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$65,000 declared on March 5, 1955. The elec-
tion under section 855(a) is valid only to the
extent of $15,000, the amount of the undis-
tributed earnings and profits for 1954 ($100,000
earnings and profits less $85,000 distributed
during 1954). The remainder ($50,000) of the
$65,000 dividend paid on March 31, 1955, could
not be the subject of an election, and such
amount will be regarded as a distribution by
the Y Company out of earnings and profits
for the taxable year 1955. Assuming that the
only other distribution by the Y Company
during 19556 was a distribution of $75,000 paid
as a dividend on October 31, 1955, the total
amount of the distribution of $65,000 paid on
March 31, 1955, is to be treated by the share-
holders as taxable dividends for the taxable
year in which such dividend is received. The
Y Company will treat the amount of $15,000
as a distribution of the earnings or profits of
the company for the taxable year 1954, and
the remaining $50,000 as a distribution of the
earnings or profits for the year 1955. The dis-
tribution of $75,000 on October 31, 1955, is, of
course, a taxable dividend out of the earn-
ings and profits for the year 1955.

(e) Notice to shareholders. Section
855(c) provides that in the case of divi-
dends, with respect to which a regu-
lated investment company has made an
election under section 855(a), any no-
tice to shareholders required under
subchapter M, chapter 1 of the Code,
with respect to such amounts, shall be
made not later than 45 days (30 days for
a taxable year ending before February
26, 1964) after the close of the taxable
year in which the distribution is made.
Thus, the notice requirements of sec-
tion 852(b)(3)(C) and paragraph (c) of
§1.852-4 with respect to capital gain
dividends, section 853(c) and §1.853-3
with respect to allowance to share-
holder of foreign tax credit, and section
854(b)(2) and §1.854-2 with respect to
the amount of a distribution which
may be treated as a dividend, may be
satisfied with respect to amounts to
which section 855(a) and this section
apply if the notice relating to such
amounts is mailed to the shareholders
not later than 45 days (30 days for a
taxable year ending before February 26,
1964) after the close of the taxable year
in which the distribution is made. If
the notice under section 855(c) relates
to an election with respect to any cap-
ital gain dividends, such capital gain
dividends shall be aggregated by the in-
vestment company with the designated
capital gain dividends actually paid
during the taxable year to which the
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election applies (not including such
dividends with respect to which an
election has been made for a prior year
under section 855) for the purpose of de-
termining whether the aggregate of the
designated capital gain dividends with
respect to such taxable year of the
company is greater than the excess of
the net long-term capital gain over the
net short-term capital loss of the com-
pany. See section 852(b)(3)(C) and para-
graph (c) of §1.852-4.

(f) Foreign tax election. Section 855(d)
provides that in the case of an election
made under section 853 (relating to for-
eign taxes), the shareholder of the in-
vestment company shall consider the
foreign income received, and the for-
eign tax paid, as received and paid, re-
spectively, in the shareholder’s taxable
year in which distribution is made.

[T.D. 6500, 256 FR 11910, Nov. 26, 1960, as
amended by T.D. 6921, 32 FR 8757, June 20,
1967]
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§1.856-0 Revenue Act of 1978 amend-
ments not included.

The regulations under part II of sub-
chapter M of the Code do not reflect
the amendments made by the Revenue
Act of 1978, other than the changes
made by section 362 of the Act, relating
to deficiency dividends.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
S.C. 856(£)(2)); sec. 856 (g)(2) (90 Stat. 1753;
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954; 860(e) (92 Stat. 2849, 26
U.S.C. 860(e)); sec. 860(g) (92 Stat. 2850, 26
U.S.C. 860(2)))

[T.D. 7767, 46 FR 11265, Feb. 6, 1981, as amend-
ed by T.D. 7936, 49 FR 2106, Jan. 18, 1984]
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§1.856-1 Definition of real estate in-
vestment trust.

(a) In general. The term ‘‘real estate
investment trust’” means a corpora-
tion, trust, or association which (1)
meets the status conditions in section
856(a) and paragraph (b) of this section,
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and (2) satisfies the gross income and
asset diversification requirements
under the limitations of section 856(c)
and §1.856-2. (See, however, paragraph
(f) of this section, relating to the re-
quirement that, for taxable years be-
ginning before October 5, 1976, a real
estate investment trust must be an un-
incorporated trust or unincorporated
association).

(b) Qualifying conditions. To qualify
as a ‘‘real estate investment trust’”’, an
organization must be one—

(1) Which is managed by one or more
trustees or directors,

(2) The beneficial ownership of which
is evidenced by transferable shares or
by transferable certificates of bene-
ficial interest,

(3) Which would be taxable as a do-
mestic corporation but for the provi-
sions of part II, subchapter M, chapter
1 of the Code,

(4) Which, in the case of a taxable
year beginning before October 5, 1976,
does not hold any property (other than
foreclosure property) primarily for sale
to customers in the ordinary course of
its trade or business,

(5) Which is neither (i) a financial in-
stitution to which section 585, 586, or
593 applies, nor (ii) an insurance com-
pany to which subchapter L applies,

(6) The beneficial ownership of which
is held by 100 or more persons, and

(7) Which would not be a personal
holding company (as defined in section
542) if all of its gross income con-
stituted personal holding company in-
come (as defined in section 543).

(c) Determination of status. The condi-
tions described in subparagraphs (1)
through (5) of paragraph (b) of this sec-
tion must be met during the entire tax-
able year and the condition described
in subparagraph (6) of paragraph (b) of
this section must exist during at least
335 days of a taxable year of 12 months
or during a proportionate part of a tax-
able year of less than 12 months. The
days during which the latter condition
must exist need not be consecutive. In
determining the minimum number of
days during which the condition de-
scribed in paragraph (b)(6) of this sec-
tion is required to exist in a taxable
year of less than 12 months, fractional
days shall be disregarded. For example,
in a taxable year of 310 days, the actual
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number of days prescribed would be 284
3843 days (31%es of 335). The fractional
day is disregarded so that the required
condition in such taxable year need
exist for only 284 days.

(d) Rules applicable to status require-
ments. For purposes of determining
whether an organization meets the
conditions and requirements in section
856(a), the following rules shall apply.

(1) Trustee. The term ‘‘trustee”
means a person who holds legal title to
the property of the real estate invest-
ment trust, and has such rights and
powers as will meet the requirement of
“‘centralization of management’’ under
paragraph (c) of §301.7701-2 of this
chapter (Regulations on Procedure and
Administration). Thus, the trustee
must have continuing exclusive au-
thority over the management of the
trust, the conduct of its affairs, and
(except as limited by section 856(d)(3)
and §1.856-4) the management and dis-
position of the trust property. For ex-
ample, such authority will be consid-
ered to exist even though the trust in-
strument grants to the shareholders
any or all of the following rights and
powers: To elect or remove trustees; to
terminate the trust; and to ratify
amendments to the trust instrument
proposed by the trustee. The existence
of a mere fiduciary relationship does
not, in itself, make one a trustee for
purposes of section 856(a)(1). The trust-
ee will be considered to hold legal title
to the property of the trust, for pur-
poses of this subparagraph, whether
the title is held in the name of the
trust itself, in the name of one or more
of the trustees, or in the name of a
nominee for the exclusive benefit of
the trust.

(2) Beneficial owmnership. Beneficial
ownership shall be evidenced by trans-
ferable shares, or by transferable cer-
tificates of beneficial interest, and
(subject to the provisions of paragraph
(c) of this section) must be held by 100
or more persons, determined without
reference to any rules of attribution.
Provisions in the trust instrument or
corporate charter or bylaws which per-
mit the trustee or directors to redeem
shares or to refuse to transfer shares in
any case where the trustee or direc-
tors, in good faith, believe that a fail-
ure to redeem shares or that a transfer
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of shares would result in the loss of
status as a real estate investment trust
will not render the shares ‘‘non-
transferable.”” For purposes of the reg-
ulations under part II of subchapter M,

the terms ‘‘stockholder,” ‘‘stock-
holders,” ‘‘shareholder,” and ‘‘share-
holders’” include holders of beneficial

interest in a real estate investment
trust, the terms ‘“‘stock,” ‘‘shares,” and
“‘shares of stock’ include certificates
of beneficial interest, and the term
‘“‘shares’ includes shares of stock.

(3) Unincorporated organization taxable
as a domestic corporation. The deter-
mination of whether an unincorporated
organization would be taxable as a do-
mestic corporation, in the absence of
the provisions of part II of subchapter
M, shall be made in accordance with
the provisions of section 7701(a) (3) and
(4) and the regulations thereunder and
for such purposes an otherwise quali-
fied real estate investment trust is
deemed to satisfy the ‘‘objective to
carry on business” requirement of
paragraph (a) of §301.7701-2 of this
chapter. (Regulations on Procedure and
Administration).

(4) Property held for sale to customers.
In the case of a taxable year beginning
before October 5, 1976, a real estate in-
vestment trust may not hold any prop-
erty (other than foreclosure property)
primarily for sale to customers in the
ordinary course of its trade or busi-
ness. Whether property is held for sale
to customers in the ordinary course of
the trade or business of a real estate
investment trust depends upon the
facts and circumstances in each case.

(5) Personal holding company. A cor-
poration, trust, or association, even
though it may otherwise meet the re-
quirements of part II of subchapter M,
will not be a real estate investment
trust if, by considering all of its gross
income as personal holding company
income under section 543, it would be a
personal holding company as defined in
section 542. Thus, if at any time during
the last half of the trust’s taxable year
more than 50 percent in value of its
outstanding stock is owned (directly or
indirectly under the provisions of sec-
tion 544) by or for not more than 5 indi-
viduals, the stock ownership require-
ment in section 542(a)(2) will be met
and the trust would be a personal hold-
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ing company. See §1.857-8, relating to
record requirements for purposes of de-
termining whether the trust is a per-
sonal holding company.

(e) Other rules applicable. To the ex-
tent that other provisions of chapter 1
of the Code are not inconsistent with
those under part II of subchapter M
there of and the regulations there-
under, such provisions will apply with
respect to both the real estate invest-
ment trust and its shareholders in the
same manner that they would apply to
any other organization which would be
taxable as a domestic corporation. For
example:

(1) Taxable income of a real estate
investment trust is computed in the
same manner as that of a domestic cor-
poration;

(2) Section 301, relating to distribu-
tions of property, applies to distribu-
tions by a real estate investment trust
in the same manner as it would apply
to a domestic corporation;

(3) Sections 302, 303, 304, and 331 are
applicable in determining whether dis-
tributions by a real estate investment
trust are to be treated as in exchange
for stock;

(4) Section 305 applies to distribu-
tions by a real estate investment trust
of its own stock;

(5) Section 311 applies to distribu-
tions by a real estate investment trust;

(6) Except as provided in section
857(d), earnings and profits of a real es-
tate investment trust are computed in
the same manner as in the case of a do-
mestic corporation;

(7) Section 316, relating to the defini-
tion of a dividend, applies to distribu-
tions by a real estate investment trust;
and

(8) Section 341, relating to collapsible
corporations, applies to gain on the
sale or exchange of, or a distribution
which is in exchange for, stock in a
real estate investment trust in the
same manner that it would apply to a
domestic corporation.

(f) Unincorporated status required for
certain tarable years. In the case of a
taxable year beginning before October
5, 1976, a real estate investment trust
must be an unincorporated trust or un-
incorporated association. Accordingly,
in applying the regulations under part
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II of subchapter M of the Code with re-
spect to such a taxable year, the term
“‘an unincorporated trust or unincor-
porated association” is to be sub-
stituted for the term ‘‘a corporation,
trust, or association” each place it ap-
pears, and the references to ‘‘directors”
and ‘‘corporate charter or bylaws’ are
to be disregarded.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. 856()(2)); sec. 856(g)(2) (90 Stat. 1753; 26
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008; 26
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917, 26 U.S.C. 7805), Internal
Revenue Code of 1954)

[T.D. 6598, 27 FR 4082, Apr. 28, 1962, as amend-
ed by T.D. 6928, 32 FR 13221, Sept. 19, 1967;
T.D. 7767, 46 FR 11265, Feb. 6, 1981]

§1.856-2 Limitations.

(a) Effective date. The provisions of
part II, subchapter M, chapter 1 of the
Code, and the regulations thereunder
apply only to taxable years of a real es-
tate investment trust beginning after
December 31, 1960.

(b) Election. Under the provisions of
section 856(c)(1), a trust, even though it
satisfies the other requirements of part
II of subchapter M for the taxable year,
will not be considered a ‘‘real estate in-
vestment trust’” for such year, within
the meaning of such part II, unless it
elects to be a real estate investment
trust for such taxable year, or has
made such an election for a previous
taxable year which has not been termi-
nated or revoked under section 856(g)(1)
or (2). The election shall be made by
the trust by computing taxable income
as a real estate investment trust in its
return for the first taxable year for
which it desires the election to apply,
even though it may have otherwise
qualified as a real estate investment
trust for a prior year. No other method
of making such election is permitted.
An election cannot be revoked with re-
spect to a taxable year beginning be-
fore October 5, 1976. Thus, the failure of
an organization to be a qualified real
estate investment trust for a taxable
year beginning before October 5, 1976,
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does not have the effect of revoking a
prior election by the organization to be
a real estate investment trust, even
though the organization is not taxable
under part II of subchapter M for such
taxable year. See section 856(g) and
§1.856-8 for rules under which an elec-
tion may be revoked with respect to
taxable years beginning after October
4, 1976.

(c) Gross income requirements. Section
8566(c) (2), (3), and (4), provides that a
corporation, trust, or association is not
a ‘‘real estate investment trust’ for a
taxable year unless it meets certain re-
quirements with respect to the sources
of its gross income for the taxable
year. In determining whether the gross
income of a real estate investment
trust satisfies the percentage require-
ments of section 856(c) (2), (3), and (4),
the following rules shall apply:

(1) Gross income. For purposes of both
the numerator and denominator in the
computation of the specified percent-
ages, the term ‘‘gross income” has the
same meaning as that term has under
section 61 and the regulations there-
under. Thus, in determining the gross
income requirements under section
856(c) (2), (3), and (4), a loss from the
sale or other disposition of stock, secu-
rities, real property, etc. does not enter
into the computation.

(2) Lapse of options. Under section
856(c)(6)(C), the term ‘‘interests in real
property’’ includes options to acquire
land or improvements thereon, and op-
tions to acquire leaseholds of land and
improvements thereon. However, where
a corporation, trust, or association
writes an option giving the holder the
right to acquire land or improvements
thereon, or writes an option giving the
holder the right to acquire a leasehold
of land or improvements thereon, any
income that the corporation, trust, or
association recognizes because the op-
tion expires unexercised is not consid-
ered to be gain from the sale or other
disposition of real property (including
interests in real property) for purposes
of section 856(c) (2)(D) and (3)(C). The
rule in the preceding sentence also ap-
plies for purposes of section 856(c)(4)(C)
in determining gain from the sale or
other disposition of real property for
the 30-percent-of-gross-income limita-
tion.
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(3) Commitment fees. For purposes of
section 8566(c) (2)(G) and (3)(G), if con-
sideration is received or accrued for an
agreement to make a loan secured by a
mortgage covering both real property
and other property, or for an agree-
ment to purchase or lease both real
property and other property, an appor-
tionment of the consideration is re-
quired. The apportionment of consider-
ation received or accrued for an agree-
ment to make a loan secured by a
mortgage covering both real property
and other property shall be made under
the principles of §1.856-5(c), relating to
the apportionment of interest income.

(4) Holding period of property. For pur-
poses of the 30-percent limitation of
section 856(c)(4), the determination of
the period for which property described
in such section has been held is gov-
erned by the provisions of section 1223
and the regulations thereunder.

(5) Rents from real property and inter-
est. See §§1.856-4 and 1.856-5 for rules
relating to rents from real property
and interest.

(d) Diversification of investment re-
quirements—(1) 75-percent test. Section
856(c)(b)(A) requires that at the close of
each quarter of the taxable year at
least 75 percent of the value of the
total assets of the trust be represented
by one or more of the following:

(i) Real estate assets;

(ii) Government securities; and

(iii) Cash and cash items (including
receivables).

For purposes of this subparagraph the
term ‘‘receivables’” means only those
receivables which arise in the ordinary
course of the trust’s operation and does
not include receivables purchased from
another person. Subject to the limita-
tions in section 856(c)(5)(B) and sub-
paragraph (2) of this paragraph, the
character of the remaining 25 percent
(or less) of the value of the total assets
is not restricted.

(2) Limitations on certain securities.
Under section 856(c)(5)(B), not more
than 25 percent of the value of the
total assets of the trust may be rep-
resented by securities other than those
described in section 856(c)(5)(A). The
ownership of securities under the 25-
percent limitation in section
856(c)(5)(B) is further limited in respect
of any one issuer to an amount not
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greater in value than 5 percent of the
value of the total assets of the trust
and to not more than 10 percent of the
outstanding voting securities of such
issuer. Thus, if the real estate invest-
ment trust meets the 75-percent asset
diversification requirement in section
856(c)(b)(A), it will also meet the first
test under section 856(c)(5)(B) since it
will, of necessity, have not more than
25 percent of its total assets rep-
resented by securities other than those
described in section 856(c)(5)(A). How-
ever, the trust must also meet two ad-
ditional tests under section 856(c)(5)(B),
i.e. it cannot own the securities of any
one issuer in an amount (i) greater in
value than 5 percent of the value of the
trust’s total assets, or (ii) representing
more than 10 percent of the out-
standing voting securities of such
issuer.

(3) Determination of investment status.
The term ‘‘total assets” means the
gross assets of the trust determined in
accordance with generally accepted ac-
counting principles. In order to deter-
mine the effect, if any, which an acqui-
sition of any security or other property
may have with respect to the status of
a trust as a real estate investment
trust, section 856(c)(b) requires a reval-
uation of the trust’s assets at the end
of the quarter in which such acquisi-
tion was made. A revaluation of assets
is not required at the end of any quar-
ter during which there has been no ac-
quisition of a security or other prop-
erty since the mere change in market
value of property held by the trust does
not, of itself, affect the status of the
trust as a real estate investment trust.
A change in the nature of ‘‘cash
items”’, for example, the prepayment of
insurance or taxes, does not constitute
the acquisition of ‘‘other property’ for
purposes of this subparagraph. A real
estate investment trust shall keep suf-
ficient records as to investments so as
to be able to show that it has complied
with the provisions of section 856(c)(5)
during the taxable year. Such records
shall be kept at all times available for
inspection by any internal revenue offi-
cer or employee and shall be retained
so long as the contents thereof may be-
come material in the administration of
any internal revenue law.
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(4) Illustrations. The application of
section 856(c)(5) and this paragraph
may be illustrated by the following ex-
amples:

Example 1. Real Estate Investment Trust
M, at the close of the first quarter of its tax-
able year, has its assets invested as follows:

Percent

Cash 6

Government securities .............c.coceericiciiiiinnnns 7

Real estate assets 63
Securities of various corporations (not exceeding,
with respect to any one issuer, 5 percent of the
value of the total assets of the trust nor 10 per-
cent of the outstanding voting securities of

such issuer) .. 24

Total ........ 100

Trust M meets the requirements of section
856(c)(b) for that quarter of its taxable year.

Example 2. Real Estate Investment Trust P,
at the close of the first quarter of its taxable
year, has its assets invested as follows:

Percent

Cash 6
Government securities 7
Real estate assets . 63
Securities of Corporation Z .. 20
Securities of Corporation X 4
Total ........ 100

Trust P meets the requirement of section
856(c)(b)(A) since at least 75 percent of the
value of the total assets is represented by
cash, Government securities, and real estate
assets. However, Trust P does not meet the
diversification requirements of section
856(c)(5)(B) because its investment in the
voting securities of Corporation Z exceeds 5
percent of the value of the trust’s total as-
sets.

Example 3. Real Estate Investment Trust G,
at the close of the first quarter of its taxable
year, has its assets invested as follows:

Percent

Cash
Government securities
Real estate assets
Securities of Corporation S .
Securities of Corporation L .. .
Securities of Corporation U . .
Securities of Corporation M (which equals 25 per-

cent of Corporation M’s outstanding voting se-

curities)

]
A phpOOCOSH

4

100

Trust G meets the 75-percent requirement of
section 856(c)(5)(A), but does not meet the re-
quirements of section 856(c)(5)(B) because its
investment in the voting securities of Cor-
poration M exceeds 10 percent of Corporation
M’s outstanding voting securities.
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Example 4. Real Estate Investment Trust R,
at the close of the first quarter of its taxable
year (i.e. calendar year), is a qualified real
estate investment trust and has its assets in-
vested as follows:

Cash $5,000
Government SECUNMEIES .......cc.ecvveeeeerireeiieeiieesreeeieens 4,000
Receivables ...... 4,000
Real estate assets . 68,000
Securities of Corporation P 4,000
Securities of Corporation O . 5,000
Securities of Corporation U . 5,000
Securities of Corporation T 5,000

Total assets 100,000

During the second calendar quarter the
stock in Corporation P increases in value to
$50,000 while the value of the remaining as-
sets has not changed. If Real Estate Invest-
ment Trust R has made no acquisition of
stock or other property during such second
quarter it will not lose its status as a real es-
tate investment trust merely by reason of
the appreciation in the value of P’s stock. If,
during the third quarter, Trust R acquires
stock of Corporation S worth $2,000, such ac-
quisition will necessitate a revaluation of all
of the assets of Trust R as follows:

Cash $3,000
Government securities .. 4,000
Receivables ...... 4,000
Real estate assets . 68,000
Securities in Corporation P .. 50,000
Securities in Corporation O . 5,000
Securities in Corporation U . 5,000
Securities in Corporation T .. 5,000
Securities in Corporation S .. 2,000

Total assets 146,000

Because of the discrepancy between the
value of its various investments and the 25-
percent limitation in section 856(c)(5), result-
ing in part from the acquisition of the stock
of Corporation S, Trust R, at the end of the
third quarter, loses its status as a real estate
investment trust. However, if Trust R, with-
in 30 days after the close of such quarter,
eliminates the discrepancy so that it meets
the 25-percent limitation, the trust will be
considered to have met the requirements of
section 856(c)(b) at the close of the third
quarter, even though the discrepancy be-
tween the value of its investment in Cor-
poration P and the 5-percent limitation in
section 856(c)(5) (resulting solely from appre-
ciation) may still exist. If instead of acquir-
ing stock of Corporation S, Trust R had ac-
quired additional stock of Corporation P,
then because of the discrepancy between the
value of its investments and both the 5-per-
cent and the 25-percent limitations in sec-
tion 856(c)(5) resulting in part from this ac-
quisition, trust R, at the end of the third
quarter, would lose its status as a real estate
investment trust, unless within 30 days after
the close of such quarter both of the discrep-
ancies are eliminated.
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Example 5. If, in the previous example, the
stock of Corporation P appreciates only to
$10,000 during the second quarter and, in the
third quarter, Trust R acquires stock of Cor-
poration S worth $1,000, the assets as of the
end of the third quarter would be as follows:

Cash $4,000
Government SECUNties ............cccceeeiiiiiiirinicccieienens 4,000
Receivables ...... 4,000
Real estate assets . 68,000
Securities in Corporation P .... 10,000
Securities in Corporation O ... 5,000
Securities in Corporation U ... 5,000
Securities in Corporation T 5,000
Securities in Corporation S ... 1,000

Total assets 106,000

Because the discrepancy between the value
of its investment in Corporation P and the 6-
percent limitation in section 856(c)(5) results
solely from appreciation, and because there
is no discrepancy between the value of its
various investments and the 25-percent limi-
tation, Trust R, at the end of the third quar-
ter, does not lose its status as a real estate
investment trust. If, instead of acquiring
stock of Corporation S, Trust R had acquired
additional stock of Corporation P worth
$1,000, then, because of the discrepancy be-
tween the value of its investment in Cor-
poration P and the 5-percent limitation re-
sulting in part from this acquisition, Trust
R, at the end of the third quarter, would lose
its status as a real estate investment trust,
unless within 30 days after the close of such
quarter this discrepancy is eliminated.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. 856()(2)); sec. 856(2)(2) (90 Stat. 1753; 26
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008; 26
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001); (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954)

[T.D. 6598, 27 FR 4083, Apr. 28, 1962 as amend-
ed by T.D. 7767, 46 FR 11265, Feb. 6, 1981]

§1.856-3 Definitions.

For purposes of the regulations under
part II, subchapter M, chapter 1 of the
Code, the following definitions shall
apply.

(a) Value. The term ‘‘value’” means,
with respect to securities for which
market quotations are readily avail-
able, the market value of such securi-
ties; and with respect to other securi-
ties and assets, fair value as deter-
mined in good faith by the trustees of
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the real estate investment trust. In the
case of securities of other qualified real
estate investment trusts, fair value
shall not exceed market value or asset
value, whichever is higher.

(b) Real estate assets—(1) In general.
The term ‘‘real estate assets’” means
real property, interests in mortgages
on real property (including interests in
mortgages on leaseholds of land or im-
provements thereon), and shares in
other qualified real estate investment
trusts. The term ‘‘mortgages on real
property” includes deeds of trust on
real property.

(2) Treatment of REMIC interests as
real estate assets—(i) In general. If, for
any calendar quarter, at least 95 per-
cent of a REMIC’s assets (as deter-
mined in accordance with §1.860F-
4(e)(1)(ii) or §1.6049-7(f)(3)) are real es-
tate assets (as defined in paragraph
(b)(1) of this section), then, for that
calendar quarter, all the regular and
residual interests in that REMIC are
treated as real estate assets and, ex-
cept as provided in paragraph (b)(2)(iii)
of this section, any amount includible
in gross income with respect to those
interests is treated as interest on obli-
gations secured by mortgages on real
property. If less than 95 percent of a
REMIC’s assets are real estate assets,
then the real estate investment trust is
treated as holding directly its propor-
tionate share of the assets and as re-
ceiving directly its proportionate share
of the income of the REMIC. See
§§1.860F-4(e)(1)(ii)(B) and 1.6049-7(f)(3)
for information required to be provided
to regular and residual interest holders
if the 95-percent test is not met.

(ii) Treatment of REMIC assets for sec-
tion 856 purposes—(A) Manufactured
housing treated as real estate asset. For
purposes of paragraphs (b) (1) and (2) of
this section, the term ‘‘real estate
asset” includes manufactured housing
treated as a single family residence
under section 25(e)(10).

(B) Status of cash flow investments. For
purposes of this paragraph (b)(2), cash
flow investments (as defined in section
860G (a)(6) and §1.860G-2(g)(1)) are real
estate assets.

(iii) Certain contingent interest pay-
ment obligations held by a REIT. If a
REIT holds a residual interest in a
REMIC for a principal purpose of
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avoiding the limitation set out in sec-
tion 856(f) (concerning interest based
on mortgagor net profits) or section
856(j) (concerning shared appreciation
provisions), then, even if the REMIC
satisfies the 95-percent test of para-
graph (b)(i) of this section, the REIT is
treated as receiving directly the
REMIC’s items of income for purposes
of section 856.

(c) Interests in real property. The term
“interests in real property’’ includes
fee ownership and co-ownership of land
or improvements thereon, leaseholds of
land or improvements thereon, options
to acquire land or improvements there-
on, and options to acquire leaseholds of
land or improvements thereon. The
term also includes timeshare interests
that represent an undivided fractional
fee interest, or undivided leasehold in-
terest, in real property, and that enti-
tle the holders of the interests to the
use and enjoyment of the property for
a specified period of time each year.
The term also includes stock held by a
person as a tenant-stockholder in a co-
operative housing corporation (as those
terms are defined in section 216). Such
term does not, however, include min-
eral, oil, or gas royalty interests, such
as a retained economic interest in coal
or iron ore with respect to which the
special provisions of section 631(c)
apply.

(d) Real property. The term ‘‘real
property’ means land or improvements
thereon, such as buildings or other in-
herently permanent structures thereon
(including items which are structural
components of such buildings or struc-
tures). In addition, the term ‘‘real
property’” includes interests in real
property. Local law definitions will not
be controlling for purposes of deter-
mining the meaning of the term ‘‘real
property’’ as used in section 856 and the
regulations thereunder. The term in-
cludes, for example, the wiring in a
building, plumbing systems, central
heating, or central air-conditioning
machinery, pipes or ducts, elevators or
escalators installed in the building, or
other items which are structural com-
ponents of a building or other perma-
nent structure. The term does not in-
clude assets accessory to the operation
of a business, such as machinery, print-
ing press, transportation equipment
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which is not a structural component of
the building, office equipment, refrig-
erators, individual air-conditioning
units, grocery counters, furnishings of
a motel, hotel, or office building, etc.,
even though such items may be termed
fixtures under local law.

