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In our most recent survey of
state income taxation, Connecticut responded that it taxes regulated investment company
("RIC") dividends which are derived in whole or in part from interest on federal obligations,
but does not tax those dividends to the extent that they are attributable to interest on
Connecticut obligations. (See Institute Memorandum to Members - One Per Complex No.
51-90, Closed-End Fund Members No. 46-90, Tax Members No. 48-90, Unit Investment Trust
Members No. 73-90 and Accounting/Treasurers Members No. 23-90, dated November 21,
1990.) In the attached Ruling, the Connecticut Department of Revenue holds that a RIC's
exempt-interest dividends, to the extent that they are attributable to interest derived from
Puerto Rican obligations, are exempt from the State's dividend and interest income tax. The
basis for the ruling is as follows. 1) Federal law (48 U.S.C. Sec. 745) prohibits states from
taxing Puerto Rican obligations. 2) Section 103 of the Internal Revenue Code includes
within the definition of state and local obligations exempt from federal tax the obligations
of Puerto Rico. 3) Section 852(b)(5) of the Internal Revenue Code provides that exempt-
interest dividends paid by a RIC (which are attributable to interest paid on state and local
obligations) shall be treated as interest that is excludable from gross income under section
103. 4) Consistent with federal law, Connecticut law treats exempt-interest dividends as
interest income for purposes of the Connecticut dividend and interest income tax. - 2 - 5)
To the extent that an exempt-interest dividend is attributable to interest derived from
Puerto Rican obligations, the Puerto Rican interest income retains its character as Puerto
Rican interest and is, therefore, not subject to Connecticut taxation. The ruling does not
address the issue of whether RIC dividends attributable to Puerto Rican obligations would
be exempt from Connecticut tax if paid in any form other than as an exempt-interest
dividend, such as where Puerto Rican obligations are held by a RIC that invests primarily in
federal obligations. We will keep you informed of developments. Keith D. Lawson Associate
Counsel - Tax Attachment
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