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Proposed regulations: RIC qualifications; income test and
asset diversification requirements

The Treasury Department and IRS today released for publication in the Federal
Register proposed regulations (REG-123600-15) concerning corporations seeking to
qualify as a regulated investment company (RIC).

The proposed regulations [PDF 225 KB] provide guidance relating to the income
test and the asset diversification requirements that apply in determining whether RIC
status has been met. Comments and requests for a public hearing must be received
by a date that is 90 days after the proposed regulations appear in the Federal Register
on September 28, 2016.

In conjunction with the proposed regulations, the IRS also issued an advance version
of Rev. Proc. 2016-50 [PDF 11 KB] providing that the IRS ordinarily will not issue
rulings or determination letters on any issue relating to the treatment of a corporation
as a RIC that requires a determination of whether a financial instrument or position is
a “security” for purposes of RIC status.

Background
A corporation must satisfy two requirements to be treated as a RIC for a tax year:

e The income test of section 851(b)(2)
e The asset diversification requirements of section 851(b)(3)

The preamble to today’s proposed regulations explains that previously, the IRS
addressed whether certain instruments or positions were securities for purposes of
section 851. Rev. Rul. 2006-1 concluded that a derivative contract with respect to a
commodity index was not a security, and that income from such a derivative contract
was not “qualifying other income.” Subsequently, the IRS issued Rev. Rul. 2006-31
that clarified that Rev. Rul. 2006-1 was not intended to preclude a conclusion that
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income from certain instruments (e.g., certain structured notes) that create commodity
exposure for the holder was qualifying income.

As further explained in the preamble to the proposed regulations, the IRS found it was
then “devoting substantial resources” to address private letter ruling requests as to
whether certain instruments that provided RICs with commodity exposure were
securities. The IRS in 2011 announced it would no longer issue private letter rulings
addressing specific proposed RIC commodity-related investments pending review of
the issue by the IRS. Eventually, the IRS found that making a determination whether
certain investments that provide RICs with commodity exposure were securities
actually was within the scope of the authority of the U.S. Securities and Exchange
Commission (SEC).

Proposed regulations

The proposed regulations state that the IRS and Treasury have determined that the
IRS will no longer issue letter rulings on questions relating to the treatment of a
corporation as a RIC if it requires a determination of whether a financial instrument or
position is a security.

Today’s related revenue procedure—Rev. Proc. 2016-50—also provides that the IRS
“ordinarily” will not issue rulings or determination letters on any issue relating to the
treatment of a corporation as a RIC that requires a determination of whether a
financial instrument or position is a security. For example, the IRS will not issue a
ruling on whether income is of a type described under the “income test” if that ruling
depends on whether an instrument is a security.

Today'’s releases request comments as to whether the earlier revenue rulings or other
prior guidance involving a determination of whether a financial instrument or position
held by a RIC is a security need to be withdrawn, as of the effective date of
regulations that finalized today’s proposed regulations.

Earnings of foreign corporations

The proposed regulations also address the treatment of earnings of a foreign
corporation included in a RIC’s gross income under section 951(a)(1)(A)(i) or section
1293(a) as a dividend that is qualifying income under section 851(b)(2), subject to a
condition that there was a distribution from the foreign corporation’s earnings and
profits which was attributable to the amount included.

The preamble to the proposed regulations explains that the IRS previously issued
letter rulings to permit an inclusion under section 951(a)(1)(A)(i) or section 1293(a) to
qualify as “other income” derived with respect to a RIC’s business of investing in
currencies or securities, even absent a distribution. As further explained, this
treatment “ignores the requirement in section 851(b) that amounts be distributed in
order to treat these inclusions as dividends.”
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Accordingly, the proposed regulations specify that an inclusion under section
951(a)(1)(A)(i) or section 1293(a) is treated as a dividend under section 851(b) only to
the extent that the distribution requirement is met. The proposed regulations also
provide that an inclusion does not qualify as “other income” with respect to a RIC’s
business of investing in stock, securities, or currencies.

This rule will apply to tax years that begin on or after a date that is 90 days after the
date of publication in the Federal Register of the regulations that adopt and finalize
these proposed regulations.

The information contained in TaxNewsFlash is not intended to be "written advice concerning one or more Federal tax matters"
subject to the requirements of section 10.37(a)(2) of Treasury Department Circular 230, as the content of this document is issued
for general informational purposes only, is intended to enhance the reader’s knowledge on the matters addressed therein, and is
not intended to be applied to any specific reader’s particular set of facts. Although we endeavor to provide accurate and timely
information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be
accurate in the future. Applicability of the information to specific situations should be determined through consultation with your
tax adviser.

KPMG International is a Swiss cooperative that serves as a coordinating entity for a network of independent member firms.
KPMG International provides no audit or other client services. Such services are provided solely by member firms in their
respective geographic areas. KPMG International and its member firms are legally distinct and separate entities. They are not
and nothing contained herein shall be construed to place these entities in the relationship of parents, subsidiaries, agents,
partners, or joint venturers. No member firm has any authority (actual, apparent, implied or otherwise) to obligate or bind KPMG
International or any member firm in any manner whatsoever.

Direct comments, including requests for subscriptions, to Washington National Tax. For more information, contact KPMG'’s
Federal Tax Legislative and Regulatory Services Group at + 1 202.533.4366, 1801 K Street NW, Washington, DC 20006-1301.

To unsubscribe from TaxNewsFlash-United States, reply to Washington National Tax.

Privacy | Legal

© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. Printed in the U.S.A

The KPMG name and logo are registered trademarks or trademarks of KPMG International


mailto:US-KPMGWNT@kpmg.com?subject=Comments%20and%20requests
mailto:US-KPMGWNT@kpmg.com?subject=Unsubscribe:%20TaxNewsFlash
https://home.kpmg.com/us/en/home/misc/privacy.html
https://home.kpmg.com/us/en/home/misc/legal.html

	TaxNewsFlash
	Proposed regulations: RIC qualifications; income test and asset diversification requirements