(e) Securities. The term ‘‘securities”
does not include ‘‘interests in real
property” or ‘‘real estate assets’” as
those terms are defined in section 856
and this section.

(f) Qualified real estate investment
trusts. The term ‘‘qualified real estate
investment trust” means a real estate
investment trust within the meaning
of part II of subchapter M which is tax-
able under such part as a real estate in-
vestment trust. For purposes of the 75-
percent requirement in section
856(c)(b)(A), the trust whose stock has
been included by another trust as ‘‘real
estate assets’” must be a ‘‘qualified real
estate investment trust’” for its full
taxable year in which falls the close of
each quarter of the trust’s taxable year
for which the computation is made.
For example, Real Estate Investment
Trust Z for its taxable year ending De-
cember 31, 1963, holds as ‘‘real estate
assets” stock in Real Estate Invest-
ment Trust Y, which is also on a cal-
endar year. If Trust Y is not a qualified
real estate investment trust for its full
taxable year ending December 31, 1963,
Trust Z may not include the stock of
Trust Y as ‘‘real estate assets” in com-
puting the 75-percent requirement as of
the close of any quarter of its taxable
year ending December 31, 1963.

(g) Partnership interest. In the case of
a real estate investment trust which is
a partner in a partnership, as defined
in section 7701(a)(2) and the regulations
thereunder, the trust will be deemed to
own its proportionate share of each of
the assets of the partnership and will
be deemed to be entitled to the income
of the partnership attributable to such
share. For purposes of section 856, the
interest of a partner in the partner-
ship’s assets shall be determined in ac-
cordance with his capital interest in
the partnership. The character of the
various assets in the hands of the
partnerhsip and items of gross income
of the partnership shall retain the
same character in the hands of the
partners for all purposes of section 856.
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Thus, for example, if the trust owns a
30-percent capital interest in a partner-
ship which owns a piece of rental prop-
erty the trust will be treated as owning
30 percent of such property and as
being entitled to 30 percent of the rent
derived from the property by the part-
nership. Similarly, if the partnership
holds any property primarily for sale
to customers in the ordinary course of
its trade or business, the trust will be
treated as holding its proportionate
share of such property primarily for
such purpose. Also, for example, where
a partnership sells real property or a
trust sells its interest in a partnership
which owns real property, any gross in-
come realized from such sale, to the ex-
tent that it is attributable to the real
property, shall be deemed gross income
from the sale or disposition of real
property held for either the period that
the partnership has held the real prop-
erty of the period that the trust was a
member of the partnership, whichever
is the shorter.

(h) Net capital gain. The term ‘‘net
capital gain’ means the excess of the
net long-term capital gain for the tax-
able year over the net short-term cap-
ital loss for the taxable year.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. 856()(2)); sec. 856(g)(2) (90 Stat. 1753; 26
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008; 26
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954)

[T.D. 6598, 27 FR 4084, Apr. 28, 1962, as amend-
ed by T.D. 6841, 30 FR 9308, July 27, 1965; T.D.
7767, 46 FR 11266, Feb. 6, 1981; T.D. 8458, 57 FR
61298, Dec. 24, 1992]

§1.856-4 Rents from real property.

(a) In general. Subject to the excep-
tions of section 856(d) and paragraph
(b) of this section, the term ‘‘rents
from real property’’ means, generally,
the gross amounts received for the use
of, or the right to use, real property of
the real estate investment trust.

(b) Amounts specifically included or ex-
cluded—(1) Charges for customary serv-
ices. For taxable years beginning after
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October 4, 1976, the term ‘‘rents from
real property’’, for purposes of para-
graphs (2) and (3) of section 856(c), in-
cludes charges for services customarily
furnished or rendered in connection
with the rental of real property, wheth-
er or not the charges are separately
stated. Services furnished to the ten-
ants of a particular building will be
considered as customary if, in the geo-
graphic market in which the building
is located, tenants in buildings which
are of a similar class (such as luxury
apartment buildings) are customarily
provided with the service. The fur-
nishing of water, heat, light, and air-
conditioning, the cleaning of windows,
public entrances, exits, and lobbies, the
performance of general maintenance
and of janitorial and cleaning services,
the collection of trash, and the fur-
nishing of elevator services, telephone
answering services, incidental storage
space, laundry equipment, watchman
or guard services, parking facilities,
and swimming pool facilities are exam-
ples of services which are customarily
furnished to the tenants of a particular
class of buildings in many geographic
marketing areas. Where it is cus-
tomary, in a particular geographic
marketing area, to furnish electricity
or other utilities to tenants in build-
ings of a particular class, the sub-
metering of such utilities to tenants in
such buildings will be considered a cus-
tomary service. To qualify as a service
customarily furnished, the service
must be furnished or rendered to the
tenants of the real estate investment
trust or, primarily for the convenience
or benefit of the tenant, to the guests,
customers, or subtenants of the tenant.
The service must be furnished through
an independent contractor from whom
the trust does not derive or receive any
income. See paragraph (b)) of this
section. For taxable years beginning
before October 5, 1976, the rules in
paragraph (b)(3) of 26 CFR 1.856-4 (re-
vised as of April 1, 1977), relating to the
furnishing of services, shall continue to
apply.

(2) Amounts received with respect to
certain personal property—((i) In general.
In the case of taxable years beginning
after October 4, 1976, rent attributable
to personal property that is leased
under, or in connection with, the lease



Internal Revenue Service, Treasury

of real property is treated under sec-
tion 856(d)(1)(C) as ‘‘rents from real
property’”’ (and thus qualified for pur-
poses of the income source require-
ments) if the rent attributable to the
personal property is not more than 15
percent of the total rent received or ac-
crued under the lease for the taxable
year. If, however, the rent attributable
to personal property is greater than 15
percent of the total rent received or ac-
crued under the lease for the taxable
year, then the portion of the rent from
the lease that is attributable to per-
sonal property will not qualify as
“rents from real property’’.

(ii) Application. In general, the 15-per-
cent test in section 856(d)(1)(C) is ap-
plied separately to each lease of real
property. However, where the real es-
tate investment trust rents all (or a
portion of all) the units in a multiple
unit project under substantially simi-
lar leases (such as the leasing of apart-
ments in an apartment building or
complex to individual tenants), the 15-
percent test may be applied with re-
spect to the aggregate rent received or
accrued for the taxable year under the
similar leases of the property, by using
the average of the trust’s aggregate ad-
justed bases of all of the personal prop-
erty subject to such leases, and the av-
erage of the trust’s aggregate adjusted
bases of all real and personal property
subject to such leases. A lease of a fur-
nished apartment is not considered to
be substantially similar to a lease of an
unfurnished apartment (including an
apartment where the trust provides
only personal property, such as major
appliances, that is commonly provided
by a landlord in connection with the
rental of unfurnished living quarters).

(iii) Taxable years beginning before Oc-
tober 5, 1976. In the case of taxable
years beginning before October 5, 1976,
any amount of rent that is attributable
to personal property does not qualify
as rent from real property.

(3) Disqualification of rent which de-
pends on income or profits of any person.
Except as provided in paragraph
(b)(6)(ii) of this section, no amount re-
ceived or accrued, directly or indi-
rectly, with respect to any real prop-
erty (or personal property leased
under, or in connection with, real prop-
erty) qualifies as ‘‘rents from real prop-
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erty” where the determination of the
amount depends in whole or in part on
the income or profits derived by any
person from the property. However,
any amount so accured or received
shall not be excluded from the term
“rents from real property’” solely by
reason of being based on a fixed per-
centage or percentages of receipts or
sales (whether or not receipts or sales
are adjusted for returned merchandise,
or Federal, State, or local sales taxes).
Thus, for example, ‘“‘rents from real
property’” would include rents where
the lease provides for differing percent-
ages or receipts or sales from different
departments or from separate floors of
a retail store so long as each percent-
age is fixed at the time of entering into
the lease and a change in such percent-
age is not renegotiated during the term
of the lease (including any renewal pe-
riods of the lease, in a manner which
has the effect of basing the rent on in-
come of profits. See paragraph (b)(6) of
this section for rules relating to cer-
tain amounts received or accrued by a
trust which are considered to be based
on the income or profits of a sublessee
of the prime tenant. The amount re-
ceived or accrued as rent for the tax-
able year which is based on a fixed per-
centage or percentages of the lessee’s
receipts or sales reduced by escalation
receipts (including those determined
under a formula clause) will qualify as
“rents from real property’’. Escalation
receipts include amounts received by a
prime tenant from subtenants by rea-
son of an agreement that rent shall be
increased to reflect all or a portion of
an increase in real estate taxes, prop-
erty insurance, operating costs of the
prime tenant, or similar items custom-
arily included in lease escalation
clauses. Where in accordance with the
terms of an agreement an amount re-
ceived or accrued as rent for the tax-
able year includes both a fixed rental
and a percentage of all or a portion of
the lessee’s income or profits, neither
the fixed rental nor the additional
amount will qualify as ‘“‘rents from real
property’’. However, where the amount
received or accrued for the taxable
year under such an agreement includes
only the fixed rental, the determina-
tion of which does not depend in whole
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or in part on the income or profits de-
rived by the lessee, such amount may
qualify as ‘“‘rents from real property’’.
An amount received or accrued as rent
for the taxable year which consists, in
whole or in part, of one or more per-
centages of the lessee’s receipts or
sales in excess of determinable dollar
amounts may qualify as ‘‘rents from
real property’’, but only if two condi-
tions exist. First, the determinable
amounts must not depend in whole or
in part on the income or profits of the
lessee. Second, the percentages and, in
the case of leases entered into after
July 7, 1978, the determinable amounts,
must be fixed at the time the lease is
entered into and a change in percent-
ages and determinable amounts is not
renegotiated during the term of the
lease (including any renewal periods of
the lease) in a manner which has the
effect of basing rent on income or prof-
its. In any event, an amount will not
qualify as ‘‘rents from real property”’
if, considering the lease and all the sur-
rounding circumstances, the arrange-
ment does not conform with normal
business practice but is in reality used
as a means of basing the rent on in-
come or profits. The provisions of this
subparagraph may be illustrated by the
following example:

Example. A real estate investment trust
owns land underlying an office building. On
January 1, 1975, the trust leases the land for
50 years to a prime tenant for an annual
rental of $100x plus 20 percent of the prime
tenant’s annual gross receipts from the of-
fice building in excess of a fixed base amount
of $5,000x and 10 percent of such gross re-
ceipts in excess of $10,000x. For this purpose
the lease defines gross receipts as all
amounts received by the prime tenant from
occupancy tenants pursuant to leases of
space in the office building reduced by the
amount by which real estate taxes, property
insurance, and operating costs related to the
office building for a particular year exceed
the amount of such items for 1974. The exclu-
sion from gross receipts of increases since
1974 in real estate taxes, property insurance,
and other expenses relating to the office
building reflects the fact that the prime ten-
ant passes on to occupancy tenants by way
of a customary lease escalation provision the
risk that such expenses might increase dur-
ing the term of an occupancy lease. The ex-
clusion from gross receipts of these expense
escalation items will not cause the rental re-
ceived by the real estate investment trust
from the prime tenant to fail to qualify as
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‘“‘rents from real property’ for purposes of
section 856(c).

(4) Disqualification of amounts received
from persons owned in whole or in part by
the trust. “Rents from real property’”’
does not include any amount received
or accrued, directly or indirectly, from
any person in which the real estate in-
vestment trust owns, at any time dur-
ing the taxable year, the specified per-
centage or number of shares of stock
(or interest in the assets or net profits)
of that person. Any amount received
from such person will not qualify as
“rents from real property’’ if such per-
son is a corporation and the trust owns
10 percent or more of the total com-
bined voting power of all classes of its
stock entitled to vote or 10 percent or
more of the total number of shares of
all classes of its outstanding stock, or
if such person is not a corporation and
the trust owns a 10-percent-or-more in-
terest in its assets or net profits. For
example, a trust leases an office build-
ing to a tenant for which it receives
rent of $100,000 for the taxable year
1962. The lessee of the building sub-
leases space to various subtenants for
which it receives gross rent of $500,000
for the year 1962. The trust owns 15 per-
cent of the total assets of an unincor-
porated subtenant. The rent paid by
this subtenant for the taxable year is
$50,000. Therefore, $10,000 (50,000/
500,000x$100,000) of the rent paid to the
trust does not qualify as ‘‘rents from
real property’’. Where the real estate
investment trust receives, directly or
indirectly, any amount of rent from
any person in which it owns any propri-
etary interest, the trust shall submit,
at the time it files its return for the
taxable year (or before June 1, 1962,
whichever is later), a schedule setting
forth—

(i) The name and address of such per-
son and the amount received as rent
from such person; and

(ii) If such person is a corporation,
the highest percentage of the total
combined voting power of all classes of
its stock entitled to vote, and the high-
est percentage of the total number of
shares of all classes of its outstanding
stock, owned by the trust at any time
during the trust’s taxable year; or

(iii) If such person is not a corpora-
tion, the highest percentage of the
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trust’s interest in the assets or net
profits of such person, owned by the
trust at any time during its taxable
year.

(5) Furnishing of services or manage-
ment of property must be through an
independent contractor—(i) In general.
No amount received or accrued, di-
rectly or indirectly, with respect to
any real property (or any personal
property leased under, or in connection
with, the real property) qualifies as
“rents from real property’ if the real
estate investment trust furnishes or
renders services to the tenants of the
property or manages or operates the
property, other than through an inde-
pendent contractor from whom the
trust itself does not derive or receive
any income. The prohibition against
the trust deriving or receiving any in-
come from the independent contractor
applies regardless of the source from
which the income was derived by the
independent contractor. Thus, for ex-
ample, the trust may not receive any
dividends from the independent con-
tractor. The requirement that the
trust not receive any income from an
independent contractor requires that
the relationship between the two be an
arm’s-length relationship. The inde-
pendent contractor must be adequately
compensated for any services which are
performed for the trust. Compensation
to an independent contractor deter-
mined by reference to an unadjusted
percentage of gross rents will generally
be considered to be adequate where the
percentage is reasonable taking into
account the going rate of compensation
for managing similar property in the
same locality, the services rendered,
and other relevant factors. The inde-
pendent contractor must not be an em-
ployee of the trust (i.e., the manner in
which he carries out his duties as inde-
pendent contractor must not be subject
to the control of the trust). Although
the cost of services which are custom-
arily rendered or furnished in connec-
tion with the rental of real property
may be borne by the trust, the services
must be furnished or rendered through
an independent contractor. Further-
more, the facilities through which the
services are furnished must be main-
tained and operated by an independent
contractor. For example, if a heating
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plant is located in the building, it must
be maintained and operated by an inde-
pendent contractor. To the extent that
services (other than those customarily
furnished or rendered in connection
with the rental of real property) are
rendered to the tenants of the property
by the independent contractor, the cost
of the services must be borne by the
independent contractor, a separate
charge must be made for the services,
the amount of the separate charge
must be received and retained by the
independent contractor, and the inde-
pendent contractor must be adequately
compensated for the services.

(ii) Trustee or director functions. The
trustees or directors of the real estate
investment trust are not required to
delegate or contract out their fiduciary
duty to manage the trust itself, as dis-
tinguished from rendering or fur-
nishing services to the tenants of its
property or managing or operating the
property. Thus, the trustees or direc-
tors may do all those things necessary,
in their fiduciary capacities, to man-
age and conduct the affairs of the trust
itself. For example, the trustees or di-
rectors may establish rental terms,
choose tenants, enter into and renew
leases, and deal with taxes, interest,
and insurance, relating to the trust’s
property. The trustees or directors
may also make capital expenditures
with respect to the trust’s property (as
defined in section 263) and may make
decisions as to repairs of the trust’s
property (of the type which would be
deductible under section 162), the cost
of which may be borne by the trust.

(iii) Independent contractor defined.
The term ‘‘independent contractor”
means—

(a) A person who does not own, di-
rectly or indirectly, at any time during
the trust’s taxable year more than 35
percent of the shares in the real estate
investment trust, or

(b) A person—

(1) If a corporation, not more than 35
percent of the total combined voting
power of whose stock (or 35 percent of
the total shares of all classes of whose
stock), or

(2) If not a corporation, not more
than 35 percent of the interest in whose
assets or net profits is owned, directly
or indirectly, at any time during the



§1.856-4

trust’s taxable year by one or more
persons owning at any time during
such taxable year 35 percent or more of
the shares in the trust.

(iv) Information required. The real es-
tate investment trust shall submit
with its return for the taxable year (or
before June 1, 1962, whichever is later)
a statement setting forth the name and
address of each independent con-
tractor; and

(a) The highest percentage of the out-
standing shares in the trust owned at
any time during its taxable year by
such independent contractor and by
any person owning at any time during
such taxable year any shares of stock
or interest in the independent con-
tractor.

(b) If the independent contractor is a
corporation such statement shall set
forth the highest percentage of the
total combined voting power of its
stock and the highest percentage of the
total number of shares of all classes of
its stock owned at any time during its
taxable year by any person owning
shares in the trust at any time during
such taxable year.

(c) If the independent contractor is
not a corporation such statement shall
set forth the highest percentage of any
interest in its assets or net profits
owned at any time during its taxable
year by any person owning shares in
the trust at any time during such tax-
able year.

(6) Amounts based on income or profits
of subtenants. (i) Except as provided in
paragraph (b)(6)(ii) of this section, if a
trust leases real property to a tenant
under terms other than solely on a
fixed sum rental (for example, a per-
centage of the tenant’s gross receipts),
and the tenant subleases all or a part
of such property under an agreement
which provides for a rental based in
whole or in part on the income or prof-
its of the sublessee, the entire amount
of the rent received by the trust from
the prime tenant with respect to such
property is disqualified as ‘‘rents from
real property’’.

(i1) Exception. For taxable years be-
ginning after October 4, 1976, section
8566(d)(4) provides an exception to the
general rule that amounts received or
accrued, directly or indirectly, by a
real estate investment trust do not
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qualify as rents from real property if
the determination of the amount de-
pends in whole or in part on the income
or profits derived by any person from
the property. This exception applies
where the trust rents property to a ten-
ant (the prime tenant) for a rental
which is based, in whole or in part, on
a fixed percentage or percentages of
the receipts or sales of the prime ten-
ant, and the rent which the trust re-
ceives or accrues from the prime ten-
ant pursuant to the lease would not
qualify as ‘‘rents from real property’’
solely because the prime tenant re-
ceives or accrues from subtenants (in-
cluding concessionaires) rents or other
amounts based on the income or profits
derived by a person from the property.
Under the exception, only a propor-
tionate part of the rent received or ac-
crued by the trust does not qualify as
“rents from real property’. The pro-
portionate part of the rent received or
accrued by the trust which is non-
qualified is the lesser of the following
two amounts:

(A) The rent received or accrued by
the trust from the prime tenant pursu-
ant to the lease, that is based on a
fixed percentage or percentages of re-
ceipts or sales, or

(B) The product determined by multi-
plying the total rent which the trust
receives or accrues from the prime ten-
ant pursuant to the lease by a fraction,
the numerator of which is the rent or
other amount received by the prime
tenant that is based, in whole or in
part, on the income or profits derived
by any person from the property, and
the denominator of which is the total
rent or other amount received by the
prime tenant from the property. For
example, assume that a real estate in-
vestment trust owns land underlying a
shopping center. The trust rents the
land to the owner of the shopping cen-
ter for an annual rent of $10x plus 2
percent of the gross receipts which the
prime tenant receives from subtenants
who lease space in the shopping center.
Assume further that, for the year in
question, the prime tenant derives
total rent from the shopping center of
$100x and, of that amount, $25x is re-
ceived from subtenants whose rent is
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based, in whole or in part, on the in-
come or profits derived from the prop-
erty. Accordingly, the trust will re-
ceive a total rent of $12x, of which $2x
is based on a percentage of the gross
receipts of the prime tenant. The por-
tion of the rent which is disqualified is
the lesser of $2x (the rent received by
the trust which is based on a percent-
age of gross receipts), or $3x, ($12x mul-
tiplied by $256x/$100x). Accordingly, $10x
of the rent received by the trust quali-
fies as ‘“‘rents from real property’ and
$2x does not qualify.

(7) Attribution rules. Paragraphs (2)
and (3) of section 856(d) relate to direct
or indirect ownership of stock, assets,
or net profits by the persons described
therein. For purposes of determining
such direct or indirect ownership, the
rules prescribed by section 318(a) (for
determining the ownership of stock)
shall apply except that ‘10 percent”
shall be substituted for ‘50 percent’ in
section 318(a) (2)(C) and (3)(C).

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4085, Apr. 28, 1962, as amend-
ed by T.D. 6969, 33 FR 12000, Aug. 23, 1968;
T.D. 7767, 46 FR 11266, Feb. 6, 1981]

§1.856-5 Interest.

(a) In general. In computing the per-
centage requirements in section 856(c)
(2)(B) and (3)(B), the term ‘‘interest”
includes only an amount which con-
stitutes compensation for the use or
forbearance of money. For example, a
fee received or accrued by a lender
which is in fact a charge for services
performed for a borrower rather than a
charge for the use of borrowed money
is not includable as interest.

(b) Where amount depends on income or
profits of any person. Except as provided
in paragraph (d) of this section, any
amount received or accrued, directly or
indirectly, with respect to an obliga-
tion is not includable as interest for
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purposes of section 856(c) (2)(B) and
(3)(B) if, under the principles set forth
in paragraphs (b)(3) and (6)(i) of §1.856—
4, the determination of the amount de-
pends in whole or in part on the income
or profits of any person (whether or not
derived from property secured by the
obligation). Thus, for example, if in ac-
cordance with a loan agreement an
amount is received or accrued by the
trust with respect to an obligation
which includes both a fixed amount of
interest and a percentage of the bor-
rower’s income or profits, neither the
fixed interest nor the amount based
upon the percentage will qualify as in-
terest for purposes of section 856(c)
(2)(B) and (3)(B). This paragraph and
paragraph (d) of this section apply only
to amounts received or accrued in tax-
able years beginning after October 4,
1976, pursuant to loans made after May
27, 1976. For purposes of the preceding
sentence, a loan is considered to be
made before May 28, 1976, if it is made
pursuant to a binding commitment en-
tered into before May 28, 1976.

(c) Apportionment of interest—(1) In
general. Where a mortgage covers both
real property and other property, an
apportionment of the interest income
must be made for purposes of the 75-
percent requirement of section
8566(c)(3). For purposes of the 75-percent
requirement, the apportionment shall
be made as follows:

(i) If the loan value of the real prop-
erty is equal to or exceeds the amount
of the loan, then the entire interest in-
come shall be apportioned to the real
property.

(ii) If the amount of the loan exceeds
the loan value of the real property,
then the interest income apportioned
to the real property is an amount equal
to the interest income multiplied by a
fraction, the numerator of which is the
loan value of the real property, and the
denominator of which is the amount of
the loan. The interest income appor-
tioned to the other property is an
amount equal to the excess of the total
interest income over the interest in-
come apportioned to the real property.

(2) Loan value. For purposes of this
paragraph, the loan value of the real
property is the fair market value of the
property, determined as of the date on
which the commitment by the trust to
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make the loan becomes binding on the
trust. In the case of a loan purchased
by the trust, the loan value of the real
property is the fair market value of the
property, determined as of the date on
which the commitment by the trust to
purchase the loan becomes binding on
the trust. However, in the case of a
construction loan or other loan made
for purposes of improving or developing
real property, the loan value of the real
property is the fair market value of the
land plus the reasonably estimated
cost of the improvements or develop-
ments (other than personal property)
which will secure the loan and which
are to be constructed from the proceeds
of the loan. The fair market value of
the land and the reasonably estimated
cost of improvements or developments
shall be determined as of the date on
which a commitment to make the loan
becomes binding on the trust. If the
trust does not make the construction
loan but commits itself to provide
long-term financing following comple-
tion of construction, the loan value of
the real property is determined by
using the principles for determining
the loan value for a construction loan.
Moreover, if the mortgage on the real
property is given as additional security
(or as a substitute for other security)
for the loan after the trust’s commit-
ment is binding, the real property loan
value is its fair market value when it
becomes security for the loan (or, if
earlier, when the borrower makes a
binding commitment to add or sub-
stitute the property as security).

(3) Amount of loan. For purposes of
this paragraph, the amount of the loan
means the highest principal amount of
the loan outstanding during the tax-
able year.

(d) Exception. Section 856(f)(2) pro-
vides an exception to the general rule
that amounts received, directly or indi-
rectly, with respect to an obligation do
not qualify as ‘“‘interest’” where the de-
termination of the amounts depends in
whole or in part on the income or prof-
its of any person. The exception applies
where the trust receives or accrues,
with respect to the obligation of its
debtor, an amount that is based in
whole or in part on a fixed percentage
or percentages of receipts or sales of
the debtor, and the amount would not
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qualify as interest solely because the
debtor has receipts or sale proceeds
that are based on the income or profits
of any person. Under this exception
only a proportionate part of the
amount received or accrued by the
trust fails to qualify as interest for
purposes of the percentage-of-income
requirements of section 856(c) (2) and
(3). The proportionate part of the
amount received or accrued by the
trust that is non-qualified is the lesser
of the following two amounts:

(1) The amount received or accrued
by the trust from the debtor with re-
spect to the obligation that is based on
a fixed percentage or percentages of re-
ceipts or sales, or

(2) The product determined by multi-
plying by a fraction the total amount
received or accrued by the trust from
the debtor with respect to the obliga-
tion. The numerator of the fraction is
the amount of receipts or sales of the
debtor that is based, in whole or in
part, on the income or profits of any
person and the denominator is the
total amount of the receipts or sales of
the debtor. For purposes of the pre-
ceding sentence, the only receipts or
sales to be taken into account are
those taken into account in deter-
mining the payment to the trust pursu-
ant to the loan agreement.

(Sec. 8566(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954)

[T.D. 7767, 46 FR 11268, Feb. 6, 1981]

S.
S.

§1.856-6 Foreclosure property.

(a) In general. Under section 856(e) a
real estate investment trust may make
an irrevocable election to treat as
“foreclosure property’ certain real
property (including interests in real
property), and any personal property
incident to the real property, acquired
by the trust after December 31, 1973.
This section prescribes rules relating
to the election, including rules relating
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to property eligible for the election.
This section also prescribes rules relat-
ing to extensions of the general two-
year period (hereinafter the ‘‘grace pe-
riod”’) during which property retains
its status as foreclosure property, as
well as rules relating to early termi-
nation of the grace period under sec-
tion 856(e)(4). The election to treat
property as foreclosure property does
not alter the character of the income
derived therefrom (other than for pur-
poses of section 856(c)(2)(F) and (3)(F)).
For example, if foreclosure property is
sold, the determination of whether it is
property described in section 1221(1)
will not be affected by the fact that it
is foreclosure property.

(b) Property eligible for the election—(1)
Rules relating to acquisitions. In general,
the trust must acquire the property
after December 31, 1973, as the result of
having bid in the property at fore-
closure, or having otherwise reduced
the property to ownership or posses-
sion by agreement or process of law,
after there was default (or default was
imminent) on a lease of the property
(where the trust was the lessor) or on
an indebtedness owed to the trust
which the property secured. Fore-
closure property which secured an in-
debtedness owed to the trust is ac-
quired for purposes of section 856(e) on
the date on which the trust acquires
ownership of the property for Federal
income tax purposes. Foreclosure prop-
erty which a trust owned and leased to
another is acquired for purposes of sec-
tion 856(e) on the date on which the
trust acquires possession of the prop-
erty from its lessee. A trust will not be
considered to have acquired ownership
of property for purposes of section
856(e) where it takes control of the
property as a mortgagee-in-possession
and cannot receive any profit or sus-
tain any loss with respect to the prop-
erty except as a creditor of the mort-
gagor. A trust may be considered to
have acquired ownership of property
for purposes of section 856(e) even
through legal title to the property is
held by another person. For example,
where, upon foreclosure of a mortgage
held by the trust, legal title to the
property is acquired in the name of a
nominee for the exclusive benefit of
the trust and the trust is the equitable
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owner of the property, the trust will be
considered to have acquired ownership
of the property for purposes of section
8566(e). Generally, the fact that under
local law the mortgagor has a right of
redemption after foreclosure is not rel-
evant in determining whether the trust
has acquired ownership of the property
for purposes of section 856(e). Property
is not ineligible for the election solely
because the property, in addition to se-
curing an indebtedness owed to the
trust, also secures debts owed to other
creditors. Property eligible for the
election includes a building or other
improvement which has been con-
structed on land owned by the trust
and which is acquired by the trust upon
default of a lease of the land.

