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we recommend that it be repealed as it applies to RICs and REITs. We also recommend
administrative guidance that would permit RICs and REITs to correct inadvertent
violations of the rule.

By way of background, RICs and REITs must satisfy a distribution requirement
and otherwise rely on the “dividends paid deduction” to avoid a corporate-level tax.
However, this deduction is not available for a “preferential” dividend, which generally
includes any non-pro rata dividend within a class of shares or any dividend that violates a
preference to which a class is entitled.

Paying a preferential dividend can therefore have dire consequences. A
preferential dividend can prevent a RIC or REIT from satisfying its distribution
requirement and cause it to become subject to corporate taxation on all of its income.
Even a small, inadvertent error can potentially cause a dividend to be preferential and, if
not remedied, result in corporate taxation. Moreover, there are currently no remedies for
violations — even inadvertent violations — of the prohibition on preferential dividends
that do not involve significant penalties and double taxation.

The enclosed report explains why the preferential dividend rule no longer
effectively fulfills its purpose, why other rules more effectively fulfill that purpose and
how complying with the preferential dividend rule significantly burdens RICs and REITs.
The report also outlines the rule’s history and current application.

In view of the rule’s ineffectiveness and burdens, the report recommends that it be
repealed. Until it is repealed or reformed, the report recommends that administrative
guidance be issued permitting RICs and REITS to correct inadvertent violations of the
rule.

We appreciate your consideration of our recommendations. We would be pleased
to discuss these matters with you further or provide any other assistance that you would
find helpful.
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