JCXA4445, p. 188, 12/17/15.

22 pnapplicable investor's proportionate share of USRPI
gainis determined on the basis of the investor’s share
of partnership items of income or gain (excluding gain
allocated under Section 704(c)), whichever results in
the largest proportionate share. If such share may
vary during the period the applicable investor is a
partner in the partnership, the highest share is used.



vestment fund) could in theory form
a taxable U.S. corporation to own
51% of a REIT, while the foreign in-
vestor could directly own the remain-
ing 49% of such REIT. The revision in
the PATH Act that prohibits this plan-
ning if the upper-tier entity is a REIT
implies that in this scenario, the sale
of shares of the REIT would result in
taxable gain to the U.S. corporation
but not to the foreign investor.

INCREASE IN THE
WITHHOLDING RATE ON
DISPOSITIONS OF U.S. REAL
ESTATE
Before the PATH Act, the transferee of
a USRPI was required to deduct and
withhold 10% of the amount realized
on the disposition of the USRPI by a
foreign person. Section 324 of the
PATH Act increased the rate of FIRPTA
withholding to 15%, effective for dis-
positions after 2/16/16 (ie., 60 days
after the enactment of the PATH Act)#
The new 15% rate applies not only
to straight sales of U.S. real estate, but
also to distributions, liquidations, and
other transactions specified in Section
1445. Specifically, under amended
Section 1445(e)(3), if a domestic cor-
poration that is or has recently been
a USRPHC distributes property to a
foreign shareholder in a transaction
to which Section 301 (distributions
not out of earnings and profits), Sec-
tion 302 (distributions in redemption
of stock), or Sections 331-346 (corpo-
ration liquidations) applies, then the
corporation is required to deduct and
withhold 15% of the amount realized
by the foreign shareholder.
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23 The regulations under Section 1445 have also been up-
dated to reflect the increased withholding tax rate. TD
9751 (as corrected on 4/26/16). Notwithstanding,
FIRPTA withholding remains at 10% in the case of a
buyer who purchases US. real property for use as a
residence and the amount realized is between
$300000 and $1 million; no withholding is required if
the amount realized for the property in such transac-
tion does not exceed $300000. Sections 1445(c)4),
X5,

24 joint Committee on Taxation, Estimated Budget Ef
fects for the PATH Act for Fiscal Years 2016 - 2025
(12/16/15).

25 Reg, 11445(FX1).
26 Reg, 114454(FX2).
27 Reg. 11445-5(bX7).

Further, amended Section
1445(e)(4) provides that a partnership,
the trustee of a trust, or the executor
of an estate is required to deduct and
withhold 15% of the fair market value
of any USRPI distributed to a foreign
partner or beneficiary in a transaction
that would constitute a taxable distri-
bution under regulations, although
Treasury has not issued implementing
regulations for this provision. Lastly,
amended Section 1445(e)(5) provides
that the transferee of a partnership in-
terest or of a beneficial interest in a
trust or estate must deduct and with-
hold 15% of the amount realized on
the disposition to the extent provided
in regulations. Temp Reg. 1.1445-11T
currently provides that withholding
is required only under Section
1445(e)(5) with respect to the dispo-
sition by a foreign partner of an in-
terest in a domestic or foreign part-
nership when 50% or more of the
value of the partnership’s gross assets
consist of USRPIs, and 90% or more
of the value of the partnership's gross
assets consist of USRPIs plus any cash
or cash equivalents.

Observations and Implications
The Joint Committee on Taxation es-
timates that the new 15% withholding
rate will raise $21 million of revenue
in 2016 and $20 million in 2017.2¢
Cumulatively, for fiscal years 2016
through 2025, the new withholding
rate is expected to raise $209 million.
The Joint Committee's revenue es-
timate is curious because a change in
the withholding rate does not actually
increase a taxpayer's income tax ob-
ligation on the income arising from
any of the transactions covered by
subsections (a), (€)(3), (e)(4), or (e)(5)
of Section 1445. Instead, any tax with-
held under Section 1445(a) is credited
against the amount of federal income
tax that the foreign transferor ulti-
mately owes on the transfer of the
USRPI, as calculated on its U.S. in-
come tax return If the amount with-
held under Section 1445(a) exceeds
the transferor’s maximum tax liability
on the disposition, the transferor may
seek an early refund of the excess or
may seek a normal refund in filing a
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federal income tax return.? The same
principles apply in the context of Sec-
tion 1445(e) withholding#
Notwithstanding this, the Joint
Committee seems to think that in-
creasing the withholding tax rate from-
10% to 15% on these dispositions will
raise revenue. The Joint Committee
may be thinking that in cases in
which the 10% withholding was less
than the true net taxable gain, some
foreign transferors were simply not
filing tax returns to report that addi-
tional net taxable gain. Alternatively,
perhaps the Joint Committee believes
that foreign transferors generally will
not claim any refunds of the 15%
withholding tax, because the only
way to get a refund is to file a federal
income tax return, which many for-
eign investors may be reluctant to do.
It remains to be seen whether the in-
creased amount (i.e,, 15%, rather than
10%) will incentivize a greater number
of foreign transferors to file for any
refunds to which they are entitled.