(2) Personal property. Personal prop-
erty (including personal property not
subject to a mortgage or lease of the
real property) will be considered inci-
dent to a particular item of real prop-
erty if the personal property is used in
a trade or business conducted on the
property or the use of the personal
property is otherwise an ordinary and
necessary corollary of the use to which
the real property is put. In the case of
a hotel, such items as furniture, appli-
ances, linens, china, food, etc. would be
examples of incidental personal prop-
erty. Personal property incident to the
real property is eligible for the election
even though it is acquired after the
real property is acquired or is placed in
the building or other improvement in
the course of the completion of con-
struction.

(3) Property with respect to which de-
fault is anticipated. Property is not eli-
gible for the election to be treated as
foreclosure property if the loan or lease
with respect to which the default oc-
curs (or is imminent) was made or en-
tered into (or the lease or indebtedness
was acquired) by the trust with an in-
tent to evict or foreclose, or when the
trust knew or had reason to know that
default would occur (‘‘improper knowl-
edge’’). For purposes of the preceding
sentence, a trust will not be considered
to have improper knowledge with re-
spect to a particular lease or loan, if
the lease or loan was made pursuant to
a binding commitment entered into by
the trust at a time when it did not
have improper knowledge. Moreover, if
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the trust, in an attempt to avoid de-
fault or foreclosure, advances addi-
tional amounts to the borrower in ex-
cess of amounts contemplated in the
original loan commitment or modifies
the lease or loan, such advance or
modification will be considered not to
have been made with an intent to evict
or foreclose, or with improper knowl-
edge, unless the original loan or lease
was entered into with that intent or
knowledge.

(c) Election—(1) In general. (i) An elec-
tion to treat property as foreclosure
property applies to all of the eligible
real property acquired in the same tax-
able year by the trust upon the default
(or as a result of the imminence of de-
fault) on a particular lease (where the
trust is the lessor) or on a particular
indebtedness owed to the trust. For ex-
ample, if a loan made by a trust is se-
cured by two separate tracts of land lo-
cated in different cities, and in the
same taxable year the trust acquires
both tracts on foreclosure upon the de-
fault (or imminence of default) of the
loan, the trust must include both
tracts in the election. For a further ex-
ample, the trust may choose to make a
separate election for only one of the
tracts if they are acquired in different
taxable years or were not security for
the same loan. If real property subject
to the same election is acquired at dif-
ferent times in the same taxable year,
the grace period for a particular prop-
erty begins when that property is ac-
quired.

(ii) If the trust acquires separate
pieces of real property that secure the
same indebtedness (or are under the
same lease) in different taxable years
because the trust delays acquiring one
of them until a later taxable year, and
the primary purpose for the delay is to
include only one of them in an elec-
tion, then if the trust makes an elec-
tion for one piece it must also make an
election for the other piece. A trust
will not be considered to have delayed
the acquisition of property for this pur-
pose if there is a legitimate business
reason for the delay (such as an at-
tempt to avoid foreclosure by further
negotiations with the debtor or lessee).

(iii) All of the eligible personal prop-
erty incident to the real property must
also be included in the election.
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(2) Time for making election. The elec-
tion to treat property as foreclosure
property must be made on or before the
due date (including extensions of time)
for filing the trust’s income tax return
for the taxable year in which the trust
acquires the property with respect to
which the election is being made, or
April 3, 1975, whichever is later.

(3) Manner of making the election. An
election made after February 6, 1981,
shall be made by a statement attached
to the income tax return for the tax-
able year in which the trust acquired
the property with respect to which the
election is being made. The statement
shall indicate that the election is made
under section 856(e) and shall identify
the property to which the election ap-
plies. The statement shall also set
forth—

(i) The name, address, and taxpayer
identification number of the trust,

(ii) The date the property was ac-
quired by the trust, and

(iii) A brief description of how the
real property was acquired, including
the name of the person or persons from
whom the real property was acquired
and a description of the lease or indebt-
edness with respect to which default
occurred or was imminent.

An election made on or before Feb-
ruary 6, 1981 shall be filed in the man-
ner prescribed in 26 CFR 10.1(f) (revised
as of April 1, 1977) (temporary regula-
tions relating to the election to treat
property as foreclosure property) as in
effect when the election is made.

(4) Status of taxpayer. In general, a
taxpayer may make an election with
respect to an acquisition of property
only if the taxpayer is a qualified real
estate investment trust for the taxable
year in which the acquisition occurs.
If, however, the taxpayer establishes,
to the satisfaction of the district direc-
tor for the internal revenue district in
which the taxpayer maintains its prin-
cipal place of business or principal of-
fice or agency, that its failure to be a
qualified real estate investment trust
for a taxable year was to due to reason-
able cause and not due to willful ne-
glect, the taxpayer may make the elec-
tion with respect to property acquired
in such taxable year. The principles of
§§1.856.7(c) and 1.856.8(d) (including the
principles relating to expert advice)
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will apply in determining whether, for
purposes of this subparagraph, the fail-
ure of the taxpayer to be a qualified
real estate investment trust for the
taxable year in which the property is
acquired was due to reasonable cause
and not due to willful neglect. If a tax-
payer makes a valid election to treat
property as foreclosure property, the
property will not lose its status as
foreclosure property solely because the
taxpayer is not a qualified real estate
investment trust for a subsequent tax-
able year (including a taxable year
which encompasses an extension of the
grace period). However, the rules relat-
ing to the termination of foreclosure
property status in section 856(e)(4) (but
not the tax on income from foreclosure
property imposed by section 857(b)(4))
apply to the year in which the property
is acquired and all subsequent years,
even though the taxpayer is not a
qualified real estate investment trust
for such year.

(d) Termination of 2-year grace period,;
subsequent leases—(1) In general. Under
section 856(e)(4)(A), all real property
(and any incidental personal property)
for which a particular election has
been made (see paragraph (c)(1) of this
section) shall cease to be foreclosure
property on the first day (occurring on
or after the day on which the trust ac-
quired the property) on which the trust
either—

(i) Enters into a lease with respect to
any of the property which, by its
terms, will give rise to income of the
trust which is not described in section
8566(¢c)(3) (other than section
856(c)(3)(F)), or

(i1) Receives or accrues, directly or
indirectly, any amount which is not de-
scribed in section 856(c)(3) (other than
section 856(c)(3)(F)) pursuant to a lease
with respect to any of the real property
entered into by the trust on or after
the day the trust acquired the prop-
erty.

For example, assume the trust ac-
quires, in a particular taxable year, a
shopping center upon the default of an
indebtedness owed to the trust. Also
assume that the trust subsequently en-
ters into a lease with respect to one of
several stores in the shopping center
that requires the lessee to pay rent to
the trust which is not income described
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in section 856(c)(3) (other than section
8566(c)(3)(F')). In such case, the entire
shopping center will cease to be fore-
closure property on the day the trust
enters into the lease.

(2) Extensions or renewals of leases.
Generally, the extension or renewal of
a lease of foreclosure property will be
treated as the entering into of a new
lease only if the trust has a right to re-
negotiate the terms of the lease. If,
however, by operation of law or by con-
tract, the acquisition of the foreclosure
property by the trust terminates a pre-
existing lease of the property, or gives
the trust a right to terminate the
lease, then for purposes of section
856(e)(4)(A), a trust, in such cir-
cumstances, will not be considered to
have entered into a lease with respect
to the property solely because the
terms of the preexisting lease are con-
tinued in effect after foreclosure with-
out substantial modification. The let-
ting of rooms in a hotel or motel does
not constitute the entering into a lease
for purposes of section 856(e)(4)(A).

(3) Rent attributable to personal prop-
erty. Solely for the purposes of section
856(e)(4)(A), if a trust enters into a
lease with respect to real property on
or after the day upon which the trust
acquires such real property by fore-
closure, and a portion of the rent from
such lease is attributable to personal
property which is foreclosure property
incident to such real property, such
rent attributable to the incidental per-
sonal property will not be considered
to terminate the status of such real
property (or such incidental personal
property) as foreclosure property.

(e) Termination of 2-year grace period;
completion of construction—(1) In gen-
eral. Under section 856(e)(4)(B), all real
property (and any incidental personal
property) for which a particular elec-
tion has been made (see paragraph
(c)(1) of this section) shall cease to be
foreclosure property on the first day
(occurring on or after the day on which
the trust acquired the property) on
which any construction takes place on
the property, other than completion of
a building (or completion of any other
improvement) where more than 10 per-
cent of the construction of the building
(or other improvement) was completed
before default became imminent. If
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more than one default occurred with
respect to an indebtedness or lease in
respect of which there is an acquisi-
tion, the more-than-10-percent test (in-
cluding the rule prescribed in this
paragraph relating to the test) will not
be applied at the time a particular de-
fault became imminent if it is clear
that the acquisition did not occur as
the result of such default. For example,
if the debtor fails to make four con-
secutive payments of principal and in-
terest on the due dates, and the trust
takes action to acquire the property
securing the debt only after the fourth
default becomes imminent, the 10-per-
cent test is applied at the time the
fourth default became imminent (even
though the trust would not have fore-
closed on the property had not all four
defaults occurred).

(2) Determination of percentage of com-
pletion. The determination of whether
the construction of a building or other
improvement was more than 10 percent
complete when default became immi-
nent shall be made by comparing the
total direct costs of construction in-
curred with respect to the building or
other improvement as of the date de-
fault became imminent with the esti-
mated total direct costs of construc-
tion as of such date. If the building or
other improvement qualifies as more
than 10 percent complete under this
method, the building or other improve-
ment shall be considered to be more
than 10 percent complete. For purposes
of this subparagraph, direct costs of
construction include the cost of labor
and materials which are directly con-
nected with the construction of the
building or improvement.

Thus, for example, direct costs of con-
struction incurred as of the date de-
fault became imminent would include
amounts paid, or for which liability
has been incurred, for labor which has
been performed as of such date that is
directly connected with the construc-
tion of the building or other improve-
ment and for building materials and
supplies used or consumed in connec-
tion with the construction as of such
date. For purposes of applying the 10-
percent test the trust may also take
into account the cost of building mate-
rials and supplies which have been de-
livered to the construction site as of
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the date default became imminent and
which are to be used or consumed in
connection with the construction. On
the other hand, architect’s fees, admin-
istrative costs of the developer or
builder, lawyers’ fees, and expenses in-
curred in connection with obtaining
zoning approval or building permits are
not considerd to be direct costs of con-
struction. Any construction by the
trust as mortgagee-in-possession is
considered to have taken place after
default resulting in acquisition of the
property became imminent. Generally,
the trust’s estimate of the total direct
costs of completing construction as of
the date the default became imminent
will be accepted, provided that the es-
timate is reasonable, in good faith, and
is based on all of the data reasonably
available to the trust when the trust
undertakes completion of construction
of the building or other improvement.
Appropriate documentation  which
shows that construction was more than
10 percent complete when default be-
came imminent must be available at
the principal place of business of the
trust for inspection in connection with
an examination of the income tax re-
turn. Construction includes the renova-
tion of a building, such as the remod-
eling of apartments, or the renovation
of an apartment building to convert
rental units to a condominium. The
renovation must be more than 10 per-
cent complete (determined by com-
paring the total direct cost of the phys-
ical renovation which has been in-
curred when default became imminent
with the estimated total direct cost of
renovation as of such date) when de-
fault became immiment in order for
the property not to lose its status as
foreclosure property if the trust under-
takes the renovation.

(3) Modification of a building or im-
provement. Generally, the terms
“building” and ‘‘improvement’ in sec-
tion 856(e)(4)(B) mean the building or
improvement (including any intergral
part thereof) as planned by the mort-
gagor or lessee (or other person in pos-
session of the property, if appropriate)
as of the date default became immi-
nent. The trust, however, may esti-
mate the total direct costs of construc-
tion and complete the construction of
the building or other improvement by
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modifying the building or other im-
provement as planned as of the date de-
fault became imminent so as to reduce
the estimated direct cost of construc-
tion of the building or improvement. If
the trust does so modify the planned
construction of the building or im-
provement, the 10-percent test is to be
applied by comparing the direct costs
of construction incurred as of the date
default became imminent that are at-
tributable to the building or improve-
ment as modified, with the estimated
total direct costs (as of such date) of
construction of the building or other
improvement as modified. The trust, in
order to meet the 10-percent test, may
not, however, modify the planned
building or improvement by reducing
the estimated direct cost of construc-
tion to such an extent that the build-
ing or improvement is not functional.
Also, the trust may make subsequent
modifications which increase the direct
cost of construction of the building or
improvement if such modifications—

(i) Are required by a Federal, State,
or local agency, or

(ii) Are alterations that are either re-
quired by a prospective lessee or pur-
chaser as a condition of leasing or buy-
ing the property or are necessary for
the property to be used for the purpose
planned at the time default became im-
minent.
Subdivision (ii) of the preceding sen-
tence applies, however, only if the
building or improvement, as modified,
was more than 10 percent complete
when default became imminent. A
building completed by the trust will
not cease to be foreclosure property
solely because the building is used in a
manner other than that planed by the
defaulting mortgagor or lessee. Thus,
for example, assume a trust acquired
on foreclosure a planned apartment
building which was 20 percent complete
when default became imminent and
that the trust completes the building
without modifications which increase
the direct cost of construction. The
property will not cease to be fore-
closure property by reason of section
856(e)(4)(B) solely because the trust
sells the dwelling units in the building
as condominium units, rather than
holding them for rent as planned by
the defaulting mortgagor. (See, how-

69

§1.856-6

ever, section 856(e)(4)(C) and paragraph
(£)(2) of this section for rules relating
to the requirement that where fore-
closure property is used in a trade or
business (including a trade or business
of selling the foreclosure property), the
trade or business must be conducted
through an independent contractor
after 90 days after the property is ac-
quired.)

(4) Application on building-by-building
basis. Generally the more than 10 per-
cent test is to be applied on a building-
by-building basis. Thus, for example, if
a trust has foreclosed on land held by a
developer building a housing subdivi-
sion, the trust may complete construc-
tion of the houses which were more
than 10 percent complete when default
became imminent. The trust, however,
may not complete construction of
houses which were only 10 percent (or
less) complete, nor may the trust begin
construction of other houses planned
for the subdivision on which construc-
tion has not begun. The trust, however,
may construct an additional building
or improvement (whether or not the
construction thereof has begun) which
is an integral part of another building
or other improvement that was more
than 10 percent complete when default
became imminent if the additional
building or improvement and the other
building or improvement, taken to-
gether as a unit, meet the more than 10
percent test. For purposes of this para-
graph, an additional building or other
improvement will be considered to be
an integral part of another building or
improvement if—

(i) It is ancillary to the other build-
ing or improvement and its principal
intended use is to furnish services or
facilities which either supplement the
use of such other building or improve-
ment or are necessary for such other
building or improvement to be utilized
in the manner or for the purpose for
which it is intended, or

(ii) The buildings or improvements
are intended to comprise constituent
parts of an interdependent group of
buildings or other improvements.
However, a building or other improve-
ment will not be considered to be an in-
tegral part of another building or im-
provement unless the buildings or im-
provements were planned as part of the
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same overall construction plan or
project before default became immi-
nent. An additional building or other
improvement (such as, for example, an
outdoor swimming pool or a parking
garage) may be considered to be an in-
tegral part of another building or im-
provement, even though the additional
building or improvement was also in-
tended to be used to provide facilities
or services for use in connection with
several other buildings or improve-
ments which will not be completed. If
the trust chooses not to undertake the
construction of an additional building
or other improvement which qualifies
as an integral part of another building
or improvement, so much of the costs
of construction (including both the di-
rect costs of construction incurred be-
fore the default became imminent and
the estimated costs of completion) as
are attributable to that ‘‘integral
part” shall not be taken into account
in determining whether any other
building or improvement was more
than 10 percent complete when default
became imminent. For example, as-
sume the trust acquires on foreclosure
a property on which the defaulting
mortgagor has begun construction of a
motel. The motel, as planned by the
mortgagor, was to consist of a two-
story building containing 30 units, and
two detached one-story wings, each of
which was to contain 20 units. At the
time default became imminent, the de-
faulting mortgagor had completed
more than 10 percent of the construc-
tion of the two-story structure but the
two wings, an access road, a parking
lot, and an outdoor swimming pool
planned for the motel were each less
than 10 percent complete. The trust
may construct the two wings of the
motel, the access road, the parking lot,
and the swimming pool: Provided, That
the motel and the other improvements
which the trust undertakes to con-
struct, taken together as a unit, were
more than 10 percent complete when
default became imminent. If, however,
the trust chooses not to undertake con-
struction of the swimming pool, the
cost of construction attributable to the
swimming pool, whether incurred be-
fore default became imminent or esti-
mated as the cost of completion, shall
not be taken into account in deter-
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mining whether the trust can complete
construction of the other buildings and
improvements. For another example,
assume that the trust acquires a
planned shopping center on foreclosure.
At the time default became imminent
several large buildings intended to
house shops and stores in the shopping
center were more than 10 percent com-
plete. Less than 10 percent of the con-
struction, however, had been completed
on a separate structure intended to
house a bank. The bank was planned as
a component of the shopping center in
order to provide, in conjunction with
the other shops and stores, a specific
range and variety of goods and services
with which to attract customers to the
shopping center. The trust may com-
plete construction of the bank: Pro-
vided, That the bank and the other
buildings and improvements which the
trust undertakes to complete, taken
together as a unit, were more than 10
percent complete when default became
imminent. If the trust chooses not to
construct the bank, no actual or esti-
mated construction costs attributable
to the bank are to be taken into ac-
count in applying the 10-percent test
with respect to the other buildings and
improvements in the shopping center.
For a third example, assume that a de-
faulting mortgagor had planned to con-
struct two identical apartment build-
ings, A and B, on the same tract of
land, that neither building is to pro-
vide substantial facilities or services to
be used in connection with the other,
and that only building A was more
than 10 percent complete when default
became imminent. The trust, in this
case, may not complete building B. On
the other hand, if the facts are the
same except that pursuant to the plans
of the defaulting mortgagor, one of the
buildings is to contain the furnace and
central air conditioning machinery for
both buildings A and B, the trust may
complete both buildings A and B: Pro-
vided, That, taken together as a unit,
the two buildings meet the more-than-
10-percent test.

(5) Repair and maintenance. Under this
paragraph (e), ‘‘construction’ does not
include—

(i) The repair or maintenance of a
building or other improvement (such as
the replacement of worn or obsolete
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furniture and appliances) to offset nor-
mal wear and tear or obsolescence, and
the restoration of property required be-
cause of damage from fire, storm, van-
dalism or other casualty,

(ii) The preparation of leased space
for a new tenant which does not sub-
stantially extend the useful life of the
building or other improvement or sig-
nificantly increase its value, even
though, in the case of commercial
space, this preparation includes adapt-
ing the property to the conduct of a
different business, or

(iii) The performing of repair or
maintenance described in paragraph
(e)(5)(i) of this section after property is
acquired that was deferred by the de-
faulting party and that does not con-
stitute renovation under paragraph
(e)(2) of this section.

(6) Independent contractor required. If
any construction takes place on the
foreclosure property more than 90 days
after the day on which such property
was acquired by the trust, such con-
struction must be performed by an
independent contractor (as defined in
section 856(d)(3) and §1.856-4(b)(5)(iii))
from whom the trust does not derive or
receive any income. Otherwise, the
property will cease to be foreclosure
property.

(7) Failure to complete construction.
Property will not cease to be fore-
closure property solely because a trust
which undertakes the completion of
construction of a building or other im-
provement on the property that was
more than 10 percent complete when
default became imminent does not
complete the construction. Thus, for
example, if a trust continues construc-
tion of a building that was 20 percent
complete when default became immi-
nent, and the trust constructs an addi-
tional 40 percent of the building and
then sells the property, the property
will not lose its status as foreclosure
property solely because the trust fails
to complete construction of the build-
ing.

(f) Termination of 2-year grace period;
use of foreclosure property in a trade or
business—(1) In general. Under section
856(e)(4)(C), all real property (and any
incidental personal property) for which
a particular election has been made
(see paragraph (c)(1) of this section)
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shall cease to be foreclosure property
on the first day (occurring more than
90 days after the day on which the
trust acquired the property) on which
the property is used in a trade or busi-
ness conducted by the trust, other than
a trade or business conducted by the
trust through an independent con-
tractor from whom the trust itself does
not derive or receive any income. (See
section 856(d)(3) for the definition of
independent contractor.)

(2) Property held primarily for sale to
customers. For the purposes of section
856(e)(4)(C), foreclosure property held
by the trust primarily for sale to cus-
tomers in the ordinary course of a
trade or business is considered to be
property used in a trade or business
conducted by the trust. Thus, if a trust
holds foreclosure property (whether
real property or personal property inci-
dent to real property) for sale to cus-
tomers in the ordinary course of a
trade or business more than 90 days
after the day on which the trust ac-
quired the real property, the trade or
business of selling the property must
be conducted by the trust through an
independent contractor from whom the
trust does not derive or receive any in-
come. Otherwise, after such 90th day
the property will cease to be fore-
closure property.

(3) Change in use. Foreclosure prop-
erty will not cease to be foreclosure
property solely because the use of the
property in a trade or business by the
trust differs from the use to which the
property was put by the person from
whom it was acquired. Thus, for exam-
ple, if a trust acquires a rental apart-
ment building on foreclosure, the prop-
erty will not cease to be foreclosure
property solely because the trust con-
verts the building to a condominium
apartment building and, through an
independent contractor from whom the
trust derives no income, engages in the
trade or business of selling the indi-
vidual condominium units.

(g) Extension of 2-year grace period—(1)
In general. A real estate investment
trust may apply to the district director
of the internal revenue district in
which is located the principal place of
business (or principal office or agency)
of the trust for an extension of the 2-
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year grace period. If the trust estab-
lishes to the satisfaction of the district
director that an extension of the grace
period is necessary for the orderly liq-
uidation of the trust’s interest in fore-
closure property, or for an orderly re-
negotiation of a lease or leases of the
property, the district director may ex-
tend the 2-year grace period. See sec-
tion 856(e)(3) (as in effect with respect
to the particular extension) for rules
relating to the maximum length of an
extension, and the number of exten-
sions which may be granted. An exten-
sion of the grace period may be granted
by the district director either before or
after the date on which the grace pe-
riod, but for the extension, would ex-
pire. The extension shall be effective as
of the date on which the grace period,
but for the extension, would expire.

(2) Showing required. Generally, in
order to establish the necessity of an
extension, the trust must demonstrate
that it has made good faith efforts to
renegotiate leases with respect to, or
dispose of, the foreclosure property. In
certain cases, however, the trust may
establish the necessity of an extension
even though it has not made such ef-
forts. For example, if the trust dem-
onstrates that, for valid business rea-
sons, construction of the foreclosure
property could not be completed before
the expiration of the grace period, the
necessity of the extension could be es-
tablished even though the trust had
made no effort to sell the property. For
another example, if the trust dem-
onstrates that due to a depressed real
estate market, it could not sell the
foreclosure property before the expira-
tion of the grace period except at a dis-
tress price, the necessity of an exten-
sion could be established even though
the trust had made no effort to sell the
property. The fact that property was
acquired as foreclosure property prior
to January 3, 1975 (the date of enact-
ment of section 856(e)), generally will
be considered as a factor (but not a
controlling factor) which tends to es-
tablish that an extension of the grace
period is necessary.

(3) Time for requesting an extension of
the grace period. A request for an exten-
sion of the grace period must be filed
with the appropriate district director
more than 60 days before the day on
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which the grace period would otherwise
expire. In the case of a grace period
which would otherwise expire before
August 6, 1976, a request for an exten-
sion will be considered to be timely
filed if filed on or before June 7, 1976.

(4) Information required. The request
for an extension of the grace period
shall identify the property with respect
to which the request is being made and
shall also include the following infor-
mation:

(i) The name, address, and taxpayer
identification number of the trust,

(i) The date the property was ac-
quired as foreclosure property by the
trust,

(iii) The taxable year of the trust in
which the property was acquired,

(iv) If the trust has been previously
granted an extension of the grace pe-
riod with respect to the property, a
statement to that effect (which shall
include the date on which the grace pe-
riod, as extended, expires) and a copy
of the information which accompanied
the request for the previous extension,

(v) A statement of the reasons why
the grace period should be extended,

(vi) A description of any efforts made
by the trust after the acquisition of the
property to dispose of the property or
to renegotiate any lease with respect
to the property, and

(vii) A description of any other fac-
tors which tend to establish that an ex-
tension of the grace period is necessary
for the orderly liquidation of the
trust’s interest in the property, or for
an orderly renegotiation of a lease or
leases of the property.

The trust shall also furnish any addi-
tional information requested by the
district director after the request for
extension is filed.

(6) Automatic extension. If a real es-
tate investment trust files a request
for an extension with the district direc-
tor more than 60 days before the expi-
ration of the grace period, the grace pe-
riod shall be considered to be extended
until the end of the 30th day after the
date on which the district director no-
tifies the trust by certified mail sent to
its last known address that the period
of extension requested by the trust is
not granted. For further guidance re-
garding the definition of last known
address, see §301.6212-2 of this chapter.
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In no event, however, shall the rule in
the preceding sentence extend the
grace period beyond the expiration of
(i) the period of extension requested by
the trust, or (ii) the 1-year period fol-
lowing the date that the grace period
(but for the automatic extension)
would expire. The date of the postmark
on the sender’s receipt is considered to
be the date of the certified mail for
purposes of this subparagraph. This
subparagraph does not apply, however,
if the date of the notification by cer-
tified mail described in the first sen-
tence is more than 30 days before the
date that the grace period (determined
without regard to this subparagraph)
expires. Moreover, this subparagraph
shall not operate to allow any period of
extension that is prohibited by the last
sentence of section 856(e)(3) (as in ef-
fect with respect to the particular ex-
tension).

(6) Extension of time for filing. If a real
estate investment trust fails to file the
request for an extension of the grace
period within the time provided in
paragraph (g)(3) of this section, then
the district director shall grant a rea-
sonable extension of time for filing
such request, provided (i) it is estab-
lished to the satisfaction of the district
director that there was reasonable
cause for failure to file the request
within the prescribed time and (ii) a re-
quest for such extension is filed within
such time as the district director con-
siders reasonable under the cir-
cumstances.

(7) Status of taxpayer. The reference
to ‘“‘real estate investment trust’” or
“trust” in this paragraph (g) shall be
considered to include a taxpayer that
is not a qualified real estate invest-
ment trust, if the taxpayer establishes
to the satisfaction of the district direc-
tor that its failure to be a qualified
real estate investment trust for the
taxable year was due to reasonable
cause and not due to willful neglect.
The principles of §1.856-7(c) and §1.856—
8(d) (including the principles relating
to expert advice) shall apply for deter-
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mining reasonable cause (and absence
of willful neglect) for this purpose.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11269, Feb. 6, 1981; 46 FR
15263, Mar. 5, 1981, as amended by T.D. 8939,
66 FR 2819, Jan. 12, 2001]

§1.856-7 Certain corporations, etc.,
that are considered to meet the
gross income requirements.

(a) In general. A corporation, trust, or
association which fails to meet the re-
quirements of paragraph (2) or (3) of
section 856(c), or of both such para-
graphs, for any taxable year neverthe-
less is considered to have satisfied
these requirements if the corporation,
trust, or association meets the require-
ments of subparagraphs (A), (B), and
(C) of section 856(c)(7) (relating to a
schedule attached to the return, the
absence of fraud, and reasonable
cause).

(b) Contents of the schedule. The
schedule required by subparagraph (A)
of section 856(c)(7) must contain a
breakdown, or listing, of the total
amount of gross income falling under
each of the separate subparagraphs of
section 856(c) (2) and (3). Thus, for ex-
ample, the real estate investment
trust, for purposes of listing its income
from the sources described in section
856(c)(2), would list separately the total
amount of dividends, the total amount
of interest, the total amount of rents
from real property, etc. The listing is
not required to be on a lease-by-lease,
loan-by-loan, or project-by-project
basis, but the real estate investment
trust must maintain adequate records
on such a basis with which to substan-
tiate each total amount listed in the
schedule.

