2007 BR1522-HB479
Page 2

COMMONWEALTH OF KENTUCKY

STATE FISCAL NOTE STATEMENT

	GENERAL ASSEMBLY
	LEGISLATIVE RESEARCH COMMISSION

	2007 REGULAR SESSION
	2006-2008 INTERIM


MEASURE

	(x) 2007 BR No.
	1522
	
	(x)
	House
	Bill No.
	479


	( ) Resolution No.
	
	
	( ) Amendment No.
	


	SUBJECT/TITLE
	AN ACT relating to taxation.


	SPONSOR
	Reps. C. Belcher and H. Moberly


NOTE SUMMARY

	Fiscal Analysis:
	
	X
	Impact
	
	
	No Impact
	
	Indeterminable Impact

	Level(s) of Impact:
	
	X
	State
	
	
	Local
	
	Federal


	Budget Unit(s) Impact
	


	Fund(s) Impact:
	
	X
	General
	
	
	Road
	
	Federal

	
	
	Restricted Agency (Type)
	
	(Other)


FISCAL SUMMARY

_______________________________________________________________________________

	Fiscal Estimates
	2005-2006
	2006-2007
	2007-2008
	Future Annual

Rate of Change

	Revenues (+/-)
	
	$1,800,000
	$16,500,000
	$20,500,000

	Expenditures (+/-)
	
	
	
	

	Net Effect
	
	$1,800,000
	$16,500,000
	$20,500,000


______________________________________________________________________________

MEASURE'S PURPOSE:  

This bill removes the deduction allowed to certain real estate investment trusts (REIT) for ‘dividends paid’.  Under current law a REIT is allowed to deduct dividends paid to owners, if the amount of dividends paid is equal to or greater than 90% of the income of the REIT.  By utilizing a REIT as the property owner, an operating company (or group of companies) can effectively and legally reduce their taxable income by the amount of rents that would be paid for the property it owns.  The funds often are not even paid, the transaction is treated as a paper entry for payment of rent and receipt of the same amount of funds as dividends paid back to the operating company.  The operating company gets to deduct the rent, but the receipt of the dividends (the repayment of the rent) is not taxable, because Kentucky exempts from taxable income any dividends received by corporations.  By disallowing the dividends paid deduction for certain REITs, this method of converting taxable income to non-taxable income would be closed.
The bill disallows the ‘dividends paid’ deduction for ‘captive REITs’, and defines captive REIT to be a REIT that is more than 10% owned by the corporation paying the rent, or the controlling partners of a partnership. 
The dividends paid deduction is not an allowable deduction at the federal level for these entities.

PROVISION/MECHANICS:  

Amends KRS 141.010 to deny the deduction for dividends-paid by a captive real estate investment trust, and defines “captive real estate investment trust”.
FISCAL EXPLANATION:  

The income sheltering methodology that is removed by this bill is apparently utilized by numerous corporate taxpayers in Kentucky.  The removal of the deduction is expected to increase Kentucky income tax receipts by $20 million or more annually.  As the disallowance takes effect January 1, 2007, there will be a small impact in FY 07; FY 08 should have less than a full-year impact due to fiscal year filers, and FY 09 should be the first full year of impact.
	DATA SOURCE(S)
	Dept. of Revenue, OSBD, IRS, LRC staff.
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