THE FIRPTA “CLEANSING
EXCEPTION” NO LONGER
APPLIES TO RICS AND REITS

The “cleansing exception” in Section
897(c)(1)(B) provides that shares in a
U.S. or non-U.S. corporation are not
considered USRPIs, and therefore are
not subject to FIRPTA when disposed,
if (1) as of the date of the disposition
of such shares, the corporation did
not hold any USRPIs, and (2) all of
the USRPIs held by the corporation
at any time during the five years be-
fore the sale of the shares (or the
shareholder's holding period, if
shorter) were disposed of in transac-
tions in which the full amount of the
gain (if any) was recognized (the
Cleansing Exception).

If the corporation at issue owns
shares in another corporation, and
the Cleansing Exception applies to
that subsidiary corporation, shares in
that subsidiary corporation will not
be considered USRPIs, This means
that the parent corporation at issue
also qualifies for the Cleansing Excep-
tion because it will not be considered
to hold any USRPIs (ie, the parent
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corporation can meet prong (1) of the
test above) 28

The Cleansing Exception appears
to be premised on the notion that
once the income on the disposition of
a USRPI by a corporation has been
captured for federal income tax pur-
poses, the imperative under FIRPTA
to treat such a corporation as a USRPI
is no longer compelling, presumably
because federal income tax on the U.S.
real estate investment has not been
completely avoided. RICs and REITs
(which are corporations) were previ-
ously eligible for the Cleansing Excep-
tion.

Section 325 of the PATH Act added
a new clause (iii) to Section
897(c)(1)(B) of the Code, which pro-
vides that the Cleansing Exception
applies to a corporation only if nei-
ther that corporation nor any pred-
ecessor of that corporation was a RIC
or a REIT at any time during the test-
ing period. This new rule took effect
on 12/18/15 when the PATH Act be-
came law.2

Observations and Implications

The legislative history does not explain
the purpose behind section 325 of the
PATH Act, but presumably Congress
did not approve of the position that
certain foreign sharcholders investing
in USS. real estate through RICs and/or
REITs were taking the position that the
Cleansing Exception, in combination
with a corporate liquidation, avoided
federal income tax on the disposition
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of the U.S. real estate investment at
both the RIC/REIT level and at the
foreign shareholder level.

In such a transaction, foreign in-
vestors would hold U.S. real estate
through a US. corporation that had
elected to be treated as a RIC or REIT
(USCO), and which would sell the
property in a taxable transaction that
was covered by the Cleansing Excep-
tion. Then, the USCO would under-
take a complete corporate liquidation
under Section 331 in which it would
distribute the cash proceeds of the
disposition of the U.S. real estate to
the foreign shareholders. USCO
would take the position that under
Section 562(b) such distribution
should be treated as a dividend for
purposes of computing the dividends
paid deduction, which would offset
USCO's entity-level tax on the dispo-
sition of the U.S. real estate. The for-
eign shareholders would take the po-
sition that because (1) Section 331
treats the amounts received in liqui-
dation of USCO as payment in ex-
change for stock, and (2) USCO was
no longer a USRPI as a result of the
Cleansing Exception, they should be
treated as having sold shares ina U.S.
corporation that was not a USRPI
(which is not subject to federal income
tax under FIRPTA). Accordingly, little
or no federal income tax would be
collected in connection with a dispo-
sition of the underlying property (di-
rectly by a REIT/RIC, and indirectly
by foreign investors in the REIT/RIC).
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Section 325 of the PATH Act pre-
sumably was enacted to make taking
the position described above unavail-
able. The provision appears to have
been overly broad, however. Under
section 325, not only are RICs and
REITs not eligible for the Cleansing
Exception, but this exclusion from the
Cleansing Exception also covers C
corporations that have previously
been treated as RICs or REITs.

CONCLUSION

The PATH Act made several notable
changes to the provisions of FIRPTA.
Many of these changes make REITs
more attractive investment vehicles
for foreign investors. One of the
more significant changes is that cer-
tain foreign pension and retirement
funds are now exempt from FIRPTA,
with the result that there may be an
increased deployment of foreign
pension capital into the U.S. real es-
tate market. There are ambiguities in
the PATH Act's statutory language
that need clarification, however, and
as a result foreign pension and re-
tirement funds are well advised to
discuss the PATH Act changes with
their advisors, in order to achieve
maximum U.S. tax efficiency on in-
bound real estate investments. ®
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28 Section 897(XNB)GIII).

29 Reg. 1.897-2(f) has also been updated to reflect that
RICs and REITs cannot benefit from the Cleansing Ex-
ception. TD 9751,