(c) Reasonable cause—(1) In general.
The failure to meet the requirements
of paragraph (2) or (3) of section 856(c)
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(or of both paragraphs) will be consid-
ered due to reasonable cause and not
due to willful neglect if the real estate
investment trust exercised ordinary
business care and prudence in attempt-
ing to satisfy the requirements. Such
care and prudence must be exercised at
the time each transaction is entered
into by the trust. However, even if the
trust exercised ordinary business care
and prudence in entering into a trans-
action, if the trust later determines
that the transaction results in the re-
ceipt or accrual of nonqualified income
and that the amounts of such non-
qualified income, in the context of the
trust’s overall portfolio, reasonably
can be expected to cause a source-of-in-
come requirement to be failed, the
trust must use ordinary business care
and prudence in an effort to renego-
tiate the terms of the transaction, dis-
pose of property acquired or leased in
the transaction, or alter other ele-
ments of its portfolio. In any case, fail-
ure to meet an income source require-
ment will be considered due to willful
neglect and not due to reasonable
cause if the failure is willful and the
trust could have avoided such failure
by taking actions not inconsistent
with ordinary business care and pru-
dence. For example, if the trust enters
into a lease knowing that it will
produce nonqualified income which
reasonably can be expected to cause a
source-of-income requirement to be
failed, the failure is due to willful ne-
glect even if the trust has a legitimate
business purpose for entering into the
lease.

(2) Expert advice—({) In general. The
reasonable reliance on a reasoned,
written opinion as to the characteriza-
tion for purposes of section 856 of gross
income to be derived (or being derived)
from a transaction generally con-
stitutes ‘‘reasonable cause’ if income
from that transaction causes the trust
to fail to meet the requirements of
paragraph (2) or (3) of section 856(c) (or
of both paragraphs). The absence of
such a reasoned, written opinion with
respect to a transaction does not, by
itself, give rise to any inference that
the failure to meet a percentage of in-
come requirement was without reason-
able cause. An opinion as to the char-
acter of income from a transaction in-
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cludes an opinion pertaining to the use
of a standard form of transaction or
standard operating procedure in a case
where such standard form or procedure
is in fact used or followed.

(ii) If the opinion indicates that a
portion of the income from a trans-
action will be nonqualifed income, the
trust must still exercise ordinary busi-
ness care and prudence with respect to
the nonqualified income and determine
that the amount of that income, in the
context of its overall portfolio, reason-
ably cannot be expected to cause a
source-of-income requirement to be
failed. Reliance on an opinion is not
reasonable if the trust has reason to
believe that the opinion is incorrect
(for example, because the trust with-
holds facts from the person rendering
the opinion).

(iii) Reasomed written opinion. For
purposes of this subparagraph (2), a
written opinion means an opinion, in
writing, rendered by a tax advisor (in-
cluding house counsel) whose opinion
would be relied on by a person exer-
cising ordinary business care and pru-
dence in the circumstances of the par-
ticular transaction. A written opinion
is considered ‘‘reasoned’” even if it
reaches a conclusion which is subse-
quently determined to be incorrect, so
long as the opinion is based on a full
disclosure of the factual situation by
the real estate investment trust and is
addressed to the facts and law which
the person rendering the opinion be-
lieves to be applicable. However, an
opinion is not considered ‘‘reasoned’ if
it does nothing more than recite the
facts and express a conclusion.

(d) Application of section 856(c)(7) to
taxable years beginning before October 5,
1976. Pursuant to section 1608(b) of the
Tax Reform Act of 1976, paragraph (7)
of section 856(c) and this section apply
to a taxable year of a real estate in-
vestment trust which begins before Oc-
tober 5, 1976, only if as the result of a
determination occurring after October
4, 1976, the trust does not meet the re-
quirements of paragraph (2) or (3) of
section 856(c), or both paragraphs, as in
effect for the taxable year. The re-
quirement that the schedule described
in subparagraph (A) of section 856(c)(7)
be attached to the income tax return of
a real estate investment trust in order



Internal Revenue Service, Treasury

for section 856(c)(7) to apply is not ap-
plicable to taxable years beginning be-
fore October 5, 1976. For purposes of
section 1608(b) of the Tax Reform Act
of 1976 and this paragraph, the rules re-
lating to determinations prescribed in
section 860(e) and §1.860-2(b)(1) (other
than the second, third, and last sen-
tences of §1.860-2(b)(1)(ii)) shall apply.
However, a determination consisting of
an agreement between the taxpayer
and the district director (or other offi-
cial to whom authority to sign the
agreement is delegated) shall set forth
the amount of gross income for the
taxable year to which the determina-
tion applies, the amount of the 90 per-
cent and 75 percent source-of-income
requirements for the taxable year to
which the determination applies, and
the amount by which the real estate
investment trust failed to meet either
or both of the requirements. The agree-
ment shall also set forth the amount of
tax for which the trust is liable pursu-
ant to section 857(b)(5). The agreement
shall also contain a finding as to
whether the failure to meet the re-
quirements of paragraph (2) or (3) of
section 856(c) (or of both paragraphs)
was due to reasonable cause and not
due to willful neglect.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954); sec. 860(e) (92 Stat.
2849, 26 U.S.C. 860(e)); sec. 860(g) (92 Stat.
2850, 26 U.S.C. 860(g)))

[T.D. 7767, 46 FR 11274, Feb. 6, 1981, as amend-
ed by T.D. 7936, 49 FR 2106, Jan. 18, 1984]

§1.856-8 Revocation or termination of
election.

(a) Revocation of an election to be a
real estate investment trust. A corpora-
tion, trust, or association that has
made an election under section 856(c)(1)
to be a real estate investment trust
may revoke the election for any tax-
able year after the first taxable year
for which the election is effective. The
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revocation must be made by filing a
statement with the district director for
the internal revenue district in which
the taxpayer maintains its principal
place of business or principal office or
agency. The statement must be filed on
or before the 90th day after the first
day of the first taxable year for which
the revocation is to be effective. The
statement must be signed by an official
authorized to sign the income tax re-
turn of the taxpayer and must—

(1) Contain the name, address, and
taxpayer identification number of the
taxpayer,

(2) Specify the taxable year for which
the election was made, and

(3) Include a statement that the tax-
payer, pursuant to section 856(g)(2), re-
vokes its election under section
856(c)(1) to be a real estate investment
trust.

The revocation may be made only with
respect to a taxable year beginning
after October 4, 1976, and is effective
for the taxable year in which made and
for all succeeding taxable years. A rev-
ocation with respect to a taxable year
beginning after October 4, 1976, that is
filed before February 6, 1981, in the
time and manner prescribed in
§7.856(g)-1 of this chapter (as in effect
when the revocation was filed) is con-
sidered to meet the requirements of
this paragraph.

(b) Termination of election to be a real
estate investment trust. An election of a
corporation, trust, or association under
section 856(c)(1) to be a real estate in-
vestment trust shall terminate if the
corporation, trust, or association is not
a qualified real estate investment trust
for any taxable year (including the tax-
able year with respect to which the
election is made) beginning after Octo-
ber 4, 1976. (This election terminates
whether the failure to be a qualified
real estate investment trust is inten-
tional or inadvertent.) The term ‘‘tax-
able year’ includes a taxable year of
less than 12 months for which a return
is made under section 443. The termi-
nation of the election is effective for
the first taxable year beginning after
October 4, 1976, for which the corpora-
tion, trust, or association is not a
qualified real estate investment trust
and for all succeeding taxable years.
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(c) Restrictions on election after termi-
nation or revocation—(1) General rule.
Except as provided in paragraph (d) of
this section, if a corporation, trust, or
association has made an election under
section 856(c)(1) to be a real estate in-
vestment trust and the election has
been terminated or revoked under sec-
tion 856(g)(1) or (2), the corporation,
trust, or association (and any successor
corporation, trust, or association) is
not eligible to make a new election
under section 856(c)(1) for any taxable
year prior to the fifth taxable year
which begins after the first taxable
year for which the termination or rev-
ocation is effective.

(2) Successor corporation. The term
‘‘successor corporation, trust, or asso-
ciation”, as used in section 856(g)(3),
means a corporation, trust, or associa-
tion which meets both a continuity of
ownership requirement and a con-
tinuity of assets requirement with re-
spect to the corporation, trust, or asso-
ciation whose election has been termi-
nated under section 856(g)(1) or revoked
under section 856(g)(2). A corporation,
trust, or association meets the con-
tinuity of ownership requirement only
if at any time during the taxable year
the persons who own, directly or indi-
rectly, 50 percent or more in value of
its outstanding shares owned, at any
time during the first taxable year for
which the termination or revocation
was effective, 50 percent or more in
value of the outstanding shares of the
corporation, trust, or association
whose election has been terminated or
revoked. A corporation, trust, or asso-
ciation meets the continuity of assets
requirement only if either (i) a sub-
stantial portion of its assets were as-
sets of the corporation, trust, or asso-
ciation whose election has been re-
voked or terminated, or (ii) it acquires
a substantial portion of the assets of
the corporation, trust, or association
whose election has been terminated or
revoked.

(3) Effective date. Section 856(g)(3)
does not apply to the termination of an
election that was made by a taxpayer
pursuant to section 856(c)(1) on or be-
fore October 4, 1976, unless the tax-
payer is a qualified real estate invest-
ment trust for a taxable year ending
after October 4, 1976, for which the pre-
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October 5, 1976, election is in effect.
For example, assume that Trust X, a
calendar year taxpayer, files a timely
election under section 856(c)(1) with re-
spect to its taxable year 1974, and is a
qualified real estate investment trust
for calendar years 1974 and 1975. As-
sume further that Trust X is not a
qualified real estate investment trust
for 1976 and 1977 because it willfully
fails to meet the asset diversification
requirements of section 856(c)(5) for
both years. The failure (whether or not
willful) to meet these requirements in
1977 terminates the election to be a
real estate investment trust made with
respect to 1974. (See paragraph (b) of
this section.) The termination is effec-
tive for 1977 and all succeeding taxable
years. However, under section 1608(d)(3)
of the Tax Reform Act of 1976, Trust X
is not prohibited by section 856(g)(3)
from making a new election under sec-
tion 856(c)(1) with respect to 1978.

(d) Ezxceptions— Section 856(g)(4) pro-
vides an exception to the general rule
of section 856(g)(3) that the termi-
nation of an election to be a real estate
investment trust disqualifies the cor-
poration, trust, or association from
making a new election for the 4 taxable
years following the first taxable year
for which the termination is effective.
This exception applies where the cor-
poration, trust, or association meets
the requirements of section
856(g2)(4)(A), (B) and (C) (relating to the
timely filing of a return, the absence of
fraud, and reasonable cause, respec-
tively) for the taxable year with re-
spect to which the termination of elec-
tion occurs. In order to meet the re-
quirements of section 856(g)(4)(C), the
corporation, trust, or association must
establish, to the satisfaction of the dis-
trict director for the internal revenue
district in which the corporation,
trust, or association maintains its
principal place of business or principal
office or agency, that its failure to be
a qualified real estate investment trust
for the taxable year in question was
due to reasonable cause and not due to
willful neglect. The principles of
§1.856-7(c) (including the principles re-
lating to expert advice) will apply in
determining whether, for purposes of
section 856(g)(4), the failure of a cor-
poration, trust, or association to be a
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qualified real estate investment trust
for a taxable year was due to reason-
able cause and not due to willful ne-
glect. Thus, for example, the corpora-
tion, trust, or association must exer-
cise ordinary business care and pru-
dence in attempting to meet the status
conditions of section 856(a) and the dis-
tribution and recordkeeping require-
ments of section 857(a), as well as the
gross income requirements of section
8566(c). The provisions of section
856(g)(4) do not apply to a taxable year
in which the corporation, trust, or as-
sociation makes a valid revocation,
under section 856(g)(2), of an election to
be a real estate investment trust.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11275, Feb. 6, 1981; 46 FR
15263, Mar. 5, 1981]

U.
26 U.S.
26 U.S.
U.

§1.856-9 Treatment of certain quali-
fied REIT subsidiaries.

(a) In general. A qualified REIT sub-
sidiary, even though it is otherwise not
treated as a corporation separate from
the REIT, is treated as a separate cor-
poration for purposes of:

(1) Federal tax liabilities of the
qualified REIT subsidiary with respect
to any taxable period for which the
qualified REIT subsidiary was treated
as a separate corporation.

(2) Federal tax liabilities of any
other entity for which the qualified
REIT subsidiary is liable.

(3) Refunds or credits of Federal tax.

(b) Examples. The following examples
illustrate the application of paragraph
(a) of this section:

Example 1. X, a calendar year taxpayer, is
a domestic corporation 100 percent of the
stock of which is acquired by Y, a real estate
investment trust, in 2002. X was not a mem-
ber of a consolidated group at any time dur-
ing its taxable year ending in December 2001.
Consequently, X is treated as a qualified
REIT subsidiary under the provisions of sec-
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tion 856(i) for 2002 and later periods. In 2004,
the Internal Revenue Service (IRS) seeks to
extend the period of limitations on assess-
ment for X’s 2001 taxable year. Because X
was treated as a separate corporation for its
2001 taxable year, X is the proper party to
sign the consent to extend the period of limi-
tations.

Example 2. The facts are the same as in Ex-
ample 1, except that upon Y’s acquisition of
X, Y and X jointly elect under section 856(1)
to treat X as a taxable REIT subsidiary of Y.
In 2003, Y and X jointly revoke that election.
Consequently, X is treated as a qualified
REIT subsidiary under the provisions of sec-
tion 856(i) for 2003 and later periods. In 2004,
the IRS determines that X miscalculated and
underreported its income tax liability for
2001. Because X was treated as a separate
corporation for its 2001 taxable year, the de-
ficiency may be assessed against X and, in
the event that X fails to pay the liability
after notice and demand, a general tax lien
will arise against all of X’s property and
rights to property.

Example 3. X is a qualified REIT subsidiary
of Y under the provisions of section 856(i). In
2001, Z, a domestic corporation that reports
its taxes on a calendar year basis, merges
into X in a state law merger. Z was not a
member of a consolidated group at any time
during its taxable year ending in December
2000. Under the applicable state law, X is the
successor to Z and is liable for all of Z’s
debts. In 2004, the IRS seeks to extend the
period of limitations on assessment for Z’s
2000 taxable year. Because X is the successor
to Z and is liable for Z’s 2000 taxes that re-
main unpaid, X is the proper party to sign
the consent to extend the period of limita-
tions.

(c) Effective date. This section applies
on or after April 1, 2004.

[T.D. 9183, 70 FR 9221, Feb. 25, 2005]

§1.857-1 Taxation of real estate invest-
ment trusts.

(a) Requirements applicable thereto.
Section 857(a) denies the application of
the provisions of part II, subchapter M,
chapter 1 of the Code (other than sec-
tions 856(g), relating to the revocation
or termination of an election, and
857(d), relating to earnings and profits)
to a real estate investment trust for a
taxable year unless—

(1) The deduction for dividends paid
for the taxable year as defined in sec-
tion 561 (computed without regard to
capital gain dividends) equals or ex-
ceeds the amount specified in section
857(a)(1), as in effect for the taxable
year; and
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(2) The trust complies for such tax-
able year with the provisions of §1.857-
8 (relating to records required to be
maintained by a real estate investment
trust).

See section 858 and §1.858-1, relating to
dividends paid after the close of the
taxable year.

(b) Failure to qualify. If a real estate
investment trust does not meet the re-
quirements of section 857(a) and para-
graph (a) of this section for the taxable
year, it will, even though it may other-
wise be classified as a real estate in-
vestment trust, be taxed in such year
as an ordinary corporation and not as a
real estate investment trust. In such
case, none of the provisions of part II
of subchapter M (other than sections
856(g) and 857(d)) will be applicable to
it. For the rules relating to the appli-
cability of sections 856(g) and 857(d),
see §1.857-7.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(b)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4087, Apr. 28, 1962, as amend-
ed by T.D. 7767, 46 FR 11277, Feb. 6, 1981]

§1.857-2 Real estate investment trust
taxable income and net capital
gain.

(a) Real estate investment trust taxable
income. Section 857(b)(1) imposes a
nominal tax and surtax, computed at
the rates and in the manner prescribed
in section 11, on the ‘‘real estate in-
vestment trust taxable income”’, as de-
fined in section 857(b)(2). Section
857(b)(2) requires certain adjustments
to be made to convert taxable income
of the real estate investment trust to
‘“‘real estate investment trust taxable
income”. The adjustments are as fol-
lows:

(1) Net capital gain. In the case of tax-
able years ending before October 5,
1976, the net capital gain, if any, is ex-
cluded.
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(2) Special deductions disallowed. The
special deductions provided in part
VIII, subchapter B, chapter 1 of the
Code (except the deduction under sec-
tion 248) are not allowed.

(3) Deduction for dividends paid—(i)
General rule. The deduction for divi-
dends paid (as defined in section 561) is
allowed. In the case of taxable years
ending before October 5, 1976, the de-
duction for dividends paid is computed
without regard to capital gains divi-
dends.

(i1) Deduction for dividends paid if
there is net income from foreclosure prop-
erty. If for any taxable year the trust
has net income from foreclosure prop-
erty (as defined in section 857(b)(4)(B)
and §1.857-3), the deduction for divi-
dends paid is an amount equal to the
amount which bears the same propor-
tion to the total dividends paid or con-
sidered as paid during the taxable year
that otherwise meet the requirements
for the deduction for dividends paid (as
defined in section 561) as the real es-
tate investment trust taxable income
(determined without regard to the de-
duction for dividends paid) bears to the
sum of—

(A) The real estate investment trust
taxable income (determined without
regard to the deduction for dividends
paid), and

(B) The amount by which the net in-

come from foreclosure property ex-
ceeds the tax imposed on such income
by section 857(b)(4)(A).
For purposes of the preceding sentence,
the term ‘‘total dividends paid or con-
sidered as paid during the taxable
year’” includes deficiency dividends
paid with respect to the taxable year
that are not otherwise excluded under
this subdivision or section 857(b)(3)(A).
The term, however, does not include ei-
ther deficiency dividends paid during
the taxable year with respect to a pre-
ceding taxable year ending before Octo-
ber 5, 1976, capital gains dividends.

(iii) Deduction for dividends paid for
purposes of the alternative tax. The rules
in section 857(b)(3)(A) apply in deter-
mining the amount of the deduction for
dividends paid that is taken into ac-
count in computing the alternative
tax. Thus, for example, if a real estate
investment trust has net income from
foreclosure property for a taxable year
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ending after October 4, 1976, then for
purposes of determining the partial tax
described in section 857(b)(3)(A)(1), the
amount of the deduction for dividends
paid is computed pursuant to para-
graph (a)(3)(ii) of this section, except
that capital gains dividends are ex-
cluded from the dividends paid or con-
sidered as paid during the taxable year,
and the net capital gain is excluded in
computing real estate investment trust
taxable income.

(4) Section 443(b) disregarded. The tax-
able income is computed without re-
gard to section 443(b). Thus, the tax-
able income for a period of less than 12
months is not placed on an annual
basis even though the short taxable
year results from a change of account-
ing period.

(5) Net operating loss deduction. In the
case of a taxable year ending before Oc-
tober b, 1976, the net operating loss de-
duction provided in section 172 is not
allowed.

(6) Net income from foreclosure prop-
erty. An amount equal to the net in-
come from foreclosure property (as de-
fined in section 857(b)(4)(B) and para-
graph (a) of §1.857-3), if any, is ex-
cluded.

() Tax imposed by section 857(b)(5). An
amount equal to the tax (if any) im-
posed on the trust by section 857(b)(5b)
for the taxble year is excluded.

(8) Net income or loss from prohibited
transactions. An amount equal to the
amount of any net income derived from
prohibited transactions (as defined in
section 857(b)(6)(B)(1)) is excluded. On
the other hand, an amount equal to
amount of any net loss derived from
prohibited transactions (as defined in
section 857(b)(6)(B)(ii)) is included. Be-
cause the amount of the net loss de-
rived from prohibited transactions is
taken into account in computing tax-
able income before the adjustments re-
quired by section 857(b)(2) and this sec-
tion are made, the effect of including
an amount equal to the amount of the
loss is to disallow a deduction for the
loss.

(b) Net capital gain in taxable years
ending October 5, 1976. The rules relat-
ing to the taxation of capital gains in
26 CFR 1.857-2(b) (revised as of April 1,
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1977) apply to taxable years ending be-
fore October 5, 1976.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11277, Feb. 6, 1981]

S.
S.

§1.857-3 Net income from foreclosure
property.

(a) In general. For purposes of section
857(b)(40(B), net income from fore-
closure property means the aggregate
of—

(1) All gains and losses from sales or
other dispositions of foreclosure prop-
erty described in section 1221(1), and,

(2) The difference (hereinafter called
“net gain or loss from operations’) be-
tween (i) the gross income derived from
foreclosure property (as defined in sec-
tion 856(e)) to the extent such gross in-
come is not described in subparagraph
(A), (B), (C), (D), (B), or (G) of section
856(c)(3), and (ii) the deductions al-
lowed by chapter 1 of the Code which
are directly connected with the produc-
tion of such gross income.

Thus, the sum of the gains and losses
from sales or other dispositions of fore-
closure property described in section
1221(1) is aggregated with the net gain
or loss from operations in arriving at
net income from foreclosure property.
For example, if for a taxable year a
real estate investment trust has gain
of $100 from the sale of an item of fore-
closure property described in section
1221(1), a loss of $50 from the sale of an
item of foreclosure property described
in section 1221(1), gross income of $25
from the rental of foreclosure property
that is not gross income described in
subparagraph (A), (B), (C), (D), or (G) of
section 8566(c)(3), and deductions of $35
allowed by chapter 1 of the Code which
are directly connected with the produc-
tion of the rental income, the net in-
come from foreclosure property for the
taxable years is $40
(($100 — $50)+($25 — $35)).
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(b) Directly connected deductions. A de-
duction which is otherwise allowed by
chapter 1 of the Code is ‘‘directly con-
nected” with the production of gross
income from the foreclosure property if
it has a proximate and primary rela-
tionship to the earning of the income.
Thus, in the case of gross income from
real property that is foreclosure prop-
erty, ‘‘directly connected’ deductions
would include depreciation on the prop-
erty, interest paid or accrued on the in-
debtedness of the trust (whether or not
secured by the property) to the extent
attributable to the carrying of the
property, real estate taxes, and fees
paid to an independent contractor
hired to manage the property. On the
other hand, general overhead and ad-
ministrative expenses of the trust are
not ‘‘directly connected’” deductions.
Thus, salaries of officers and other ad-
ministrative employees of the trust are
not ‘‘directly connected’” deductions.
The net operating loss deduction pro-
vided by section 172 is not allowed in
computing net income from foreclosure
property.

(c) Net loss from foreclosure property.
The tax imposed by section 857(b)(4) ap-
plies only if there is net income from
foreclosure property. If there is a net
loss from foreclosure property (that is,
if the aggregate computed under para-
graph (a) of this section results in a
negative amount) the loss is taken into
account in computing real estate in-
vestment trust taxable income under
section 857(b)(2).

(d) Gross income not subject to taxr on
foreclosure property. If the gross income
derived from foreclosure property con-
sists of two classes, a deduction di-
rectly connected with the production
of both classes (including interest at-
tributable to the carrying of the prop-
erty) must be apportioned between
them. The two classes are:

(1) Gross income which is taken into
account in computing net income from
foreclosure property and

(2) Other income (such as income de-
scribed in subparagraph (A), (B), (C),
(D), or (G) of section 856(c)(3)).

The apportionment may be made on
any reasonable basis.

(e) Allocation and apportionment of in-
terest. For purposes of determining the
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amount of interest attributable to the
carrying of foreclosure property under
paragraph (b) of this section, the fol-
lowing rules apply:

(1) Deductible interest. Interest is
taken into account under this para-
graph (e) only if it is otherwise deduct-
ible under chapter 1 of the Code.

(2) Interest specifically allocated to
property. Interest that is specifically
allocated to an item of property is at-
tributable only to the carrying of that
property. Interest is specifically allo-
cated to an item of property if (i) the
indebtedness on which the interest is
paid or accrued is secured only by that
property, (ii) such indebtedness was
specifically incurred for the purpose of
purchasing, constructing, maintaining,
or improving that property, and (iii)
the proceeds of the borrowing were ap-
plied for that purpose.

(3) Other interest. Interest which is
not specifically allocated to property is
apportioned between foreclosure prop-
erty and other property under the prin-
ciples of §1.861-8(e)(2)(V).

(4) Effective date. The rules in this
paragraph (e) are mandatory for all
taxable years ending after February 6,
1981.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11277, Feb. 6, 1981]

§1.857-4 Tax imposed by reason of the
failure to meet certain source-of-in-
come requirements.

Section 857(b)(6) imposes a tax on a
real estate investment trust that is
considered, by reason of section
856(c)(7), as meeting the source-of-in-
come requirements of paragraph (2) or
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(3) of section 856(c) (or both such para-
graphs). The amount of the tax is de-
termined in the manner prescribed in
section 857(b)(5).

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(£)(2) (90 Stat. 1751; 26
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11278, Feb. 2, 1981]

§1.857-5 Net income and loss from
prohibited transactions.

(a) In general. Section 857(b)(6) im-
poses, for each taxable year, a tax
equal to 100 percent of the net income
derived from prohibited transactions. A
prohibited transaction is a sale or
other disposition of property described
in section 1221(1) that is not foreclosure
property. The 100-percent tax is im-
posed to preclude a real estate invest-
ment trust from retaining any profit
from ordinary retailing activities such
as sales to customers of condominium
units or subdivided lots in a develop-
ment tract. In order to prevent a trust
from receiving any tax benefit from
such activities, a net loss from prohib-
ited transactions effectively is dis-
allowed in compting real estate invest-
ment trust taxable income. See §1.857—
2(a)(8). Such loss, however, does reduce
the amount which a trust is required to
distribute as dividends. For purposes of
applying the provisions of the Code,
other than those provisions of part II
of subchapter M which relate to prohib-
ited transactions, no inference is to be
drawn from the fact that a type of
transaction does not constitute a pro-
hibited transaction.

(b) Special rules. In determining
whether a particular transaction con-
stitutes a prohibited transaction, the
activities of a real estate investment
trust with respect to foreclosure prop-
erty and its sales of such property are
disregarded. Also, if a real estate in-
vestment trust enters into a purchase
and leaseback of real property with an
option in the seller-lessee to repur-
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chase the property at the end of the
lease period, and the seller exercises
the option pursuant to its terms, in-
come from the sale generally will not
be considered to be income from a pro-
hibited transaction solely because the
purchase and leaseback was entered
into with an option in the seller to re-
purchase and because the option was
exercised pursuant to its terms. Other
facts and circumstances, however, may
require a conclusion that the property
is held primarily for sale to customers
in the ordinary course of a trade or
business. Gain from the sale or other
disposition of property described in
section 1221(1) (other than foreclosure
property) that is included in gross in-
come for a taxable year of a qualified
real estate investment trust con-
stitutes income from a prohibited
transaction, even though the sale or
other disposition from which the gain
is derived occurred in a prior taxable
year. For example, if a corporation
that is a qualified real estate invest-
ment trust for the current taxable year
elected to report the income from the
sale of an item of section 1221(1) prop-
erty (other than foreclosure property)
on the installment method of reporting
income, the gain from the sale that is
taken into income by the real estate
investment trust for the current tax-
able year is income from a prohibited
transaction. This result follows even
though the sale occurred in a prior tax-
able year for which the corporation did
not qualify as a real estate investment
trust. On the other hand, if the gain is
taken into income in a taxable year for
which the taxpayer is not a qualifed
real estate investment trust, the 100-
percent tax does not apply.

(c) Net income or loss from prohibited
transactions. Net income or net loss
from prohibited transactions is deter-
mined by aggregating all gains from
the sale or other disposition of prop-
erty (other than foreclosure property)
described in section 1221(1) with all
losses from the sale or other disposi-
tion of such property. Thus, for exam-
ple, if a real estate investment trust
sells two items of property described in
section 1221(1) (other than foreclosure
property) and recognizes a gain of $100
on the sale of one item and a loss of $40
on the sale of the second item, the net
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income from prohibited transactions
will be $60.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856()(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 7767, 46 FR 11278, Feb. 6, 1981]

§1.857-6 Method of taxation of share-
holders of real estate investment
trusts.

