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In brief 

In June 2014, the Tennessee Department of Revenue issued Notice #14-12 (Notice 14-12) regarding the 

franchise and excise tax treatment of a single member limited liability company (SMLCC), wholly owned 

by a real estate investment trust (REIT). The Notice reverses the state’s position on the taxation of 

SMLLCs that are wholly owned by REITs, and that are disregarded for federal purposes. Specifically, the 

Notice provides that a SMLLC will be disregarded for Tennessee franchise and excise tax purposes if the 

SMLLC is disregarded for federal income tax purposes and the SMLLC is wholly owned by a REIT. For 

federal income tax purposes, an entity must be taxed as a corporation in order to make an election to be 

taxed as a REIT. [Tennessee Notice #14-12 (June 2014)] 

Additionally, in June 2014, the Department made public a revenue ruling, Rev. Ruling 13-22, written in 

December 2013, discussing the computation of net earnings for Tennessee excise tax purposes for a 

federally disregarded entity whose regarded owner is a REIT.  The ruling opined that such an entity, 

when regarded as a separate person for Tennessee excise tax purposes, would determine its federal 

taxable income starting point on a pro forma basis as though the entity were not a REIT.  As a result, 

such entities are deprived from the benefit of the federal dividends paid deduction when calculating their 

taxable net earnings for Tennessee excise tax purposes. [Tennessee Revenue Ruling #13-22 (Dec. 2013)] 

While Notice 14-12 effectively renders Ruling 13-22 irrelevant in the context of a federally disregarded 

SMLLC whose single member is a REIT since such entities are now disregarded for Tennessee excise tax 

purposes, it does remain relevant for other federally disregarded entities, other than SMLLCs, whose 

regarded owner is a REIT. 

 

In detail 

Tennessee imposes franchise 
and excise taxes on essentially 
all entities that afford their 
owners limited liability 
protection, including limited 

liability companies.  By statute, 
the only entity that can be 
disregarded for federal income 
tax purposes is a SMLLC whose 
sole member is a corporation.  
Historically, the Tennessee 

Department of Revenue took a 
very narrow position regarding 
what type of person qualified as 
a ‘corporation’ for purposes of 
qualifying its wholly owned 
limited liability company as a  

http://www.tn.gov/revenue/notices/fae/14-12fe.pdf
https://www.tn.gov/revenue/rulings/fae/13-22fe.pdf
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disregarded entity.  Varying advice 
had been received from the 
Department concerning whether a 
‘corporation’ was limited to only an 
entity actually organized as a 
corporation under state law, or 
whether it also included non-
corporate entities that had elected to 
be taxed as corporations for federal 
income tax purposes.  In November of 
2013, the Department released Notice 
13-16, announcing that it would 
conform to the federal tax treatment 
of an entity for purposes of 
determining whether the owner of a 
SMLLC was a corporation. 

Despite its Notice 13-16 
announcement, the Department had 
consistently taken the position that a 
SMLLC owned by a REIT could never 
be disregarded, regardless of whether 
the REIT owner was organized as a 
corporation under state law.  Notice 
14-12 is a continuation of the federal 
conformity logic set forth in Notice 13-
16 since a REIT, by definition, must be 
taxed as a corporation for federal 
income tax purposes in order to 
qualify to be a REIT.  

Notice 14-12 is intended only to 
extend disregarded entity status to 
SMLLCs owned by REITs.  Other 
persons (e.g., wholly owned 
corporations that are qualified REIT 
subsidiaries, limited partnerships, 
etc.) that may be disregarded for 
federal income tax purposes and that 
are owned by a REIT remain regarded 
entities for Tennessee franchise and 
excise tax purposes since, by statute, 
the only person who may be 
disregarded for these taxes is a limited 
liability company.   

Tennessee Revenue Ruling 13-22, 
which was released in December 2013, 
is relevant to these state 
regarded/federally disregarded, non-
LLC entities.  That ruling addressed 
how net earnings or loss for purposes 
of the Tennessee excise tax would be 

calculated for federally disregarded 
subsidiaries of REITS. Of specific 
concern was whether the dividends 
paid deduction (DPD) would be 
available to the REIT subsidiary when 
it calculated its earnings or loss.  The 
Ruling opined that the federal taxable 
income of the disregarded entity 
would be determined on a pro forma 
basis, as though the disregarded entity 
was a separate corporation for federal 
income tax purposes.  Because the 
REIT subsidiary could not separately 
qualify as a REIT for federal purposes 
due to its lack of the requisite 100 
shareholders, the Ruling required 
these disregarded entities to calculate 
the federal starting point without the 
DPD, resulting in an increased tax 
base and, consequently, increasing the 
subsidiary’s tax liability. 

The Department has indicated 
verbally that the policy change 
announced in Notice 14-12, and the 
holding in Ruling 13-22, will be 
applied prospectively.  

The takeaway 

The effects on taxpayers of 
prospective application of both the 
Ruling and the Notice are not 
altogether clear.  While the 
Department’s position that SMLLCs 
owned by REITs are regarded entities 
has been consistent, the 
determination of the net earnings of a 
REIT-owned entity disregarded for 
federal tax purposes appears to have 
been inconsistent.  It is possible that 
the Department will leave prior filing 
methodologies used by taxpayers 
unchanged.  In other words, 
disregarded entities owned by REITs 
that claimed the dividends paid 
deductions may not be assessed 
additional tax.  While it may be 
unlikely that SMLLCs owned by 
REITs that filed under a separate 
reporting method will be granted 
refunds should those taxpayers 
attempt to apply the change in policy 

retroactively, it is possible the 
Department may not aggressively 
pursue additional tax from those 
SMLLC/REIT structures where the 
SMLLC was treated as disregarded by 
the taxpayer.  In the absence of 
published guidance, we can only 
speculate as to the ultimate treatment 
by the Department of tax liabilities for 
prior periods.   

The change in policy regarding the 
disregarded entity status of REIT-
owned SMLLCs is logical, particularly 
in light of the 2013 policy 
announcement concerning federal 
conformity to the definition of the 
term ‘corporation.’  The conclusion 
regarding the determination of the 
excise tax base in the ruling, however, 
is questionable since it results in a 
taxable income determination that is 
inconsistent with the amounts 
properly reported for federal income 
tax purposes.  One wonders how to 
reconcile this policy in a federal 
conformity state, and whether this 
result was what the legislature 
intended.  It is important that REITs 
be aware of both pronouncements and 
that they review the Department’s 
change in policy.  Further, the ruling 
and its purported method for 
determining the net earnings base of a 
federally disregarded entity that is 
regarded for Tennessee excise tax 
purposes could have implications 
beyond mere REIT owned structures 
since other federal disregarded 
entities (e.g., disregarded 
partnerships or SMLLCs whose single 
member is someone other than a 
corporation) remain regarded entities 
in Tennessee and, as such, must 
determine their pro forma federal 
starting point for Tennessee excise tax 
purposes.  
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Let’s talk   

If you have any questions regarding the treatment of REITs or non-REIT owned, federally disregarded entities for 

Tennessee franchise and excise tax purposes, please contact: 

State and Local Tax Services – Asset Management 

Kelly Smith 
Partner, Atlanta 
+1 (678) 419-2412 
kelly.w.smith@us.pwc.com 
 

Sean Kanousis 
Principal, New York  
+1 (646) 741-4858 
sean.richman.kanousis@us.pwc.com 
 

Sam Melehani 
Partner, Los Angeles 
+1 (213) 356-6900 
sam.melehani@us.pwc.com 
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