(a) Ordinary income. Except as other-
wise provided in paragraph (b) of this
section (relating to capital gains), a
shareholder receiving dividends from a
real estate investment trust shall in-
clude such dividends in gross income
for the taxable year in which they are
received. See section 858(b) and para-
graph (c) of §1.858-1 for treatment by
shareholders of dividends paid by a real
estate investment trust after the close
of its taxable year in the case of an
election under section 858(a).

(b) Capital gains. Under section
857(b)(3)(B), shareholders of a real es-
tate investment trust who receive cap-
ital gain dividends (as defined in para-
graph (e) of this section), in respect of
the capital gains of a corporation,
trust, or association for a taxable year
for which it is taxable under part II of
subchapter M as a real estate invest-
ment trust, shall treat such capital
gain dividends as gains from the sale or
exchange of capital assets held for
more than 1 year (6 months for taxable
years beginning before 1977; 9 months
for taxable years beginning in 1977) and
realized in the taxable year of the
shareholder in which the dividend was
received. In the case of dividends with
respect to any taxable year of a real es-
tate investment trust ending after De-
cember 31, 1969, and beginning before
January 1, 1975, the portion of a share-
holder’s capital gain dividend which in
his hands is gain to which section
1201(d) (1) or (2) applies is the portion
so designated by the real estate invest-
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ment trust pursuant to paragraph (e)(2)
of this section.

(c) Special treatment of loss on the sale
or exchange of real estate investment trust
stock held less than 31 days—(1) In gen-
eral. Under section 857(b)(7), if any per-
son with respect to a share of real es-
tate investment trust stock held for a
period of less than 31 days, is required
by section 857(b)(3)(B) to include in
gross income as a gain from the sale or
exchange of a capital asset held for
more than 1 year (6 months for taxable
years beginning before 1977; 9 months
for taxable years beginning in 1977) the
amount of a capital gains dividend,
then such person shall, to the extent of
such amount, treat any loss on the sale
or exchange of such share as a loss
from the sale or exchange of a capital
asset held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977).

(2) Determination of holding period.
The rules contained in section 246(c)(3)
(relating to the determination of hold-
ing periods for purposes of the deduc-
tion for dividends received) shall be ap-
plied in determining whether, for pur-
poses of section 857(b)(7)(B) and this
paragraph, a share of real estate in-
vestment trust stock has been held for
a period of less than 31 days. In apply-
ing those rules, however, ‘30 days”
shall be substituted for the number of
days specified in subparagraph (B) of
such section.

(3) Illustration. The application of sec-
tion 857(b)(7) and this paragraph may
be illustrated by the following exam-
ple:

Example. On December 15, 1961, A purchased
a share of stock in the S Real Estate Invest-
ment Trust for $20. The S trust declared a
capital gains dividend of $2 per share to
shareholders of record on December 31, 1961.
A, therefore, received a capital gain dividend
of $2 which, pursuant to section 857(b)(3)(B),
he must treat as a gain from the sale or ex-
change of a capital asset held for more than
six months. On January 5, 1962, A sold his
share of stock in the S trust for $17.50, which
sale resulted in a loss of $2.50. Under section
857(b)(4) and this paragraph, A must treat $2
of such loss (an amount equal to the capital
gain dividend received with respect to such
share of stock) as a loss from the sale or ex-
change of a capital asset held for more than
six months.
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(d) Dividend received credit, exclusion,
and deduction not allowed. Any dividend
received from a real estate investment
trust which, for the taxable year to
which the dividend relates, is a quali-
fied real estate investment trust, shall
not be eligible for the dividend received
credit (for dividends received on or be-
fore December 31, 1964) under section
34(a), the dividend received exclusion
under section 116, or the dividend re-
ceived deduction under section 243.

(e) Definition of capital gain dividend.
(1)(i) A capital gain dividend, as de-
fined in section 857(b)(3)(C), is any divi-
dend or part thereof which is des-
ignated by a real estate investment
trust as a capital gain dividend in a
written notice mailed to its share-
holders within the period specified in
section 857(b)(3)(C) and paragraph (f) of
this section. If the aggregate amount
so designated with respect to the tax-
able year (including capital gain divi-
dends paid after the close of the tax-
able year pursuant to an election under
section 858) is greater than the net cap-
ital gain of the taxable year, the por-
tion of each distribution which shall be
a capital gain dividend shall be only
that proportion of the amount so des-
ignated which such excess of the net
long-term capital gain over the net
short-term capital loss bears to the ag-
gregate of the amount so designated.
For example, a real estate investment
trust making its return on the cal-
endar year basis advised its share-
holders by written notice mailed De-
cember 30, 1961, that $200,000 of a dis-
tribution of $500,000 made December 15,
1961, constituted a capital gain divi-
dend, amounting to $2 per share. It was
later discovered that an error had been
made in determining the net capital
gain of the taxable year and the net
capital gain was $100,000 instead of
$200,000. In such case, each shareholder
would have received a capital gain divi-
dend of $1 per share instead of $2 per
share.

(ii) For purposes of section
857(b)(3)(C) and this paragraph, the net
capital gain for a taxable year ending
after October 4, 1976, is deemed not to
exceed the real estate investment trust
taxable income determined by taking
into account the net operating loss de-
duction for the taxable year but not
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the deduction for dividends paid. See
example 2 in §1.172-5(a)(4).

(2) In the case of capital gain divi-
dends designated with respect to any
taxable year of a real estate invest-
ment trust ending after December 31,
1969, and beginning before January 1,
1975 (including capital gain dividends
paid after the close of the taxable year
pursuant to an election under section
858), the real estate investment trust
must include in its written notice des-
ignating the capital gain dividend a
statement showing the shareholder’s
proportionate share of such dividend
which is gain described in section
1201(d)(1) and his proportionate share of
such dividend which is gain described
in section 1201(d)(2). In determining the
portion of the capital gain dividend
which, in the hands of a shareholder, is
gain described in section 1201(d) (1) or
(2), the real estate investment trust
shall consider that capital gain divi-
dends for a taxable year are first made
from its long-term capital gains which
are not described in section 1201(d) (1)
or (2), to the extent thereof, and then
from its long-term capital gains for
such year which are described in sec-
tion 1201(d) (1) or (2). A shareholder’s
proportionate share of gains which are
described in section 1201(d)(1) is the
amount which bears the same ratio to
the amount paid to him as a capital
gain dividend in respect of such year as
(i) the aggregate amount of the trust’s
gains which are described in section
1201(d)(1) and paid to all shareholders
bears to (ii) the aggregate amount of
the capital gain dividend paid to all
shareholders in respect of such year. A
shareholder’s proportionate share of
gains which are described in section
1201(d)(2) shall be determined in a simi-
lar manner. Every real estate invest-
ment trust shall keep a record of the
proportion of each capital gain divided
(to which this subparagraph applies)
which is gain described in section
1201(d) (1) or (2).

(f) Mailing of written notice to share-
holders—(1) General rule. Except as pro-
vided in paragraph (f)(2) of this section,
the written notice designating a divi-
dend or part thereof as a capital gain
dividend must be mailed to the share-
holders not later than 30 days after the



§1.857-7

close of the taxable year of the real es-
tate investment trust.

(2) Net capital gain resulting from a de-
termination. If, as a result of a deter-
mination (as defined in section 860(e)),
occurring after October 4, 1976, there is
an increase in the amount by which the
net capital gain exceeds the deduction
for dividends paid (determined with
reference to capital gains dividends
only) for the taxable year, then a real
estate investment trust may designate
a dividend (or part thereof) as a capital
gain dividend in a written notice
mailed to its shareholders at any time
during the 120-day period immediately
following the date of the determina-
tion. The designation may be made
with respect to a dividend (or part
thereof) paid during the taxable year to
which the determination applies (in-
cluding a dividend considered as paid
during the taxable year pursuant to
section 858). A deficiency dividend (as
defined in section 860(f)), or a part
thereof, that is paid with respect to the
taxable year also may be designated as
a capital gain dividend by the real es-
tate investment trust (or by the ac-
quiring corporation to which section
381(c)(25) applies) before the expiration
of the 120-day period immediately fol-
lowing the determination. However,
the aggregate amount of the dividends
(or parts thereof) that may be des-
ignated as capital gain dividends after
the date of the determination shall not
exceed the amount of the increase in
the excess of the net capital gain over
the deduction for dividends paid (deter-
mined with reference to capital gains
dividends only) that results from the
determination. The date of a deter-
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mination shall be established in ac-
cordance with §1.860-2(b)(1).

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954); sec. 860(e) (92 Stat.
2849, 26 U.S.C. 860(e)); sec. 860(g) (92 Stat.
2850, 26 U.S.C. 860(g)))

[T.D. 6598, 27 FR 4088, Apr. 28, 1962, as amend-
ed by T.D. 6777, 29 FR 17809, Dec. 16, 1964;
T.D. 7337, 39 FR 44974, Dec. 30, 1974; T.D. 7728,
45 FR 72650, Nov. 3, 1980. Redesignated and
amended by T.D. 7767, 46 FR 11277, 11279, and
11283, Feb. 6, 1981; T.D. 7936, 49 FR 2107, Jan.
18, 1984; T.D. 8107, 51 FR 43347, Dec. 2, 1986]

S.
S.

§1.857-7 Earnings and profits of a real
estate investment trust.

(a) Any real estate investment trust
whether or not such trust meets the re-
quirements of section 857(a) and para-
graph (a) of §1.857-1 for any taxable
year beginning after December 31, 1960
shall apply paragraph (b) of this sec-
tion in computing its earnings and
profits for such taxable year.

(b) In the determination of the earn-
ings and profits of a real estate invest-
ment trust, section 857(d) provides that
such earnings and profits for any tax-
able year (but not the accumulated
earnings and profits) shall not be re-
duced by any amount which is not al-
lowable as a deduction in computing
its taxable income for the taxable year.
Thus, if a trust would have had earn-
ings and profits of $500,000 for the tax-
able year except for the fact that it had
a net capital loss of $100,000, which
amount was not deductible in deter-
mining its taxable income, its earnings
and profits for that year if it is a real
estate investment trust would be
$500,000. If the real estate investment
trust had no accumulated earnings and
profits at the beginning of the taxable
year, in determining its accumulated
earnings and profits as of the beginning
of the following taxable year, the earn-
ings and profits for the taxable year to
be considered in such computation
would amount to $400,000 assuming
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that there had been no distribution
from such earnings and profits. If dis-
tributions had been made in the tax-
able year in the amount of the earnings
and profits then available for distribu-
tion, $500,000, the trust would have as
of the beginning of the following tax-
able year neither accumulated earn-
ings and profits nor a deficit in accu-
mulated earnings and profits, and
would begin such year with its paid-in
capital reduced by $100,000, an amount
equal to the excess of the $500,000 dis-
tributed over the $400,000 accumulated
earnings and profits which would oth-
erwise have been carried into the fol-
lowing taxable year. For purposes of
section 857(d) and this section, if an
amount equal to any net loss derived
from prohibited transactions is in-
cluded in real estate investment trust
taxable income pursuant to section
857(b)(2)(F'), that amount shall be con-
sidered to be an amount which is not
allowable as a deduction in computing
taxable income for the taxable year.
The earnings and profits for the tax-
able year (but not the accumulated
earnings and profits) shall not be con-
sidered to be less than (i) in the case of
a taxable year ending before October 5,
1976, the amount (if any) of the net cap-
ital gain for the taxable year, or (ii) in
the case of a taxable year ending after
December 31, 1973, the amount (if any),
of the excess of the net income from
foreclosure property for the taxable
year over the tax imposed thereon by
section 857(b)(4)(A).

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4088, Apr. 28, 1962. Redesig-
nated and amended by T.D. 7767, 46 FR 11277
and 11279, Feb. 6, 1981]

§1.857-8 Records to be kept by a real
estate investment trust.

(a) In general. Under section 857(a)(2)
a real estate investment trust is re-

85

§1.857-8

quired to keep such records as will dis-
close the actual ownership of its out-
standing stock. Thus, every real estate
investment trust shall maintain in the
internal revenue district in which it is
required to file its income tax return
permanent records showing the infor-
mation relative to the actual owners of
its stock contained in the written
statements required by this section to
be demanded from its shareholders.
Such records shall be kept at all times
available for inspection by any internal
revenue officer or employee, and shall
be retained so long as the contents
thereof may become material in the
administration of any internal revenue
law.

(b) Actual owner of stock. The actual
owner of stock of a real estate invest-
ment trust is the person who is re-
quired to include in gross income in his
return the dividends received on the
stock. Generally, such person is the
shareholder of record of the real estate
investment trust. However, where the
shareholder of record is not the actual
owner of the stock, the stockholding
record of the real estate investment
trust may not disclose the actual own-
ership of such stock. Accordingly, the
real estate investment trust shall de-
mand written statements from share-
holders of record disclosing the actual
owners of stock as required in para-
graph (d) of this section.

(c) Stock ownership for personal hold-
ing company determination. For the pur-
pose of determining under section
856(a)(6) whether a trust, claiming to
be a real estate investment trust, is a
personal holding company, the perma-
nent records of the trust shall show the
maximum number of shares of the
trust (including the number and face
value of securities convertible into
stock of the trust) to be considered as
actually or constructively owned by
each of the actual owners of any of its
stock at any time during the last half
of the trust’s taxable year, as provided
in section 544.

(d) Statements to be demanded from
shareholders. The information required
by paragraphs (b) and (c) of this section
shall be set forth in written statements
which shall be demanded from share-
holders of record as follows:
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(1) In the case of a trust having 2,000
or more shareholders of record of its
stock on any dividend record date,
from each record holder of 5 percent or
more of its stock; or

(2) In the case of a trust having less
than 2,000 and more than 200 share-
holders of record of its stock on any
dividend record date, from each record
holder of 1 percent or more of its stock;
or

(3) In the case of a trust having 200 or
less shareholders of record of its stock
on any dividend record date, from each
record holder of one-half of 1 percent or
more of its stock.

(e) Demands for statements. The writ-
ten statements from shareholders of
record shall be demanded by the real
estate investment trust in accordance
with paragraph (d) of this section with-
in 30 days after the close of the real es-
tate investment trust’s taxable year
(or before June 1, 1962, whichever is
later). When making demand for such
written statements, the trust shall in-
form each such shareholder of his duty
to submit at the time he files his in-
come tax return (or before July 1, 1962,
whichever is later) the statements
which are required by §1.857-9 if he
fails or refuses to comply with such de-
mand. A list of the persons failing or
refusing to comply in whole or in part
with the trust’s demand for statements
under this section shall be maintained
as a part of the trust’s records required
by this section. A trust which fails to
keep such records to show, to the ex-
tent required by this section, the ac-
tual ownership of its outstanding stock
shall be taxable as an ordinary cor-
poration and not as a real estate in-
vestment trust.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4088, Apr. 28, 1962. Redesig-
nated and amended by T.D. 7767, 46 FR 11277
and 11279, Feb. 6, 1981]

U.
26 U.S.
26 U.S.
U.
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§1.857-9 Information required in re-
turns of shareholders.

(a) In general. Any person who fails or
refuses to submit to a real estate in-
vestment trust the written statements
required under §1.857-8 to be demanded
by such trust from its shareholders of
record shall submit at the time he files
his income tax return for his taxable
yvear which ends with, or includes, the
last day of the trust’s taxable year (or
before July 1, 1962, whichever is later)
a statement setting forth the informa-
tion required by this section.

(b) Information required—(1) Share-
holder of record not actual owner. In the
case of any person holding shares of
stock in any trust claiming to be a real
estate investment trust who is not the
actual owner of such stock, the name
and address of each actual owner, the
number of shares owned by each actual
owner at any time during such person’s
taxable year, and the amount of divi-
dends belonging to each actual owner.

(2) Actual owner of shares. In the case
of an actual owner of shares of stock in
any trust claiming to be a real estate
investment trust—

(i) The name and address of each such
trust, the number of shares actually
owned by him at any and all times dur-
ing his taxable year, and the amount of
dividends from each such trust received
during his taxable year;

(ii) If shares of any such trust were
acquired or disposed of during such per-
son’s taxable year, the name and ad-
dress of the trust, the number of shares
acquired or disposed of, the dates of ac-
quisition or disposition, and the names
and addresses of the persons from
whom such shares were acquired or to
whom they were transferred;

(iii) If any shares of stock (including
securities convertible into stock) of
any such trust are also owned by any
member of such person’s family (as de-
fined in section 544(a)(2)), or by any of
his partners, the name and address of
the trust, the names and addresses of
such members of his family and his
partners, and the number of shares
owned by each such member of his fam-
ily or partner at any and all times dur-
ing such person’s taxable year; and

(iv) The names and addresses of any
corporation, partnership, association,
or trust, in which such person had a



Internal Revenue Service, Treasury

beneficial interest of 10 percent or
more at any time during his taxable
year.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(b) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
S.C. (856(£)(2)); sec. 856(2)(2) (90 Stat. 1753;
U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4089, Apr. 28, 1962, as amend-
ed by T.D. 6628, 27 FR 12794, Dec. 28, 1962. Re-
designated and amended by T.D. 7767, 46 FR
11277 and 11279, Feb. 6, 1981]

U.
26 U.S.
26 U.S.
U.

§1.857-10 Information returns.

Nothing in §§1.857-8 and 1.857-9 shall
be construed to relieve a real estate in-
vestment trust or its shareholders from
the duty of filing information returns
required by regulations prescribed
under the provisions of subchapter A,
chapter 61 of the Code.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26
U.S.C. (856(£)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917, 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4089, Apr. 28, 1962. Redesig-
nated and amended by T.D. 7767, 46 FR 11277
and 11279, Feb. 6, 1981]

S.
S.

§1.857-11 Non-REIT
profits.

(a) Applicability of section 857(a)(3)(A).
A real estate investment trust does not
satisfy section 857(a)(3)(A) unless—

(1) Part II of subchapter M applied to
the trust for all its taxable years be-
ginning after February 28, 1986; and

(2) For each corporation to whose
earnings and profits the trust suc-
ceeded by the operation of section 381,
part II of subchapter M applied for all
the corporation’s taxable years begin-
ning after February 28, 1986.

earnings and
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(b) Applicability of section 857(a)(3)(B);
in general. A real estate investment
trust does not satisfy section
857(a)(3)(B) unless, as of the close of the
taxable year, it has no earnings and
profits other than earnings and profits
that—

(1) Were earned by a corporation in a
year for which part II of subchapter M
applied to the corporation and, at all
times thereafter, were the earnings and
profits of a corporation to which part
IT of subchapter M applied; or

(2) By the operation of section 381
pursuant to a transaction that oc-
curred before December 22, 1992, be-
came the earnings and profits of a cor-
poration to which part II of subchapter
M applied and, at all times thereafter,
were the earnings and profits of a cor-
poration to which part II of subchapter
M applied.

(c) Distribution procedures similar to
those for regulated investment companies
to apply. Distribution procedures simi-
lar to those in section 852(e) for regu-
lated investment companies apply to
non-REIT earnings and profits of real
estate investment trusts.

(d) Effective date. This regulation is
effective for taxable years ending on or
after December 22, 1992.

(e) For treatment of net built-in gain
assets of a C corporation that become
assets of a REIT, see §1.337(d)-5T.

[T.D. 8483, 58 FR 43798, Aug. 18, 1993; as
amended by T.D. 8872, 65 FR 5777, Feb. 7, 2000]

§1.858-1 Dividends paid by a real es-
tate investment trust after close of
taxable year.

(a) General rule. Under section 858, a
real estate investment trust may elect
to treat certain dividends that are dis-
tributed within a specified period after
the close of a taxable year as having
been paid during the taxable year. The
dividend is taken into account in deter-
mining the deduction for dividends
paid for the taxable year in which it is
treated as paid. The dividend may be
an ordinary dividend or, subject to the
requirements of sections 857(b)(3)(C)
and 858(c), a capital gain dividend. The
trust may make the dividend declara-
tion required by section 858(a)(1) either
before or after the close of the taxable
year as long as the declaration is made
before the time prescribed by law for
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filing its return for the taxable year
(including the period of any extension
of time granted for filing the return).

(b) Election—(1) Method of making elec-
tion. The election must be made in the
return filed by the trust for the taxable
year. The election shall be made by
treating the dividend (or portion there-
of) to which the election applies as a
dividend paid during the taxable year
of the trust in computing its real es-
tate investment trust taxable income
and, if applicable, the alternative tax
imposed by section 857(b)(3)(A). (In the
case of an election with respect to a
taxable year ending before October 5,
1976, if the dividend (or portion thereof)
to which the election is to apply is a
capital gain dividend, the trust shall
treat the dividend as paid during such
taxable year in computing the amount
of capital gains dividends paid during
the taxable year.) In the case of an
election with respect to a taxable year
beginning after October 4, 1976, the
trust must also specify in its return (or
in a statement attached to its return)
the exact dollar amount that is to be
treated as having been paid during the
taxable year.

(2) Limitation based on earnings and
profits. The election provided in section
858(a) may be made only to the extent
that the earnings and profits of the
taxable year (computed with the appli-
cation of sections 857(d) and §1.857-T7)
exceed the total amount of distribu-
tions out of such earnings and profits
actually made during the taxable year.
For purposes of the preceding sentence,
deficiency dividends and distributions
with respect to which an election has
been made for a prior year under sec-
tion 858(a) are disregarded in deter-
mining the total amount of distribu-
tions out of earnings and profits actu-
ally made during the taxable year. The
dividend or portion thereof, with re-
spect to which the real estate invest-
ment trust has made a valid election
under section 858(a), shall be consid-
ered as paid out of the earnings and
profits of the taxable year for which
such election is made, and not out of
the earnings and profits of the taxable
year in which the distribution is actu-
ally made.

(3) Additional limitation based on
amount specified. The amount treated
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under section 858(a) as having been
paid in a taxable year beginning after
October 4, 1976, cannot exceed the less-
er of (i) the dollar amount specified by
the trust in its return (or a statement
attached thereto) in making the elec-
tion or (ii) the amount allowable under
the limitation prescribed in paragraph
(b)(2) of this section.

(4) Irrevocability of the election. After
the expiration of the time for filing the
return for the taxable year for which
an election is made under section
858(a), such election shall be irrev-
ocable with respect to the dividend or
portion thereof to which it applies.

(c) Receipt by shareholders. Under sec-
tion 858(b), the dividend or portion
thereof, with respect to which a valid
election has been made, will be includ-
able in the gross income of the share-
holders of the real estate investment
trust for the taxable year in which the
dividend is received by them.

(d) Illustrations. The application of
paragraphs (a), (b), and (c) of this sec-
tion may be illustrated by the fol-
lowing examples:

Example 1. The X Trust, a real estate in-
vestment trust, had taxable income (and
earnings and profits) for the calendar year
1961 of $100,000. During that year the trust
distributed to shareholders taxable dividends
aggregating $88,000. On March 10, 1962, the
trust declared a dividend of $37,000 payable
to shareholders on March 20, 1962. Such divi-
dend consisted of the first regular quarterly
dividend for 1962 of $25,000 plus an additional
$12,000 representing that part of the taxable
income for 1961 which was not distributed in
1961. On March 15, 1962, the X Trust filed its
Federal income tax return and elected there-
in to treat $12,000 of the total dividend of
$37,000 to be paid to shareholders on March
20, 1962, as having been paid during the tax-
able year 1961. Assuming that the X Trust
actually distributed the entire amount of the
dividend of $37,000 on March 20, 1962, an
amount equal to $12,000 thereof will be treat-
ed for the purposes of section 857(a) as hav-
ing been paid during the taxable year 1961.
Upon distribution of such dividend the trust
becomes a qualified real estate investment
trust for the taxable year 1961. Such amount
($12,000) will be considered by the X Trust as
a distribution out of the earnings and profits
for the taxable year 1961, and will be treated
by the shareholders as a taxable dividend for
the taxable year in which such distribution
is received by them. However, assuming that
the X Trust is not a qualified real estate in-
vestment trust for the calendar year 1962,
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nevertheless, the $12,000 portion of the divi-
dend (paid on March 20, 1962) which the trust
elected to relate to the calendar year 1961,
will not qualify as a dividend for purposes of
section 34, 116, or 243.

Example 2. The Y Trust, a real estate in-
vestment trust, had taxable income (and
earnings and profits) for the calendar year
1964 of $100,000, and for 1965 taxable income
(and earnings and profits) of $125,000. On Jan-
uary 1, 1964, the trust had a deficit in its
earnings and profits accumulated since Feb-
ruary 28, 1913, of $115,000. During the year
1964 the trust distributed to shareholders
taxable dividends aggregating $85,000. On
March 5, 1965, the trust declared a dividend
of $65,000 payable to shareholders on March
31, 1965. On March 15, 1965, the Y Trust filed
its Federal income tax return in which it in-
cluded $40,000 of the total dividend of $65,000
payable to shareholders on March 31, 1965, as
a dividend paid by it during the taxable year
1964. On March 31, 1965, the Y Trust distrib-
uted the entire amount of the dividend of
$65,000 declared on March 5, 1965. The elec-
tion under section 858(a) is valid only to the
extent of $15,000, the amount of the undis-
tributed earnings and profits for 1964 ($100,000
earnings and profits less $85,000 distributed
during 1964). The remainder ($50,000) of the
$65,000 dividend paid on March 31, 1965, could
not be the subject of an election, and such
amount will be regarded as a distribution by
the Y Trust out of earnings and profits for
the taxable year 1965. Assuming that the
only other distribution by the Y Trust dur-
ing 1965 was a distribution of $75,000 paid as
a dividend on October 31, 1965, the total
amount of the distribution of $65,000 paid on
March 31, 1965, is to be treated by the share-
holders as taxable dividends for the taxable
year in which such dividend is received. The
Y Trust will treat the amount of $15,000 as a
distribution of the earnings or profits of the
trust for the taxable year 1964, and the re-
maining $50,000 as a distribution of the earn-
ings or profits for the year 1965. The distribu-
tion of $75,000 on October 31, 1966, is, of
course, a taxable dividend out of the earn-
ings and profits for the year 1965.

Example 3. Assume the facts are the same
as in example 2, except that the taxable
years involved are calendar years 1977 and
1978, and Y Trust specified in its Federal in-
come tax return for 1977 that the dollar
amount of $40,000 of the $65,000 distribution
payable to shareholders on March 31, 1978, is
to be treated as having been paid in 1977. The
result will be the same as in example 2, since
the amount of the undistributed earnings
and profits for 1977 is less than the $40,000
amount specified by Y Trust in making its
election. Accordingly, the election is valid
only to the extent of $15,000. Y Trust will
treat the amount of $15,000 as a distribution,
in 1977, of earnings and profits of the trust
for the taxable year 1977 and the remaining
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$50,000 as a distribution, in 1978, of the earn-
ings and profits for 1978.

(e) Notice to shareholders. Section
858(c) provides that, in the case of divi-
dends with respect to which a real es-
tate investment trust has made an
election under section 858(a), any no-
tice to shareholders required under
part II, subchapter M, chapter 1 of the
Code, with respect to such amounts,
shall be made not later than 30 days
after the close of the taxable year in
which the distribution is made. Thus,
the notice requirement of section
857(b)(3)(C) and paragraph (f) of §1.857—
6 with respect to capital gains divi-
dends may be satisfied with respect to
amounts to which section 858(a) and
this section apply if the notice relating
to such amounts is mailed to the share-
holders not later than 30 days after the
close of the taxable year in which the
distribution is made. If the notice
under section 858(c) reltes to an elec-
tion with respect to any capital gains
dividends, such capital gains dividends
shall be aggregated by the real estate
investment trust with the designated
capital gains dividends actually paid
during the taxable year to which the
election applies (not including defi-
ciency dividends or dividends with re-
spect to which an election has been
made for a prior taxable year under
section 858) to determine whether the
aggregate of the designated capital
gains dividends with respect to such
taxable year exceeds the net capital
gain of +the trust. See section
857(b)(3)(C) and paragraph (f) of §1.857—
6.

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C.
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26
U.S.C. 856(e)(5)); sec. 856()(2) (90 Stat. 1751; 26
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(2)(2)); sec. 858(a) (74 Stat. 1008;
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C.
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071);
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec.
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal
Revenue Code of 1954))

[T.D. 6598, 27 FR 4089, Apr. 28, 1962, as amend-
ed by T.D. 7767, 46 FR 11279, Feb. 6, 1981]
§1.860-1 Deficiency dividends.

Section 860 allows a qualified invest-
ment entity to be relieved from the
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payment of a deficiency in (or to be al-
lowed a credit or refund of) certain
taxes. ‘‘Qualified investment entity’’ is
defined in section 860(b). The taxes re-
ferred to are those imposed by sections
8562(b) (1) and (3), 857(b) (1) or (3), the
minimum tax on tax preferences im-
posed by section 56 and, if the entity
fails the distribution requirements of
section 852(a)(1)(A) or 857(a)(l) (as ap-
plicable), the corporate income tax im-
posed by section 11(a) or 1201(a). The
method provided by section 860 is to
allow an additional deduction for a div-
idend distribution (that meets the re-
quirements of section 860 and §1.860-2)
in computing the deduction for divi-
dends paid for the taxable year for
which the deficiency is determined. A
deficiency divided may be an ordinary
dividend or, subject to the limitations
of sections 852(b)(3)(C), 857(b)(3)(C), and
860(f)(2)(B), may be a capital gain divi-
dend.

(Sec. 7805, 68A Stat. 917; 26 U.S.C. 7805; sec.
860(e) (92 Stat. 2849, 26 U.S.C. 860(e)); sec.
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)))

[T.D. 7936, 49 FR 2107, Jan. 18, 1984]

§1.860-2 Requirements for deficiency
dividends.

(a) In general—(1) Determination, etc.
A qualified investment entity is al-
lowed a deduction for a deficiency divi-
dend only if there is a determination
(as defined in section 860(e) and para-
graph (b)(1) of this section) that results
in an adjustment (as defined in section
860(d) (1) or (2)) for the taxable year for
which the deficiency dividend is paid.
An adjustment does not include an in-
crease in the excess of (i) the tax-

payer’s interest income excludable
from gross income under section 103(a)
over (ii) its deductions disallowed

under sections 265 and 171(a)(2).

(2) Payment date and claim. The defi-
ciency dividend must be paid on, or
within 90 days after, the date of the de-
termination and before the filing of a
claim under section 860(g) and para-
graph (b)(2) of this section. This claim
must be filed within 120 days after the
date of the determination.

(3) Nature and amount of distribution.
(i) The deficiency dividend must be a
distribution of property (including
money) that would have been properly
taken into account in computing the
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dividends paid deduction under section
561 for the taxable year for which tax
liability resulting from the determina-
tion exists if the property had been dis-
tributed during that year. Thus, if the
distribution would have been a divi-
dend under section 316(a) if it had been
made during the taxable year for which
the determination applies, and the dis-
tribution may qualify under sections
316(b)(3), 562(a), and 860(f)(1), even
though the distributing corporation,
trust, or association has no current or
accumulated earnings and profits for
the taxable year in which the distribu-
tion is actually made. The amount of
the distribution is determined under
section 301 as of the date of the dis-
tribution.

The amount of the deduction is subject
to the applicable limitations under sec-
tions 562 and 860(f)(2). Thus, if the enti-
ty distributes to an individual share-
holder property (other than money)
which on the date of the distribution
has a fair market value in excess of its
adjusted basis in the hands of the enti-
ty, the amount of the deficiency divi-
dend in the individual’s hands for pur-
poses of section 316(b)(3) is determined
by using the property’s fair market
value on that date. Nevertheless, the
amount of the deficiency dividend the
entity may deduct is limited, under
§1.562-1(a), to the adjusted basis of the
property and the amount taxable to
the individual as a dividend is deter-
mined by reference to the current and
accumulated earnings and profits for
the year to which the determination
applies.

(ii) The qualified investment entity
does not have to distribute the full
amount of the adjustment in order to
pay a deficiency dividend. For example,
assume that in 1983 a determination
with respect to a calendar year regu-
lated investment company results in
an increase of $100 in investment com-
pany taxable income (computed with-
out the dividends paid deduction) for
1981 and no other change. The regu-
lated investment company may choose
to pay a deficiency dividend of $100 or
of any lesser amount and be allowed a
dividends paid deduction for 1981 for
the amount of that deficiency dividend.

(4) Status of distributor. The corpora-
tion, trust, or association that pays the
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deficiency dividend does not have to be
a qualified investment entity at the
time of payment.

(5) Certain definitions to apply. For
purposes of sections 860(d) (defining ad-
justment) and (f)(2) (limitations) the
definitions of the terms ‘‘investment
company taxable income,” ‘‘real estate
investment trust taxable income,”” and
“capital gains dividends” in sections
852(b)(2), 8567(b)(2), 852(b)(3)(C), and
857(b)(3)(C) apply, as appropriate to the
particular entity.

(b) Determination and claim for deduc-
tion—(1) Determination. For purposes of
applying section 860(e), the following
rules apply:

(i) The date of determination by a de-
cision of the United States Tax Court,
the date upon which a judgment of a
court becomes final, and the date of de-
termination by a closing agreement
shall be determined under the rules in
§1.547-2(b)(1) (ii), (iii), and @{iv).

(ii) A determination under section
860(e)(3) may be made by an agreement
signed by the district director or an-
other official to whom authority to
sign the agreement is delegated, and by
or on behalf of the taxpayer. The agree-
ment shall set forth the amount, if
any, of each adjustment described in
subparagraphs (A), (B), and (C) of sec-
tion 860(d) (1) or (2) (as appropriate) for
the taxable year and the amount of the
liability for any tax imposed by section
11(a), 5b6(a), 852(b)(1), 852(b)(3)(A),
857(b)(1), 857(b)(3)(A), or 1201(a) for the
taxable year. The agreement shall also
set forth the amount of the limitation
(determined under section 860(f)(2)) on
the amount of deficiency dividends
that can qualify as capital gain divi-
dends and ordinary dividends, respec-
tively, for the taxable year. An agree-
ment under this subdivision (ii) which
is signed by the district director (or
other delegate) shall be sent to the tax-
payer at its last known address by ei-
ther registered or certified mail. For
further guidance regarding the defini-
tion of last known address, see
§301.6212-2 of this chapter. If registered
mail is used, the date of registration is
the date of determination. If certified
mail is used, the date of the postmark
on the sender’s receipt is the date of
determination. However, if a dividend
is paid by the taxpayer before the reg-
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istration or postmark date, but on or
after the date the agreement is signed
by the district director (or other dele-
gate), the date of determination is the
date of signing.

(2) Claim for deduction. A claim for de-
duction for a deficiency dividend shall
be made, with the requisite declara-
tion, on Form 976 and shall contain the
following information and have the fol-
lowing attachments:

(i) The name, address, and taxpayer
identification number of the corpora-
tion, trust, or association;

(ii) The amount of the deficiency and
the taxable year or years involved;

(iii) The amount of the unpaid defi-
ciency or, if the deficiency has been
paid in whole or in part, the date of
payment and the amount thereof;

(iv) A statement as to how the defi-
ciency was established (i.e., by an
agreement under section 860(e)(3), by a
closing agreement under section 7121,
or by a decision of the Tax Court or
court judgment);

(v) Any date or other information
with respect to the determination that
is required by Form 976;

(vi) The amount and date of payment
of the dividend with respect to which
the claim for the deduction for defi-
ciency dividends is filed;

(vii) The amount claimed as a deduc-
tion for deficiency dividends;

(viii) If the amount claimed as a de-
duction for deficiency dividends in-
cludes any amount designated (or to be
designated) as capital gain dividends,
the amount of capital gain dividends
for which a deficiency dividend deduc-
tion is claimed;

(ix) Any other information required
by the claim form;

(x) A certified copy of the resolution
of the trustees, directors, or other au-
thority authorizing the payment of the
dividend with respect to which the
claim is filed; and

(xi) A copy of any court decision,
judgment, agreement, or other docu-
ment required by Form 976.

(3) Filing claim. The claim, together
with the accompanying documents,
shall be filed with the district director,
or director of the internal revenue
service center, with whom the income
tax return for the taxable year for
which the determination applies was
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filed. In the event that the determina-
tion is an agreement with the district
director (or other delegate) described
in section 860(e)(3) and paragraph
(b)(1)(ii) of this section, the claim may
be filed with the district director with
whom (or pursuant to whose delega-
tion) the agreement was made.

(The reporting requirements of this section
were approved by the Office of Management
and Budget under control number 1545-0045)

(Sec. 7805, 68A Stat. 917; 26 U.S.C. 7805; sec.
860(e) (92 Stat. 2849, 26 U.S.C. 860(e)); sec.
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)))

[T.D. 7936, 49 FR 2107, Jan. 18, 1984; 49 FR
3177, Jan. 26, 1984, as amended by T.D. 8939, 66
FR 2819, Jan. 12, 2001]

§1.860-3 Interest and additions to tax.

(a) In general. If a qualified invest-
ment entity is allowed a deduction for
deficiency dividends with respect to a
taxable year, under section 860(c)(1) the
tax imposed on the entity by chapter 1
of the Code (computed by taking into
account the deduction) for that year is
deemed to be increased by the amount
of the deduction. This deemed increase
in tax, however, applies solely for pur-
poses of determining the liability of
the entity for interest under sub-
chapter A of chapter 67 of the Code and
for additions to tax and additional
amounts under chapter 68 of the Code.
For purposes of applying subchapter A
of chapter 67 and 68, the last date pre-
scribed for payment of the deemed in-
crease in tax is considered to be the
last date prescribed for the payment of
tax (determined in the manner pro-
vided in section 6601(b)) for the taxable
year for which the deduction for defi-
ciency dividends is allowed. The
deemed increase in tax is considered to
be paid as of the date that the claim
for the deficiency dividend deduction
described in section 860(g) is filed.

(b) Overpayments of tax. If a qualified
investment entity is entitled to a cred-
it or refund of an overpayment of the
tax imposed by chapter 1 of the Code
for the taxable year for which the defi-
ciency dividend deduction is allowed,
then, for purposes of computing inter-
est, additions to tax, and additional
amounts, the payment (or payments)
that result in the overpayment and
that precede the filing of the claim de-
scribed in section 860(g) will be applied
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against and reduce the increase in tax
that is deemed to occur under section
860(c)(1).

(c) Examples. This section is illus-
trated by the following examples:

Example 1. Corporation X is a real estate
investment trust that files its income tax re-
turn on a calendar year basis. X receives an
extension of time until June 15, 1978, to file
its 1977 income tax return and files the re-
turn on May 15, 1978. X does not elect to pay
any tax due in installments. For 1977, X re-
ports real estate investment trust taxable
income (computed without the dividends
paid deduction) of $100, a dividends paid de-
duction of $100, and no tax liability. Fol-
lowing an examination of X’s 1977 return, the
district director and X enter into an agree-
ment which is a determination under section
860(e)(3). The determination is dated Novem-
ber 1, 1979, and increases X’s real estate in-
vestment trust taxable income (computed
without the dividends paid deduction) by $20
to $120. Thus, taking into account the $100 of
dividends paid in 1977, X has undistributed
real estate investment trust taxable income
of $20 as a result of the determination. X
pays a dividend of $20 on November 10, 1979,
files a claim for a deficiency dividend deduc-
tion of this $20 pursuant to section 860(g) on
November 15, 1979, and is allowed a defi-
ciency dividend deduction of $20 for 1977.
After taking into account this deduction, X
has no real estate investment trust taxable
income and meets the distribution require-
ments of section 857(a)(1). However, for pur-
poses of section 6601 (relating to interest on
underpayment of tax), the tax imposed by
chapter 1 of the Code on X for 1977 is deemed
increased by this $20, and the last date pre-
scribed for payment of the tax is March 15,
1978 (the due date of the 1977 return deter-
mined without any extension of time). The
tax of $20 is deemed paid on November 15,
1979, the date the claim for the deficiency
dividend deduction is filed. Thus, X is liable
for interest on $20, at the rate established
under section 6621, for the period from March
15, 1978, to November 15, 1979. Also, for pur-
poses of determining whether X is liable for
any addition to tax or additional amount im-
posed by chapter 68 of the Code (including
the penalty prescribed by section 6697), the
amount of tax imposed on X by chapter 1 of
the Code is deemed to be increased by $20
(the amount of the deficiency dividend de-
duction allowed), the last date prescribed for
payment of such tax is March 15, 1978, and
the tax of $20 is deemed to be paid on Novem-
ber 15, 1979. X, however, is not subject to in-
terest and penalties for the amount of any
tax for which it would have been liable under
section 11(a), 56(a), 1201(a), or 857(b) had it
not been allowed the $20 deduction for defi-
ciency dividends.
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Example 2. Assume the facts are the same
as in example (1) except that the district di-
rector, upon examining X’s income tax re-
turn, asserts an income tax deficiency of $4,
based on an asserted increase of $10 in real
estate investment trust taxable income, and
no agreement is entered into between the
parties. X pays the $4 on June 1, 1979, and
files suit for refund in the United States Dis-
trict Court. The District Court, in a decision
which becomes final on November 1, 1980,
holds that X did fail to report $10 of real es-
tate investment trust taxable income and is
not entitled to any refund. (No other item of
income or deduction is in issue.) X pays a
dividend of $10 on November 10, 1980, files a
claim for a deficiency dividend deduction of
this $10 on November 15, 1980, and is allowed
a deficiency dividend deduction of $10 for
1977. Assume further that $4 is refunded to X
on December 31, 1980, as the result of the $10
deficiency dividend deduction being allowed.
Also assume that any assessable penalties,
additional amounts, and additions to tax (in-
cluding the penalty imposed by section 6697)
for which X is liable are paid within 10 days
of notice and demand, so that no interest is
imposed on such penalties, etc. X’s liability
for interest for the period March 15, 1978, to
June 1, 1979, is determined with respect to
$10 (the amount of the deficiency dividend
deduction allowed). X’s liability for interest
for the period June 1, 1979, to November 15,
1980, is determined with respect to $6, i.e., $10
minus the $4 payment. X is entitled to inter-
est on the $4 overpayment for the period de-
scribed in section 6611(b)(2), beginning on No-
vember 15, 1980.

(Sec. 7805, 68A Stat. 917; 26 U.S.C. 7805; sec.
860(e) (92 Stat. 2849, 26 U.S.C. 860(e)); sec.
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)))

[T.D. 7936, 49 FR 2108, Jan. 18, 1984]

§1.860-4 Claim for credit or refund.

If the allowance of a deduction for a
deficiency dividend results in an over-
payment of tax, the taxpayer, in order
to secure credit or refund of the over-
payment, must file a claim on Form
1120X in addition to the claim for the
deficiency dividend deduction required
under section 860(g). The credit or re-
fund will be allowed as if on the date of
the determination (as defined in sec-
tion 860(e)) two years remained before
the expiration of the period of limita-
tions on the filing of claim for refund
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for the taxable year to which the over-
payment relates.

(The reporting requirements of this section
were approved by the Office of Management
and Budget under control number 1545-0045)

(Sec. 7805, 68A Stat. 917; 26 U.S.C. 7805; sec.
860(e) (92 Stat. 2849, 26 U.S.C. 860(e)); sec.
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)))

[T.D. 7936, 49 FR 2109, Jan. 18, 1984]

§1.860-5 Effective date.

(a) In general. Section 860 and §§1.860—
1 through 1.860-4 apply with respect to
determinations after November 6, 1978.

(b) Prior determination of real estate in-
vestments trusts. Section 859 (as in effect
before the enactment of the Revenue
Act of 1978) applies to determinations
with respect to real estate investment
trusts occurring after October 4, 1976,
and before November 7, 1978. In the
case of such a determination, the rules
in §§1.860-1 through 1.860-4 apply, a ref-
erence in this chapter 1 to section 860
(or to a particular provision of section
860) shall be considered to be a ref-
erence to section 859 (or to the cor-
responding substantive provision of
section 859), as in effect before enact-
ment of the Revenue Act of 1978, and
“‘qualified investment entity’”’ in
§§1.381(c)25-1(a) and 1.860-1 through
1.860-3 means a real estate investment
trust.

(Sec. 7805, 68A Stat. 917; 26 U.S.C. 7805; sec.
860(e) (92 Stat. 2849, 26 U.S.C. 860(e)); sec.
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)))

[T.D. 7936, 49 FR 2109, Jan. 18, 1984]

§1.860A-0 Outline of REMIC provi-

sions.

This section lists the paragraphs con-
tained in §§1.860A-1 through 1.860G-3.

Section 1.860A-1 Effective dates and transition
rules.

(a) In general.

(b) Exceptions.

(1) Reporting regulations.

(2) Tax avoidance rules.

(i) Transfers of certain residual interests.

(ii) Transfers to foreign holders.

(iii) Residual interests that lack signifi-
cant value.

(3) Excise taxes.

(4) Rate based on current interest rate.

(i) In general.

(ii) Rate based on index.

(iii) Transition obligations.
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(5) Accounting for REMIC net income of
foreign persons.

$1.860C-2 Determination of REMIC taxable
income or net loss.

(a) Treatment of gain or loss.

(b) Deductions allowable to a REMIC.

(1) In general.

(2) Deduction allowable under section 163.

(3) Deduction allowable under section 166.

(4) Deduction allowable under section 212.

(5) Expenses and interest relating to tax-
exempt income.

§1.860D-1 Definition of a REMIC.

(a) In general.

(b) Specific requirements.

(1) Interests in a REMIC.

(i) In general.

(ii) De minimis interests.

(2) Certain rights not treated as interests.

(i) Payments for services.

(ii) Stripped interests.

(iii) Reimbursement rights under credit en-
hancement contracts.

(iv) Rights to acquire mortgages.

(3) Asset test.

(i) In general.

(ii) Safe harbor.

(4) Arrangements test.

(5) Reasonable arrangements.

(i) Arrangements to prevent disqualified
organizations from holding residual inter-
ests.

(ii) Arrangements to ensure that informa-
tion will be provided.

(6) Calendar year requirement.

(c) Segregated pool of assets.

(1) Formation of REMIC.

(2) Identification of assets.

(3) Qualified entity defined.

(d) Election to be treated as a real estate
mortgage investment conduit.

(1) In general.

(2) Information required to be reported in
the REMIC’s first taxable year.

(3) Requirement to keep sufficient records.

$1.860E-1 Treatment of taxable income of a re-
sidual interest holder in excess of daily accru-
als.

(a) Excess inclusion cannot be offset by
otherwise allowable deductions.

(1) In general.

(2) Affiliated groups.

(3) Special rule for certain financial insti-
tutions.

(i) In general.

(ii) Ordering rule.

(A) In general.

(B) Example.

(iii) Significant value.

(iv) Determining anticipated weighted av-
erage life.

(A) Anticipated weighted average life of
the REMIC.
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(B) Regular interests that have a specified
principal amount.

(C) Regular interests that have no specified
principal amount or that have only a nomi-
nal principal amount, and all residual inter-
ests.

(D) Anticipated payments.

(b) Treatment of a residual interest held by
REITSs, RICs, common trust funds, and sub-
chapter T cooperatives. [Reserved]

(¢c) Transfers of noneconomic residual in-
terests.

(1) In general.

(2) Noneconomic residual interest.

(3) Computations.

(4) Safe harbor for establishing lack of im-
proper knowledge.

(b) Asset test.

(6) Definitions for asset test.

(7) Formula test.

(8) Conditions and limitations on formula
test.

(9) Examples.

(10) Effective dates.

(d) Transfers to foreign persons.

$1.860E-2 Tazx on transfers of residual interest
to certain organizations.

(a) Transfers to disqualified organizations.

(1) Payment of tax.

(2) Transitory ownership.

(3) Anticipated excess inclusions.

(4) Present value computation.

(5) Obligation of REMIC to furnish infor-
mation.

(6) Agent.

(7) Relief from liability.

(i) Transferee furnishes information under
penalties of perjury.

(ii) Amount required to be paid.

(b) Tax on pass-thru entities.

(1) Tax on excess inclusions.

(2) Record holder furnishes information
under penalties of perjury.

(3) Deductibility of tax.

(4) Allocation of tax.

$1.860F-1 Qualified liquidations.

§1.860F-2 Transfers to a REMIC.

(a) Formation of a REMIC.

(1) In general.

(2) Tiered arrangements.

(i) Two or more REMICs formed pursuant
to a single set of organizational documents.

(ii) A REMIC and one or more investment
trusts formed pursuant to a single set of doc-
uments.

(b) Treatment of sponsor.

(1) Sponsor defined.

(2) Nonrecognition of gain or loss.

(3) Basis of contributed assets allocated
among interests.

(i) In general.

(ii) Organizational expenses.

(A) Organizational expense defined.

(B) Syndication expenses.
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(iii) Pricing date.

(4) Treatment of unrecognized gain or loss.

(i) Unrecognized gain on regular interests.

(ii) Unrecognized loss on regular interests.

(iii) Unrecognized gain on residual inter-
ests.

(iv) Unrecognized loss on residual inter-
ests.

(5) Additions to or reductions of the spon-
sor’s basis.

(6) Transferred basis property.

(c) REMIC’s basis in contributed assets.

$1.860F—4 REMIC reporting requirements and
other administrative rules.

(a) In general.

(b) REMIC tax return.

(1) In general.

(2) Income tax return.

(c) Signing of REMIC return.

(1) In general.

(2) REMIC whose startup day is before No-
vember 10, 1988.

(i) In general.

(ii) Startup day.

(iii) Exception.

(d) Designation of tax matters person.

(e) Notice to holders of residual interests.

(1) Information required.

(i) In general.

(ii) Information with respect to REMIC as-
sets.

(A) 95 percent asset test.

(B) Additional information required if the
95 percent test not met.

(C) For calendar quarters in 1987.

(D) For calendar quarters in 1988 and 1989.

(iii) Special provisions.

(2) Quarterly notice required.

(i) In general.

(ii) Special rule for 1987.

(3) Nominee reporting.

(i) In general.

(ii) Time for furnishing statement.

(4) Reports to the Internal Revenue Serv-
ice.

(f) Information returns for persons engaged
in a trade or business.

$1.860G-1 Definition of regular and residual
interests.

(a) Regular interest.

(1) Designation as a regular interest.

(2) Specified portion of the interest pay-
ments on qualified mortgages.

(i) In general.

(ii) Specified portion cannot vary.

(iii) Defaulted or delinquent mortgages.

(iv) No minimum specified principal
amount is required.

(v) Specified portion includes portion of in-
terest payable on regular interest.

(vi) Examples.

(3) Variable rate.

(i) Rate based on current interest rate.

(ii) Weighted average rate.
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(A) In general.

(B) Reduction in underlying rate.

(iii) Additions, subtractions,
tiplications.

(iv) Caps and floors.

(v) Funds-available caps.

(A) In general.

(B) Facts and circumstances test.

(C) Examples.

(vi) Combination of rates.

(4) Fixed terms on the startup day.

(5) Contingencies prohibited.

(b) Special rules for regular interests.

(1) Call premium.

(2) Customary prepayment penalties re-
ceived with respect to qualified mortgages.

(3) Certain contingencies disregarded.

(i) Prepayments, income, and expenses.

(ii) Credit losses.

(iii) Subordinated interests.

(iv) Deferral of interest.

(v) Prepayment interest shortfalls.

(vi) Remote and incidental contingencies.

(4) Form of regular interest.

(5) Interest disproportionate to principal.

(i) In general.

(ii) Exception.

(6) Regular interest treated as a debt in-
strument for all Federal income tax pur-
poses.

(c) Residual interest.

(d) Issue price of regular and residual in-
terests.

(1) In general.

(2) The public.

and mul-

$1.860G-2 Other rules.

(a) Obligations principally secured by an
interest in real property.

(1) Tests for determining whether an obli-
gation is principally secured.

(i) The 80-percent test.

(ii) Alternative test.

(2) Treatment of liens.

(3) Safe harbor.

(i) Reasonable belief that an obligation is
principally secured.

(ii) Basis for reasonable belief.

(iii) Later discovery that an obligation is
not principally secured.

(4) Interests in real property; real prop-
erty.

(5) Obligations secured by an interest in
real property.

(6) Obligations secured by other obliga-
tions; residual interests.

(7) Certain instruments that call for con-
tingent payments are obligations.

(8) Release of a lien on an interest in real
property securing a qualified mortgage; de-
feasance.

(9) Stripped bonds and coupons.

(b) Assumptions and modifications.

(1) Significant modifications are treated as
exchanges of obligations.

(2) Significant modification defined.

(3) Exceptions.
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(4) Modifications that are not significant
modifications.

(5) Assumption defined.

(6) Pass-thru certificates.

(7) Test for determining whether an obliga-
tion continues to be principally secured fol-
lowing certain types of modifications.

(c) Treatment of certain credit enhance-
ment contracts.

(1) In general.

(2) Credit enhancement contracts.

(3) Arrangements to make certain ad-
vances.

(i) Advances of delinquent principal and in-
terest.

(ii) Advances of taxes, insurance payments,
and expenses.

(iii) Advances to ease REMIC administra-
tion.

(4) Deferred payment under a guarantee ar-
rangement.

(d) Treatment of certain purchase agree-
ments with respect to convertible mort-
gages.

(1) In general.

(2) Treatment of amounts received under
purchase agreements.

(3) Purchase agreement.

(4) Default by the person obligated to pur-
chase a convertible mortgage.

(5) Convertible mortgage.

(e) Prepayment interest shortfalls.

(f) Defective obligations.

(1) Defective obligation defined.

(2) Effect of discovery of defect.

(g) Permitted investments.

(1) Cash flow investment.

(i) In general.

(ii) Payments received on qualified mort-
gages.

(iii) Temporary period.

(2) Qualified reserve funds.

(3) Qualified reserve asset.

(i) In general.

(ii) Reasonably required reserve.

(A) In general.

(B) Presumption that a reserve is reason-
ably required.

(C) Presumption may be rebutted.

(h) Outside reserve funds.

(i) Contractual rights coupled with regular
interests in tiered arrangements.

(1) In general.

(2) Example.

(j) Clean-up call.

(1) In general.

(2) Interest rate changes.

(3) Safe harbor.

(k) Startup day.

$§1.860G-3 Treatment of foreign persons.

(a) Transfer of a residual interest with tax
avoidance potential.

(1) In general.

(2) Tax avoidance potential.

(i) Defined.

(ii) Safe harbor.
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(3) Effectively connected income.

(4) Transfer by a foreign holder.

(b) Accounting for REMIC net income

(1) Allocation of partnership income to a
foreign partner.

(2) Excess inclusion income allocated by
certain pass-through entities to a foreign
person.

[T.D. 8458, 57 FR 61299, Dec. 24, 1992; 58 FR
15089, Mar. 19, 1993, as amended by T.D. 8614,
60 FR 42787, Aug. 17, 1995; T.D. 9004, 67 FR
47453, July 19, 2002; T.D. 9128, 69 FR 26041,
May 11, 2004; T.D. 9272, 71 FR 43365, Aug. 1,
2006; T.D. 9415, 73 FR 40172, July 14, 2008; T.D.
9463, 74 FR 47438, Sept. 16, 2009]

§1.860A-1 Effective dates and transi-
tion rules.

(a) In general. Except as otherwise
provided in paragraph (b) of this sec-
tion, the regulations under sections
860A through 860G are effective only for
a qualified entity (as defined in
§1.860D-1(c)(3)) whose startup day (as
defined in section 860G(a)(9) and
§1.860G-2(k)) is on or after November
12, 1991.

(b) Ezxceptions—(1) Reporting regula-
tions.(i) Sections 1.860D-1(c) (1) and (3),
and §1.860D-1(d) (1) through (3) are ef-
fective after December 31, 1986.

(ii) Sections 1.860F-4 (a) through (e)
are effective after December 31, 1986
and are applicable after that date ex-
cept as follows:

(A) Section 1.860F-4(c)(1) is effective
for REMICs with a startup day on or
after November 10, 1988.

(B) Sections 1.860F-4(e)(1)(ii) (A) and
(B) are effective for calendar quarters
and calendar years beginning after De-
cember 31, 1988.

(C) Section 1.860F-4(e)(1)(ii)(C) is ef-
fective for calendar quarters and cal-
endar years beginning after December
31, 1986 and ending before January 1,
1988.

(D) Section 1.860F-4(e)(1)(ii)(D) is ef-
fective for calendar quarters and cal-
endar years beginning after December
31, 1987 and ending before January 1,
1990.

(2) Tar avoidance rules—(i) Transfers
of certain residual interests. Section
1.860E-1(c) (concerning transfers of
noneconomic residual interests) and
§1.860G-3(a)(4) (concerning transfers by
a foreign holder to a United States per-
son) are effective for transfers of resid-
ual interests on or after September 27,
1991.
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(ii) Transfers to foreign holders. Gen-
erally, §1.860G-3(a) (concerning trans-
fers of residual interests to foreign
holders) is effective for transfers of re-
sidual interests after April 20, 1992.
However, §1.860G-3(a) does not apply to
a transfer of a residual interest in a
REMIC by the REMIC’s sponsor (or by
another transferor contemporaneously
with formation of the REMIC) on or be-
fore June 30, 1992, if—

(A) The terms of the regular interests
and the prices at which regular inter-
ests were offered had been fixed on or
before April 20, 1992;

(B) On or before June 30, 1992, a sub-
stantial portion of the regular inter-
ests in the REMIC were transferred,
with the terms and at the prices that
were fixed on or before April 20, 1992, to
investors who were unrelated to the
REMIC’s sponsor at the time of the
transfer; and

(C) At the time of the transfer of the
residual interest, the expected future
distributions on the residual interest
were equal to at least 30 percent of the
anticipated excess inclusions (as de-
fined in §1.860E-2(a)(3)), and the trans-
feror reasonably expected that the
transferee would receive sufficient dis-
tributions from the REMIC at or after
the time at which the excess inclusions
accrue in an amount sufficient to sat-
isfy the taxes on the excess inclusions.

(iii) Residual interests that lack signifi-
cant value. The significant value re-
quirement in §1.860E-1(a) (1) and (3)
(concerning excess inclusions accruing
to organizations to which section 593
applies) generally is effective for resid-
ual interests acquired on or after Sep-
tember 27, 1991. The significant value
requirement in §1.860E-1(a) (1) and (3)
does not apply, however, to residual in-
terests acquired by an organization to
which section 593 applies as a sponsor
at formation of a REMIC in a trans-
action described in §1.860F-2(a)(1) if
more than 50 percent of the interests in
the REMIC (determined by reference to
issue price) were sold to unrelated in-
vestors before November 12, 1991. The
exception from the significant wvalue
requirement provided by the preceding
sentence applies only so long as the
sponsor owns the residual interests.

(3) Ezxcise taxes. Section 1.860E-2(a)(1)
is effective for transfers of residual in-
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terests to disqualified organizations
after March 31, 1988. Section 1.860E—
2(b)(1) is effective for excess inclusions
accruing to pass-thru entities after
March 31, 1988.

(4) Rate based on current interest rate—
(i) In general. Section 1.860G-1(a)(3)(1)
applies to obligations (other than tran-
sition obligations described in para-
graph (b)(4)(iii) of this section) in-
tended to qualify as regular interests
that are issued on or after April 4, 1994.

(ii) Rate based on index. Section
1.860G—1(a)(3)(1) (as contained in 26 CFR
part 1 revised as of April 1, 1994) applies
to obligations intended to qualify as
regular interests that—

(A) Are issued by a qualified entity
(as defined in §1.860D-1(c)(3)) whose
startup date (as defined in section
860G(a)(9) and §1.860G-2(k)) is on or
after November 12, 1991; and

(B) Are either—

(1) Issued before April 4, 1994; or

(2) Transition obligations described
in paragraph (b)(4)(iii) of this section.

(iii) Transition obligations. Obligations
are described in this paragraph
(b)(4)(iii) if—

(A) The terms of the obligations and
the prices at which the obligations are
offered are fixed before April 4, 1994;
and

(B) On or before June 1, 1994, a sub-
stantial portion of the obligations are
transferred, with the terms and at the
prices that are fixed before April 4,
1994, to investors who are unrelated to
the REMIC’s sponsor at the time of the
transfer.

(5) Accounting for REMIC net income
of foreign persons. Section 1.860G-3(b)
is applicable to REMIC net income (in-
cluding excess inclusions) of a foreign
person with respect to a REMIC resid-
ual interest if the first net income allo-
cation under section 860C(a)(1) to the
foreign person with respect to that in-
terest occurs on or after August 1, 2006.

(6) Exceptions for certain modified obli-
gations. Paragraphs (a)(8)(i), (b)(3)(v),
(b)(8)(vi), and (b)(7) of §1.860G—2 apply
to modifications made to the terms of
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an obligation on or after September 16,
2009.

[T.D. 8458, 57 FR 61300, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993; 58 FR 15089, Mar. 19, 1993;
T.D. 8614, 60 FR 42787, Aug. 17, 1995; T.D. 9272,
71 FR 43365, Aug. 1, 2006; T.D. 9415, 73 FR
40172, July 14, 2008; T.D. 9463, 74 FR 47438,
Sept. 16, 2009]

§1.860C-1 Taxation of holders of resid-
ual interests.

(a) Pass-thru of income or loss. Any
holder of a residual interest in a
REMIC must take into account the
holder’s daily portion of the taxable in-
come or net loss of the REMIC for each
day during the taxable year on which
the holder owned the residual interest.

(b) Adjustments to basis of residual in-
terests—(1) Increase in basis. A holder’s
basis in a residual interest is increased
by—

(i) The daily portions of taxable in-
come taken into account by that hold-
er under section 860C(a) with respect to
that interest; and

(ii) The amount of any contribution
described in section 860G(d)(2) made by
that holder.

(2) Decrease in basis. A holder’s basis
in a residual interest is reduced (but
not below zero) by—

(i) First, the amount of any cash or
the fair market value of any property
distributed to that holder with respect
to that interest; and

(ii) Second, the daily portions of net
loss of the REMIC taken into account
under section 860C(a) by that holder
with respect to that interest.

(3) Adjustments made before disposition.
If any person disposes of a residual in-
terest, the adjustments to basis pre-
scribed in paragraph (b) (1) and (2) of
this section are deemed to occur imme-
diately before the disposition.

(c) Counting conventions. For purposes
of determining the daily portion of
REMIC taxable income or net loss
under section 860C(a)(2), any reasonable
convention may be used. An example of
a reasonable convention is ‘‘30 days per
month/90 days per quarter/360 days per
year.”
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(d) For rules on the proper account-
ing for income from inducement fees,
see §1.446-6.

[T.D. 8458, 57 FR 61301, Dec. 24, 1992, as
amended by T.D. 9128, 69 FR 26041, May 11,
2004]

§1.860C-2 Determination of REMIC
taxable income or net loss.

(a) Treatment of gain or loss. For pur-
poses of determining the taxable in-
come or net loss of a REMIC under sec-
tion 860C(b), any gain or loss from the
disposition of any asset, including a
qualified mortgage (as defined in sec-
tion 860G(a)(3)) or a permitted invest-
ment (as defined in section 860G(a)(5)
and §1.860G-2(g)), is treated as gain or
loss from the sale or exchange of prop-
erty that is not a capital asset.

(b) Deductions allowable to a REMIC—
(1) In general. Except as otherwise pro-
vided in section 860C(b) and in para-
graph (b) (2) through (5) of this section,
the deductions allowable to a REMIC
for purposes of determining its taxable
income or net loss are those deductions
that would be allowable to an indi-
vidual, determined by taking into ac-
count the same limitations that apply
to an individual.

(2) Deduction allowable under section
163. A REMIC is allowed a deduction,
determined without regard to section
163(d), for any interest expense accrued
during the taxable year.

(3) Deduction allowable under section
166. For purposes of determining a
REMIC’s bad debt deduction under sec-
tion 166, debt owed to the REMIC is not
treated as nonbusiness debt under sec-
tion 166(d).

(4) Deduction allowable under section
212. A REMIC is not treated as carrying
on a trade or business for purposes of
section 162. Ordinary and necessary op-
erating expenses paid or incurred by
the REMIC during the taxable year are
deductible under section 212, without
regard to section 67. Any expenses that
are incurred in connection with the
formation of the REMIC and that re-
late to the organization of the REMIC
and the issuance of regular and resid-
ual interests are not treated as ex-
penses of the REMIC for which a deduc-
tion is allowable under section 212. See
§1.860F-2(b)(3)(ii) for treatment of
those expenses.
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(5) Expenses and interest relating to
tax-exempt income. Pursuant to section
265(a), a REMIC is not allowed a deduc-
tion for expenses and interest allocable
to tax-exempt income. The portion of a
REMIC’s interest expense that is allo-
cable to tax-exempt interest is deter-
mined in the manner prescribed in sec-
tion 265(b)(2), without regard to section
265(b)(3).

[T.D. 8458, 57 FR 61301, Dec. 24, 1992]

§1.860D-1 Definition of a REMIC.

(a) In general. A real estate mortgage
investment conduit (or REMIC) is a
qualified entity, as defined in para-
graph (c)(3) of this section, that satis-
fies the requirements of section
860D(a). See paragraph (d)(1) of this
section for the manner of electing
REMIC status.

(b) Specific requirements—(1) Interests
in a REMIC—@) In general. A REMIC
must have one class, and only one
class, of residual interests. Except as
provided in paragraph (b)(1)(ii) of this
section, every interest in a REMIC
must be either a regular interest (as

defined in section 860G(a)(1) and
§1.860G—1(a)) or a residual interest (as
defined in section 860G(a)(2) and

§1.860G-1(c)).

(ii) De minimis interests. If, to facili-
tate the creation of an entity that
elects REMIC status, an interest in the
entity is created and, as of the startup
day (as defined in section 860G(a)(9) and
§1.860G-2(k)), the fair market value of
that interest is less than the lesser of
$1,000 or 1/1,000 of one percent of the ag-
gregate fair market value of all the
regular and residual interests in the
REMIC, then, unless that interest is
specifically designated as an interest
in the REMIC, the interest is not treat-
ed as an interest in the REMIC for pur-
poses of section 860D(a) (2) and (3) and
paragraph (B)(1)(i) of this section.

(2) Certain rights not treated as inter-
ests. Certain rights are not treated as
interests in a REMIC. Although not an
exclusive list, the following rights are
not interests in a REMIC.

(1) Payments for services. The right to
receive from the REMIC payments that
represent reasonable compensation for
services provided to the REMIC in the
ordinary course of its operation is not
an interest in the REMIC. Payments
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made by the REMIC in exchange for
services may be expressed as a speci-
fied percentage of interest payments
due on qualified mortgages or as a
specified percentage of earnings from
permitted investments. For example, a
mortgage servicer’s right to receive
reasonable compensation for servicing
the mortgages owned by the REMIC is
not an interest in the REMIC.

(i1) Stripped interests. Stripped bonds
or stripped coupons not held by the
REMIC are not interests in the REMIC
even if, in a transaction preceding or
contemporaneous with the formation
of the REMIC, they and the REMIC’s
qualified mortgages were created from
the same mortgage obligation. For ex-
ample, the right of a mortgage servicer
to receive a servicing fee in excess of
reasonable compensation from pay-
ments it receives on mortgages held by
a REMIC is not an interest in the
REMIC. Further, if an obligation with
a fixed principal amount provides for
interest at a fixed or variable rate and
for certain contingent payment rights
(e.g., a shared appreciation provision or
a percentage of mortgagor profits pro-
vision), and the owner of the obligation
contributes the fixed payment rights to
a REMIC and retains the contingent
payment rights, the retained contin-
gent payment rights are not an inter-
est in the REMIC.

(iii) Reimbursement rights under credit
enhancement contracts. A credit
enhancer’s right to be reimbursed for
amounts advanced to a REMIC pursu-
ant to the terms of a credit enhance-
ment contract (as defined in §1.860G-2
(c)(2)) is not an interest in the REMIC
even if the credit enhancer is entitled
to receive interest on the amounts ad-
vanced.

(iv) Rights to acquire mortgages. The
right to acquire or the obligation to
purchase mortgages and other assets
from a REMIC pursuant to a clean-up
call (as defined in §1.860G-2(j)) or a
qualified liquidation (as defined in sec-
tion 860F(a)(4)), or on conversion of a
convertible mortgage (as defined in
§1.860G-2(d)(5)), is not an interest in
the REMIC.

(38) Asset test—(i) In general. For pur-
poses of the asset test of section
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860D(a)(4), substantially all of a quali-
fied entity’s assets are qualified mort-
gages and permitted investments if the
qualified entity owns no more than a
de minimis amount of other assets.

(i1) Safe harbor. The amount of assets
other than qualified mortgages and
permitted investments is de minimis if
the aggregate of the adjusted bases of
those assets is less than one percent of
the aggregate of the adjusted bases of
all of the REMIC’s assets. Nonetheless,
a qualified entity that does not meet
this safe harbor may demonstrate that
it owns no more than a de minimis
amount of other assets.

(4) Arrangements test. Generally, a
qualified entity must adopt reasonable
arrangements designed to ensure
that—

(i) Disqualified organizations (as de-
fined in section 860E(e)(5)) do not hold
residual interests in the qualified enti-
ty; and

(ii) If a residual interest is acquired
by a disqualified organization, the
qualified entity will provide to the In-
ternal Revenue Service, and to the per-
sons specified in section 860E(e)(3), in-
formation needed to compute the tax
imposed under section 860E(e) on trans-
fers of residual interests to disqualified
organizations.

(6) Reasonable arrangements—(i) Ar-
rangements to prevent disqualified organi-
eations from holding residual interests. A
qualified entity is considered to have
adopted reasonable arrangements to
ensure that a disqualified organization
(as defined in section 860E(e)(5)) will
not hold a residual interest if—

(A) The residual interest is in reg-
istered form (as defined in §5f.103-1(c)
of this chapter); and

(B) The qualified entity’s organiza-
tional documents clearly and expressly
prohibit a disqualified organization
from acquiring beneficial ownership of
a residual interest, and notice of the
prohibition is provided through a leg-
end on the document that evidences
ownership of the residual interest or
through a conspicuous statement in a
prospectus or private offering docu-
ment used to offer the residual interest
for sale.

(ii) Arrangements to ensure that infor-
mation will be provided. A qualified enti-
ty is considered to have made reason-
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able arrangements to ensure that the
Internal Revenue Service and persons
specified in section 860E(e)(3) as liable
for the tax imposed under section
860E(e) receive the information needed
to compute the tax if the qualified en-
tity’s organizational documents re-
quire that it provide to the Internal
Revenue Service and those persons a
computation showing the present value
of the total anticipated excess inclu-
sions with respect to the residual inter-
est for periods after the transfer. See
§1.860E-2(a)(b) for the obligation to fur-
nish information on request.

(6) Calendar year requirement. A
REMIC’s taxable year is the calendar
year. The first taxable year of a REMIC
begins on the startup day and ends on
December 31 of the same year. If the
startup day is other than January 1,
the REMIC has a short first taxable
year.

(c) Segregated pool of assets—(1) For-
mation of REMIC. A REMIC may be
formed as a segregated pool of assets
rather than as a separate entity. To
constitute a REMIC, the assets identi-
fied as part of the segregated pool must
be treated for all Federal income tax
purposes as assets of the REMIC and
interests in the REMIC must be based
solely on assets of the REMIC.

(2) Identification of assets. Formation
of the REMIC does not occur until—

(i) The sponsor identifies the assets
of the REMIC, such as through execu-
tion of an indenture with respect to the
assets; and

(ii) The REMIC issues the regular and
residual interests in the REMIC.

(3) Qualified entity defined. For pur-
poses of this section, the term ‘‘quali-
fied entity’’ includes an entity or a seg-
regated pool of assets within an entity.

(d) Election to be treated as a real estate
mortgage investment conduit—(1) In gen-
eral. A qualified entity, as defined in
paragraph (c)(3) of this section, elects
to be treated as a REMIC by timely fil-
ing, for the first taxable year of its ex-
istence, a Form 1066, U.S. Real Estate
Mortgage Investment Conduit Income
Tax Return, signed by a person author-
ized to sign that return under §1.860F—
4(c). See §1.9100-1 for rules regarding
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extensions of time for making elec-
tions. Once made, this election is irrev-
ocable for that taxable year and all
succeeding taxable years.

(2) Information required to be reported
in the REMIC’s first taxable year. For
the first taxable year of the REMIC’s
existence, the qualified entity, as de-
fined in paragraph (c)(3) of this section,
must provide either on its return or in
a separate statement attached to its
return—

(i) The REMIC’s employer identifica-
tion number, which must not be the
same as the identification number of
any other entity,

(ii) Information concerning the terms
and conditions of the regular interests
and the residual interest of the REMIC,
or a copy of the offering circular or
prospectus containing such informa-
tion,

(iii) A description of the prepayment
and reinvestment assumptions that are
made pursuant to section 1272(a)(6) and
the regulations thereunder, including a
statement supporting the selection of
the prepayment assumption,

(iv) The form of the electing qualified
entity under State law or, if an elec-
tion is being made with respect to a
segregated pool of assets within an en-
tity, the form of the entity that holds
the segregated pool of assets, and

(v) Any other information required
by the form.

(3) Requirement to keep sufficient
records. A qualified entity, as defined in
paragraph (c)(3) of this section, that
elects to be a REMIC must keep suffi-
cient records concerning its invest-
ments to show that it has complied
with the provisions of sections 860A
through 860G and the regulations
thereunder during each taxable year.

[T.D. 8366, 56 FR 49516, Sept. 30, 1991; T.D.
8458, 57 FR 61301, Dec. 24, 1992]

§1.860E-1 Treatment of taxable in-
come of a residual interest holder
in excess of daily accruals.

(a) Excess inclusion cannot be offset by
otherwise allowable deductions—(1) In
general. Except as provided in para-
graph (a)(3) of this section, the taxable
income of any holder of a residual in-
terest for any taxable year is in no
event less than the sum of the excess
inclusions attributable to that holder’s
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residual interests for that taxable year.
In computing the amount of a net oper-
ating loss (as defined in section 172(c))
or the amount of any net operating
loss carryover (as defined in section
172(b)(2)), the amount of any excess in-
clusion is not included in gross income
or taxable income. Thus, for example,
if a residual interest holder has $100 of
gross income, $25 of which is an excess
inclusion, and $90 of business deduc-
tions, the holder has taxable income of
$25, the amount of the excess inclusion,
and a net operating loss of $15 ($75 of
other income - $90 of business deduc-
tions).

(2) Affiliated groups. If a holder of a
REMIC residual interest is a member of
an affiliated group filing a consolidated
income tax return, the taxable income
of the affiliated group cannot be less
than the sum of the excess inclusions
attributable to all residual interests
held by members of the affiliated
group.

(3) Special rule for certain financial in-
stitutions—(1) In general. If an organiza-
tion to which section 593 applies holds
a residual interest that has significant
value (as defined in paragraph (a)(3)(iii)
of this section), section 860E(a)(1) and
paragraph (a)(1) of this section do not
apply to that organization with respect
to that interest. Consequently, an or-
ganization to which section 593 applies
may use its allowable deductions to
offset an excess inclusion attributable
to a residual interest that has signifi-
cant value, but, except as provided in
section 860E(a)(4)(A), may not use its
allowable deductions to offset an ex-
cess inclusion attributable to a resid-
ual interest held by any other member
of an affiliated group, if any, of which
the organization is a member. Further,
a net operating loss of any other mem-
ber of an affiliated group of which the
organization is a member may not be
used to offset an excess inclusion at-
tributable to a residual interest held
by that organization.

(ii) Ordering rule—(A) In general. In
computing taxable income for any
year, an organization to which section
593 applies is treated as having applied
its allowable deductions for the year
first to offset that portion of its gross
income that is not an excess inclusion
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and then to offset that portion of its
income that is an excess inclusion.

(B) Example. The following example
illustrates the provisions of paragraph
(a)(3)(ii) of this section:

Example. Corp. X, a corporation to which
section 593 applies, is a member of an affili-
ated group that files a consolidated return.
For a particular taxable year, Corp. X has
gross income of $1,000, and of this amount,
$150 is an excess inclusion attributable to a
residual interest that has significant value.
Corp. X has $975 of allowable deductions for
the taxable year. Corp. X must apply its al-
lowable deductions first to offset the $850 of
gross income that is not an excess inclusion,
and then to offset the portion of its gross in-
come that is an excess inclusion. Thus, Corp.
X has $25 of taxable income ($1,000—$975), and
that $25 is an excess inclusion that may not
be offset by losses sustained by other mem-
bers of the affiliated group.

(iii) Significant value. A residual in-
terest has significant value if—

(A) The aggregate of the issue prices
of the residual interests in the REMIC
is at least 2 percent of the aggregate of
the issue prices of all residual and reg-
ular interests in the REMIC; and

(B) The anticipated weighted average
life of the residual interests is at least
20 percent of the anticipated weighted
average life of the REMIC.

(iv) Determining anticipated weighted
average life—(A) Anticipated weighted
average life of the REMIC. The antici-
pated weighted average life of a REMIC
is the weighted average of the antici-
pated weighted average lives of all
classes of interests in the REMIC. This
weighted average is determined under
the formula in paragraph (a)3)(iv)(B)
of this section, applied by treating all
payments taken into account in com-
puting the anticipated weighted aver-
age lives of regular and residual inter-
ests in the REMIC as principal pay-
ments on a single regular interest.

(B) Regular interests that have a speci-
fied principal amount. Generally, the an-
ticipated weighted average life of a
regular interest is determined by—

(I) Multiplying the amount of each
anticipated principal payment to be
made on the interest by the number of
years (including fractions thereof)
from the startup day (as defined in sec-
tion 860G(a)(9) and §1.860G-2(k)) to the
related principal payment date;

(2) Adding the results; and
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(3) Dividing the sum by the total
principal paid on the regular interest.

(C) Regular interests that have no speci-
fied principal amount or that have only a
nominal principal amount, and all resid-
ual interests. If a regular interest has no
specified principal amount, or if the in-
terest payments to be made on a reg-
ular interest are disproportionately
high relative to its specified principal
amount (as determined by reference to
§1.860G-1(b)(5)(i)), then, for purposes of
computing the anticipated weighted
average life of the interest, all antici-
pated payments on that interest, re-
gardless of their designation as prin-
cipal or interest, must be taken into
account in applying the formula set
out in paragraph (a)(3)(iv)(B) of this
section. Moreover, for purposes of com-
puting the weighted average life of a
residual interest, all anticipated pay-
ments on that interest, regardless of
their designation as principal or inter-
est, must be taken into account in ap-
plying the formula set out in para-
graph (a)(3)(iv)(B) of this section.

(D) Anticipated payments. The antici-
pated principal payments to be made
on a regular interest subject to para-
graph (a)(3)(iv)(B) of this section, and
the anticipated payments to be made
on a regular interest subject to para-
graph (a)(3)(iv)(C) of this section or on
a residual interest, must be determined
based on—

(I) The prepayment and reinvestment
assumptions adopted under section
1272(a)(6), or that would have been
adopted had the REMIC’s regular inter-
ests been issued with original issue dis-
count; and

(2) Any required or permitted clean
up calls or any required qualified lig-
uidation provided for in the REMIC’s
organizational documents.

(b) Treatment of residual interests held
by REITs, RICs, common trust funds, and
subchapter T cooperatives. [Reserved]

(c) Transfers of moneconomic residual
interests—(1) In general. A transfer of a
noneconomic residual interest is dis-
regarded for all Federal tax purposes if
a significant purpose of the transfer
was to enable the transferor to impede
the assessment or collection of tax. A
significant purpose to impede the as-
sessment or collection of tax exists if

102



Internal Revenue Service, Treasury

the transferor, at the time of the trans-
fer, either knew or should have known
(had ‘“‘improper knowledge’’) that the
transferee would be unwilling or unable
to pay taxes due on its share of the
taxable income of the REMIC.

(2) Noneconomic residual interest. A re-
sidual interest is a noneconomic resid-
ual interest unless, at the time of the
transfer—

(i) The present value of the expected
future distributions on the residual in-
terest at least equals the product of
the present value of the anticipated ex-
cess inclusions and the highest rate of
tax specified in section 11(b)(1) for the
year in which the transfer occurs; and

(ii) The transferor reasonably expects
that, for each anticipated excess inclu-
sion, the transferee will receive dis-
tributions from the REMIC at or after
the time at which the taxes accrue on
the anticipated excess inclusion in an
amount sufficient to satisfy the ac-
crued taxes.

(3) Computations. The present value of
the expected future distributions and
the present value of the anticipated ex-
cess inclusions must be computed
under the procedure specified in
§1.860E-2(a)(4) for determining the
present value of anticipated excess in-
clusions in connection with the trans-
fer of a residual interest to a disquali-
fied organization.

(4) Safe harbor for establishing lack of
improper knowledge. A transferor is pre-
sumed not to have improper knowledge
if—

(i) The transferor conducted, at the
time of the transfer, a reasonable in-
vestigation of the financial condition
of the transferee and, as a result of the
investigation, the transferor found
that the transferee had historically
paid its debts as they came due and
found no significant evidence to indi-
cate that the transferee will not con-
tinue to pay its debts as they come due
in the future;

(ii) The transferee represents to the
transferor that it understands that, as
the holder of the noneconomic residual
interest, the transferee may incur tax
liabilities in excess of any cash flows
generated by the interest and that the
transferee intends to pay taxes associ-
ated with holding the residual interest
as they become due;
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(iii) The transferee represents that it
will not cause income from the non-
economic residual interest to be attrib-
utable to a foreign permanent estab-
lishment or fixed base (within the
meaning of an applicable income tax
treaty) of the transferee or another
U.S. taxpayer; and

(iv) The transfer satisfies either the
asset test in paragraph (c)(b) of this
section or the formula test in para-
graph (¢)(7) of this section.

(5) Asset test. The transfer satisfies
the asset test if it meets the require-
ments of paragraphs (c)(b)(i), (ii) and
(iii) of this section.

(i) At the time of the transfer, and at
the close of each of the transferee’s two
fiscal years preceding the transferee’s
fiscal year of transfer, the transferee’s
gross assets for financial reporting pur-
poses exceed $100 million and its net as-
sets for financial reporting purposes
exceed $10 million. For purposes of the
preceding sentence, the gross assets
and net assets of a transferee do not in-
clude any obligation of any related per-
son (as defined in paragraph (c)(6)(ii) of
this section) or any other asset if a
principal purpose for holding or acquir-
ing the other asset is to permit the
transferee to satisfy the conditions of
this paragraph (c)(5)(i).

(ii) The transferee must be an eligi-
ble corporation (defined in paragraph
(c)(6)(1) of this section) and must agree
in writing that any subsequent transfer
of the interest will be to another eligi-
ble corporation in a transaction that
satisfies paragraphs (c)(4)(i), (ii), and
(iii) and this paragraph (c)(5). The di-
rect or indirect transfer of the residual
interest to a foreign permanent estab-
lishment (within the meaning of an ap-
plicable income tax treaty) of a domes-
tic corporation is a transfer that is not
a transfer to an eligible corporation. A
transfer also fails to meet the require-
ments of this paragraph (c)(5)(ii) if the
transferor knows, or has reason to
know, that the transferee will not
honor the restrictions on subsequent
transfers of the residual interest.

(iii) A reasonable person would not
conclude, based on the facts and cir-
cumstances known to the transferor on
or before the date of the transfer, that
the taxes associated with the residual
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interest will not be paid. The consider-
ation given to the transferee to acquire
the noneconomic residual interest in
the REMIC is only one factor to be con-
sidered, but the transferor will be
deemed to know that the transferee
cannot or will not pay if the amount of
consideration is so low compared to the
liabilities assumed that a reasonable
person would conclude that the taxes
associated with holding the residual in-
terest will not be paid. In determining
whether the amount of consideration is
too low, the specific terms of the for-
mula test in paragraph (c)(7) of this
section need not be used.

(6) Definitions for asset test. The fol-
lowing definitions apply for purposes of
paragraph (c)(b) of this section:

(i) Eligible corporation means any do-
mestic C corporation (as defined in sec-
tion 1361(a)(2)) other than—

(A) A corporation which is exempt
from, or is not subject to, tax under
section 11;

(B) An entity described in section
851(a) or 856(a);

(C) A REMIC; or

(D) An organization to which part I
of subchapter T of chapter 1 of subtitle
A of the Internal Revenue Code applies.

(i) Related person is any person
that—

(A) Bears a relationship to the trans-
feree enumerated in section 267(b) or
707(b)(1), using ‘20 percent’ instead of
‘60 percent’” where it appears under
the provisions; or

(B) Is under common control (within
the meaning of section 52(a) and (b))
with the transferee.

(T) Formula test. The transfer satisfies
the formula test if the present value of
the anticipated tax liabilities associ-
ated with holding the residual interest
does not exceed the sum of—

(i) The present value of any consider-
ation given to the transferee to acquire
the interest;

(ii) The present value of the expected
future distributions on the interest;
and

(iii) The present value of the antici-
pated tax savings associated with hold-
ing the interest as the REMIC gen-
erates losses.

(8) Conditions and limitations on for-
mula test. The following rules apply for
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purposes of the formula test in para-
graph (¢)(7) of this section.

(i) The transferee is assumed to pay
tax at a rate equal to the highest rate
of tax specified in section 11(b)(1). If
the transferee has been subject to the
alternative minimum tax under section
55 in the preceding two years and will
compute its taxable income in the cur-
rent taxable year using the alternative
minimum tax rate, then the tax rate
specified in section 55(b)(1)(B) may be
used in lieu of the highest rate speci-
fied in section 11(b)(1).

(ii) The direct or indirect transfer of
the residual interest to a foreign per-
manent establishment or fixed base
(within the meaning of an applicable
income tax treaty) of a domestic trans-
feree is not eligible for the formula
test.

(iii) Present values are computed
using a discount rate equal to the Fed-
eral short-term rate prescribed by sec-
tion 1274(d) for the month of the trans-
fer and the compounding period used
by the taxpayer.

(9) Examples. The following examples
illustrate the rules of this section:

Example 1. Transfer to partnership. X trans-
fers a noneconomic residual interest in a
REMIC to Partnership P in a transaction
that does not satisfy the formula test of
paragraph (c)(7) of this section. Y and Z are
the partners of P. Even if Y and Z are eligible
corporations that satisfy the requirements of
paragraph (c)(b)(i) of this section, the trans-
fer fails to satisfy the asset test require-
ments found in paragraph (c)(5)(ii) of this
section because P is a partnership rather
than an eligible corporation within the
meaning of (¢)(6)(i) of this section.

Example 2. Transfer to a corporation without
capacity to carry additional residual interests.
During the first ten months of a year, Bank
transfers five residual interests to Corpora-
tion U under circumstances meeting the re-
quirements of the asset test in paragraph
(c)(b) of this section. Bank is the major cred-
itor of U and consequently has access to U’s
financial records and has knowledge of U’s fi-
nancial circumstances. During the last
month of the year, Bank transfers three ad-
ditional residual interests to U in a trans-
action that does not meet the formula test of
paragraph (c)(7) of this section. At the time
of this transfer, U’s financial records indi-
cate it has retained the previously trans-
ferred residual interests. U’s financial cir-
cumstances, including the aggregate tax li-
abilities it has assumed with respect to
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REMIC residual interests, would cause a rea-
sonable person to conclude that U will be un-
able to meet its tax liabilities when due. The
transfers in the last month of the year fail to
satisfy the investigation requirement in
paragraph (c)(4)(i) of this section and the
asset test requirement of paragraph (c)(5)(iii)
of this section because Bank has reason to
know that U will not be able to pay the tax
due on those interests.

Example 3. Transfer to a foreign permanent
establishment of an eligible corporation. R
transfers a noneconomic residual interest in
a REMIC to the foreign permanent establish-
ment of Corporation 7. Solely because of
paragraph (c)(8)(ii) of this section, the trans-
fer does not satisfy the formula test of para-
graph (c¢)(7) of this section. In addition, even
if T is an eligible corporation, the transfer
does not satisfy the asset test because the
transfer fails the requirements of paragraph
(c)(5)(ii) of this section.

(10) Effective dates. Paragraphs (c)(4)
through (c)(9) of this section are appli-
cable to transfers occurring on or after
February 4, 2000, except for paragraphs
(c)(4)(iii) and (c)(8)(iii) of this section,
which are applicable for transfers oc-
curring on or after August 19, 2002. For
the dates of applicability of paragraphs
(a) through (c)(3) and (d) of this sec-
tion, see §1.860A-1.

(d) Transfers to foreign persons. Para-
graph (c) of this section does not apply
to transfers of residual interests to
which §1.860G-3(a)(1), concerning trans-
fers to certain foreign persons, applies.

[T.D. 8458, 57 FR 61302, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993; T.D. 9004, 67 FR 47453, July
19, 2002]

§1.860E-2 Tax on transfers of residual
interests to certain organizations.

(a) Transfers to disqualified organiza-
tions—(1) Payment of tax. Any excise tax
due under section 860E(e)(1) must be
paid by the later of March 24, 1993, or
April 15th of the year following the cal-
endar year in which the residual inter-
est is transferred to a disqualified orga-
nization. The Commissioner may pre-
scribe rules for the manner and method
of collecting the tax.

(2) Transitory ownership. For purposes
of section 860E (e) and this section, a
transfer of a residual interest to a dis-
qualified organization in connection
with the formation of a REMIC is dis-
regarded if the disqualified organiza-
tion has a binding contract to sell the
interest and the sale occurs within 7
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days of the startup day (as defined in
section 860G(a)(9) and §1.860G-2(Kk)).

(3) Anticipated excess inclusions. The
anticipated excess inclusions are the
excess inclusions that are expected to
accrue in each calendar quarter (or
portion thereof) following the transfer
of the residual interest. The antici-
pated excess inclusions must be deter-
mined as of the date the residual inter-
est is transferred and must be based
on—

(i) Events that have occurred up to
the time of the transfer;

(ii) The prepayment and reinvest-
ment assumptions adopted under sec-
tion 1272(a)(6), or that would have been
adopted had the REMIC’s regular inter-
ests been issued with original issue dis-
count; and

(iii) Any required or permitted clean
up calls, or required qualified liquida-
tion provided for in the REMIC’s orga-
nizational documents.

(4) Present wvalue computation. The
present value of the anticipated excess
inclusions is determined by dis-
counting the anticipated excess inclu-
sions from the end of each remaining
calendar quarter in which those excess
inclusions are expected to accrue to
the date the disqualified organization
acquires the residual interest. The dis-
count rate to be used for this present
value computation is the applicable
Federal rate (as specified in section
1274(d)(1)) that would apply to a debt
instrument that was issued on the date
the disqualified organization acquired
the residual interest and whose term
ended on the close of the last quarter
in which excess inclusions were ex-
pected to accrue with respect to the re-
sidual interest.

(5) Obligation of REMIC to furnish in-
formation. A REMIC is not obligated to
determine if its residual interests have
been transferred to a disqualified orga-
nization. However, upon request of a
person designated in section 860E(e)(3),
the REMIC must furnish information
sufficient to compute the present value
of the anticipated excess inclusions.
The information must be furnished to
the requesting party and to the Inter-
nal Revenue Service within 60 days of
the request. A reasonable fee charged
to the requestor is not income derived
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from a prohibited transaction within
the meaning of section 860F(a).

(6) Agent. For purposes of section
860E(e)(3), the term ‘‘agent’’ includes a
broker (as defined in section 6045(c) and
§1.6045-1(a)(1)), nominee, or other mid-
dleman.

() Relief from liability—(i) Transferee
furnishes information under penalties of
perjury. For purposes of section
860E(e)(4), a transferee is treated as
having furnished an affidavit if the
transferee furnishes—

(A) A social security number, and
states under penalties of perjury that
the social security number is that of
the transferee; or

(B) A statement under penalties of
perjury that it is not a disqualified or-
ganization.

(ii) Amount required to be paid. The
amount required to be paid under sec-
tion 860E(e)(7)(B) is equal to the prod-
uct of the highest rate specified in sec-
tion 11(b)(1) for the taxable year in
which the transfer described in section
860E(e)(1) occurs and the amount of ex-
cess inclusions that accrued and were
allocable to the residual interest dur-
ing the period that the disqualified or-
ganization held the interest.

(b) Tax on pass-thru entities—(1) Tax
on excess inclusions. Any tax due under
section 860E(e)(6) must be paid by the
later of March 24, 1993, or by the fif-
teenth day of the fourth month fol-
lowing the close of the taxable year of
the pass-thru entity in which the dis-
qualified person is a record holder. The
Commissioner may prescribe rules for
the manner and method of collecting
the tax.

(2) Record holder furnishes information
under penalties of perjury. For purposes
of section 860E(e)(6)(D), a record holder
is treated as having furnished an affi-
davit if the record holder furnishes—

(i) A social security number and
states, under penalties of perjury, that
the social security number is that of
the record holder; or

(ii) A statement under penalties of
perjury that it is not a disqualified or-
ganization.

(3) Deductibility of tax. Any tax im-
posed on a pass-thru entity pursuant to
section 860E(e)(6)(A) 1is deductible
against the gross amount of ordinary
income of the pass-thru entity. For ex-
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ample, in the case of a REIT, the tax is
deductible in determining real estate
investment trust taxable income under
section 857(b)(2).

(4) Allocation of tax. Dividends paid by
a RIC or by a REIT are not preferential
dividends within the meaning of sec-
tion 562(c) solely because the tax ex-
pense incurred by the RIC or REIT
under section 860E(e)(6) is allocated
solely to the shares held by disqualified
organizations.

[T.D. 8458, 57 FR 61304, Dec. 24, 1992]

§1.860F-1 Qualified liquidations.

A plan of liquidation need not be in
any special form. If a REMIC specifies
the first day in the 90-day liquidation
period in a statement attached to its
final return, then the REMIC will be
considered to have adopted a plan of
liquidation on the specified date.

[T.D. 8458, 57 FR 61304, Dec. 24, 1992]

§1.860F-2 Transfers to a REMIC.

(a) Formation of a REMIC—(1) In gen-
eral. For Federal income tax purposes,
a REMIC formation is characterized as
the contribution of assets by a sponsor
(as defined in paragraph (b)(1) of this
section) to a REMIC in exchange for
REMIC regular and residual interests.
If, instead of exchanging its interest in
mortgages and related assets for reg-
ular and residual interests, the sponsor
arranges to have the REMIC issue some
or all of the regular and residual inter-
ests for cash, after which the sponsor
sells its interests in mortgages and re-
lated assets to the REMIC, the trans-
action is, nevertheless, viewed for Fed-
eral income tax purposes as the spon-
sor’s exchange of mortgages and re-
lated assets for regular and residual in-
terests, followed by a sale of some or
all of those interests. The purpose of
this rule is to ensure that the tax con-
sequences associated with the forma-
tion of a REMIC are not affected by the
actual sequence of steps taken by the
sponsor.

(2) Tiered arrangements—(i) Two or
more REMICs formed pursuant to a single
set of organizational documents. Two or
more REMICs can be created pursuant
to a single set of organizational docu-
ments even if for state law purposes or
for Federal securities law purposes

106



Internal Revenue Service, Treasury

those documents create only one orga-
nization. The organizational docu-
ments must, however, clearly and ex-
pressly identify the assets of, and the
interests in, each REMIC, and each
REMIC must satisfy all of the require-
ments of section 860D and the related
regulations.

(ii) A REMIC and one or more invest-
ment trusts formed pursuant to a single
set of documents. A REMIC (or two or
more REMICs) and one or more invest-
ment trusts can be created pursuant to
a single set of organizational docu-
ments and the separate existence of the
REMIC(s) and the investment trust(s)
will be respected for Federal income
tax purposes even if for state law pur-
poses or for Federal securities law pur-
poses those documents create only one
organization. The organizational docu-
ments for the REMIC(s) and the invest-
ment trust(s) must, however, require
both the REMIC(s) and the investment
trust(s) to account for items of income
and ownership of assets for Federal tax
purposes in a manner that respects the
separate existence of the multiple enti-
ties. See §1.860G-2(i) concerning
issuance of regular interests coupled
with other contractual rights for an il-
lustration of the provisions of this
paragraph.

(b) Treatment of sponsor—(1) Sponsor
defined. A sponsor is a person who di-
rectly or indirectly exchanges qualified
mortgages and related assets for reg-
ular and residual interests in a REMIC.
A person indirectly exchanges interests
in qualified mortgages and related as-
sets for regular and residual interests
in a REMIC if the person transfers,
other than in a nonrecognition trans-
action, the mortgages and related as-
sets to another person who acquires a
transitory ownership interest in those
assets before exchanging them for in-
terests in the REMIC, after which the
transitory owner then transfers some
or all of the interests in the REMIC to
the first person.

(2) Nonrecognition of gain or loss. The
sponsor does not recognize gain or loss
on the direct or indirect transfer of any
property to a REMIC in exchange for
regular or residual interests in the
REMIC. However, the sponsor, upon a
subsequent sale of the REMIC regular
or residual interests, may recognize
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gain or loss with respect to those inter-
ests.

(3) Basis of contributed assets allocated
among interests—(i) In general. The ag-
gregate of the adjusted bases of the
regular and residual interests received
by the sponsor in the exchange de-
scribed in paragraph (a) of this section
is equal to the aggregate of the ad-
justed bases of the property transferred
by the sponsor in the exchange, in-
creased by the amount of organiza-
tional expenses (as described in para-
graph (b)(3)(ii) of this section). That
total is allocated among all the inter-
ests received in proportion to their fair
market values on the pricing date (as
defined in paragraph (b)(3)(iii) of this
section) if any, or, if none, the startup
day (as defined in section 860G(a)(9) and
§1.860G-2(k)).

(ii) Organizational expenses—(A) Orga-
nizational expense defined. An organiza-
tional expense is an expense that is in-
curred by the sponsor or by the REMIC
and that is directly related to the cre-
ation of the REMIC. Further, the orga-
nizational expense must be incurred
during a period beginning a reasonable
time before the startup day and ending
before the date prescribed by law for
filing the first REMIC tax return (de-
termined without regard to any exten-
sions of time to file). The following are
examples of organizational expenses:
legal fees for services related to the
formation of the REMIC, such as prepa-
ration of a pooling and servicing agree-
ment and trust indenture; accounting
fees related to the formation of the
REMIC; and other administrative costs
related to the formation of the REMIC.

(B) Syndication expenses. Syndication
expenses are not organizational ex-
penses. Syndication expenses are those
expenses incurred by the sponsor or
other person to market the interests in
a REMIC, and, thus, are applied to re-
duce the amount realized on the sale of
the interests. Examples of syndication
expenses are brokerage fees, registra-
tion fees, fees of an underwriter or
placement agent, and printing costs of
the prospectus or placement memo-
randum and other selling or pro-
motional material.

(iii) Pricing date. The term ‘‘pricing
date” means the date on which the
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terms of the regular and residual inter-
ests are fixed and the prices at which a
substantial portion of the regular in-
terests will be sold are fixed.

(4) Treatment of unrecognized gain or
loss—(1) Unrecognized gain on regular in-
terests. For purposes of section
860F(b)(1)(C)(i), the sponsor must in-
clude in gross income the excess of the
issue price of a regular interest over
the sponsor’s basis in the interest as if
the excess were market discount (as de-
fined in section 1278(a)(2)) on a bond
and the sponsor had made an election
under section 1278(b) to include this
market discount currently in gross in-
come. The sponsor is not, however, by
reason of this paragraph (b)(4)@),
deemed to have made an election under
section 1278(b) with respect to any
other bonds.

(i1) Unrecognized loss on regular inter-
ests. For purposes of section
860F(b)(1)(D)(i), the sponsor treats the
excess of the sponsor’s basis in a reg-
ular interest over the issue price of the
interest as if that excess were amortiz-
able bond premium (as defined in sec-
tion 171(b)) on a taxable bond and the
sponsor had made an election under
section 171(c). The sponsor is not, how-
ever, by reason of this paragraph
(b)(4)(ii), deemed to have made an elec-
tion under section 171(c) with respect
to any other bonds.

(iii) Unrecognized gain on residual in-
terests. For purposes of section
860F(b)(1)(C)(ii), the sponsor must in-
clude in gross income the excess of the
issue price of a residual interest over
the sponsor’s basis in the interest rat-
ably over the anticipated weighted av-
erage life of the REMIC (as defined in
§1.860E-1(a)(3)(iv)).

(iv) Unrecognized loss on residual inter-
ests. For purposes of section
860F(b)(1)(D)(ii), the sponsor deducts
the excess of the sponsor’s basis in a
residual interest over the issue price of
the interest ratably over the antici-
pated weighted average life of the
REMIC.

(5) Additions to or reductions of the
sponsor’s basis. The sponsor’s basis in a
regular or residual interest is increased
by any amount included in the spon-
sor’s gross income under paragraph
(b)(4) of this section. The sponsor’s
basis in a regular or residual interest is
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decreased by any amount allowed as a
deduction and by any amount applied
to reduce interest payments to the
sponsor under paragraph (b)(4)(ii) of
this section.

(6) Transferred basis property. For pur-
poses of paragraph (b)(4) of this sec-
tion, a transferee of a regular or resid-
ual interest is treated in the same
manner as the sponsor to the extent
that the basis of the transferee in the
interest is determined in whole or in
part by reference to the basis of the in-
terest in the hands of the sponsor.

(c) REMIC'’s basis in contributed assets.
For purposes of section 860F(b)(2), the
aggregate of the REMIC’s bases in the
assets contributed by the sponsor to
the REMIC in a transaction described
in paragraph (a) of this section is equal
to the aggregate of the issue prices (de-
termined under section 860G(a)(10) and
§1.86G-1(d)) of all regular and residual
interests in the REMIC.

[T.D. 8458, 57 FR 61304, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993]

§1.860F-4 REMIC reporting require-
ments and other administrative
rules.

(a) In general. Except as provided in
paragraph (c) of this section, for pur-
poses of subtitle F of the Internal Rev-
enue Code, a REMIC is treated as a
partnership and any holder of a resid-
ual interest in the REMIC is treated as
a partner. A REMIC is not subject,
however, to the rules of subchapter C
of chapter 63 of the Internal Revenue
Code, relating to the treatment of part-
nership items, for a taxable year if
there is at no time during the taxable
yvear more than one holder of a residual
interest in the REMIC. The identity of
a holder of a residual interest in a
REMIC is not treated as a partnership
item with respect to the REMIC for
purposes of subchapter C of chapter 63.

(b) REMIC tax return—(1) In general.
To satisfy the requirement under sec-
tion 6031 to make a return of income
for each taxable year, a REMIC must
file the return required by paragraph
(b)(2) of this section. The due date and
any extensions for filing the REMIC’s
annual return are determined as if the
REMIC were a partnership.

(2) Income tax return. The REMIC
must make a return, as required by
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section 6011(a), for each taxable year on
Form 1066, U.S. Real Estate Mortgage
Investment Conduit Income Tax Re-
turn. The return must include—

(i) The amount of principal out-
standing on each class of regular inter-
ests as of the close of the taxable year,

(ii) The amount of the daily accruals
determined under section 860E(c), and

(iii) The information specified in
§1.860D-1(d)(2) (i), (iv), and (V).

(c) Signing of REMIC return—Q1) In
general. Although a REMIC is generally
treated as a partnership for purposes of
subtitle F, for purposes of determining
who is authorized to sign a REMIC’s in-
come tax return for any taxable year,
the REMIC is not treated as a partner-
ship and the holders of residual inter-
ests in the REMIC are not treated as
partners. Rather, the REMIC return
must be signed by a person who could
sign the return of the entity absent the
REMIC election. Thus, the return of a
REMIC that is a corporation or trust
under applicable State law must be
signed by a corporate officer or a trust-
ee, respectively. The return of a
REMIC that consists of a segregated
pool of assets must be signed by a per-
son who could sign the return of the
entity that owns the assets of the
REMIC under applicable State law.

(2) REMIC whose startup day is before
November 10, 19886—(@) In general. The in-
come tax return of a REMIC whose
startup day is before November 10, 1988,
may be signed by any person who held
a residual interest during the taxable
year to which the return relates, or, as
provided in section 6903, by a fiduciary,
as defined in section 7701(a)(6), who is
acting for the REMIC and who has fur-
nished adequate notice in the manner
prescribed in §301.6903-1(b) of this chap-
ter.

(ii) Startup day. For purposes of para-
graph (c)(2) of this section, startup day
means any day selected by a REMIC
that is on or before the first day on
which interests in such REMIC are
issued.

(iii) Exception. A REMIC whose start-
up day is before November 10, 1988, may
elect to have paragraph (c)(1) of this
section apply, instead of paragraph
(c)(2) of this section, in determining
who is authorized to sign the REMIC
return. See section 1006(t)(18)(B) of the
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Technical and Miscellaneous Revenue
Act of 1988 (102 Stat. 3426) and
§5h.6(a)(1) of this chapter for the time
and manner for making this election.

(d) Designation of tax matters person. A
REMIC may designate a tax matters
person in the same manner in which a
partnership may designate a tax mat-
ters partner under §301.6231(a)(7)-1T of
this chapter. For purposes of applying
that section, all holders of residual in-
terests in the REMIC are treated as
general partners.

(e) Notice to holders of residual inter-
ests—(1) Information required. As of the
close of each calendar quarter, a
REMIC must provide to each person
who held a residual interest in the
REMIC during that quarter notice on
Schedule Q (Form 1066) of information
specified in paragraphs (e)(1) (i) and (ii)
of this section.

(i) In general. BEach REMIC must pro-
vide to each of its residual interest
holders the following information—

(A) That person’s share of the taxable
income or net loss of the REMIC for
the calendar quarter;

(B) The amount of the excess inclu-
sion (as defined in section 860E and the
regulations thereunder), if any, with
respect to that person’s residual inter-
est for the calendar quarter;

(C) If the holder of a residual interest
is also a pass-through interest holder
(as defined in §1.67-3T(a)(2)), the allo-
cable investment expenses (as defined
in §1.67-3T(a)(4)) for the calendar quar-
ter, and

(D) Any other information required
by Schedule Q (Form 1066).

(i1) Information with respect to REMIC
assets—(A) 95 percent asset test. For cal-
endar quarters after 1988, each REMIC
must provide to each of its residual in-
terest holders the following informa-
tion—

(I) The percentage of REMIC assets
that are qualifying real property loans
under section 593,

(2) The percentage of REMIC assets
that are assets described in section
7701(a)(19), and

(3) The percentage of REMIC assets
that are real estate assets defined in
section 8566(c)(6)(B), computed by ref-
erence to the average adjusted basis (as
defined in section 1011) of the REMIC
assets during the calendar quarter (as
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described in paragraph (e)(1)(iii) of this
section). If the percentage of REMIC
assets represented by a category is at
least 95 percent, then the REMIC need
only specify that the percentage for
that category was at least 95 percent.

(B) Additional information required if
the 95 percent test mot met. If, for any
calendar quarter after 1988, less than 95
percent of the assets of the REMIC are
real estate assets defined in section
8566(c)(6)(B), then, for that calendar
quarter, the REMIC must also provide
to any real estate investment trust
(REIT) that holds a residual interest
the following information—

(I) The percentage of REMIC assets
described in section 856(c)(5)(A), com-
puted by reference to the average ad-
justed basis of the REMIC assets dur-
ing the calendar quarter (as described
in paragraph (e)(1)(iii) of this section),

(2) The percentage of REMIC gross
income (other than gross income from
prohibited transactions defined in sec-
tion 860F(a)(2)) described in section
856(c)(3)(A) through (E), computed as of
the close of the calendar quarter, and

(3) The percentage of REMIC gross
income (other than gross income from
prohibited transactions defined in sec-
tion 860F(a)(2)) described in section
856(c)(3)(F'), computed as of the close of
the calendar quarter. For purposes of
this paragraph (e)(1)(ii)(B)(3), the term
“foreclosure property’’ contained in
section 856(c)(3)(F) has the meaning
specified in section 860G(a)(8).

In determining whether a REIT satis-
fies the limitations of section 856(c)(2),
all REMIC gross income is deemed to
be derived from a source specified in
section 856(c)(2).

(C) For calendar quarters in 1987. For
calendar quarters in 1987, the percent-
ages of assets required in paragraphs
(e)(1)(ii) (A) and (B) of this section may
be computed by reference to the fair
market value of the assets of the
REMIC as of the close of the calendar
quarter (as described in paragraph
(e)(1)(iii) of this section), instead of by
reference to the average adjusted basis
during the calendar quarter.

(D) For calendar quarters in 1988 and
1989. For calendar quarters in 1988 and
1989, the percentages of assets required
in paragraphs (e)(1)(ii) (A) and (B) of
this section may be computed by ref-
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erence to the average fair market
value of the assets of the REMIC dur-
ing the calendar quarter (as described
in paragraph (e)(1)(iii) of this section),
instead of by reference to the average
adjusted basis of the assets of the
REMIC during the calendar quarter.

(iii) Special provisions. For purposes of
paragraph (e)(1)(ii) of this section, the
percentage of REMIC assets rep-
resented by a specified category com-
puted by reference to average adjusted
basis (or fair market value) of the as-
sets during a calendar quarter is deter-
mined by dividing the average adjusted
bases (or for calendar quarters before
1990, fair market value) of the assets in
the specified category by the average
adjusted basis (or, for calendar quar-
ters before 1990, fair market value) of
all the assets of the REMIC as of the
close of each month, week, or day dur-
ing that calendar quarter. The month-
ly, weekly, or daily computation period
must be applied uniformly during the
calendar quarter to all categories of as-
sets and may not be changed in suc-
ceeding calendar quarters without the
consent of the Commissioner.

(2) Quarterly mnotice required—(i) In
general. Schedule Q must be mailed (or
otherwise delivered) to each holder of a
residual interest during a calendar
quarter no later than the last day of
the month following the close of the
calendar quarter.

(ii) Special rule for 1987. Notice to any
holder of a REMIC residual interest of
the information required in paragraph
(e)(1) of this section for any of the four
calendar quarters of 1987 must be
mailed (or otherwise delivered) to each
holder no later than March 28, 1988.

(3) Nominee reporting—(i) In general. If
a REMIC is required under paragraphs
(e) (1) and (2) of this section to provide
notice to an interest holder who is a
nominee of another person with respect
to an interest in the REMIC, the nomi-
nee must furnish that notice to the
person for whom it is a nominee.

(ii) Time for furnishing statement. The
nominee must furnish the notice re-
quired under paragraph (e)(3)(i) of this
section to the person for whom it is a
nominee no later than 30 days after re-
ceiving this information.
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(4) Reports to the Internal Revenue
Service. For each person who was a re-
sidual interest holder at any time dur-
ing a REMIC’s taxable year, the
REMIC must attach a copy of Schedule
Q to its income tax return for that
year for each quarter in which that
person was a residual interest holder.
Quarterly notice to the Internal Rev-
enue Service is not required.

(f) Information returns for persons en-
gaged in a trade or business. See §1.6041-
1(b)(2) for the treatment of a REMIC
under sections 6041 and 6041A.

[T.D. 8366, 56 FR 49516, Sept. 30, 1991, as
amended by T.D. 8458, 57 FR 61306, Dec. 24,
1992; 58 FR 8098, Feb. 11, 1993; T.D. 9184, 70 FR
9219, Feb. 25, 2005]

§1.860G-1 Definition of regular and
residual interests.

(a) Regular interest—(1) Designation as
a regular interest. For purposes of sec-
tion 860G(a)(1), a REMIC designates an
interest as a regular interest by pro-
viding to the Internal Revenue Service
the information specified in §1.860D-
1(d)(2)(ii) in the time and manner speci-
fied in §1.860D-1(d)(2).

(2) Specified portion of the interest pay-
ments on qualified mortgages—(1) In gen-
eral. For purposes of section
860G (a)(1)(B)(ii), a specified portion of
the interest payments on qualified
mortgages means a portion of the in-
terest payable on qualified mortgages,
but only if the portion can be expressed
as—

(A) A fixed percentage of the interest
that is payable at either a fixed rate or
at a variable rate described in para-
graph (a)(3) of this section on some or
all of the qualified mortgages;

(B) A fixed number of basis points of
the interest payable on some or all of
the qualified mortgages; or

(C) The interest payable at either a
fixed rate or at a variable rate de-
scribed in paragraph (a)(3) of this sec-
tion on some or all of the qualified
mortgages in excess of a fixed number
of basis points or in excess of a variable
rate described in paragraph (a)3) of
this section.

(ii) Specified portion cannot vary. The
portion must be established as of the
startup day (as defined in section
860G (a)(9) and §1.860G—2(k)) and, except
as provided in paragraph (a)(2)(iii) of
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this section, it cannot vary over the
period that begins on the startup day
and ends on the day that the interest
holder is no longer entitled to receive
payments.

(iii) Defaulted or delinquent mortgages.
A portion is not treated as varying
over time if an interest holder’s enti-
tlement to a portion of the interest on
some or all of the qualified mortgages
is dependent on the absence of defaults
or delinquencies on those mortgages.

(iv) No minimum specified principal
amount is required. If an interest in a
REMIC consists of a specified portion
of the interest payments on the
REMIC’s qualified mortgages, no min-
imum specified principal amount need
be assigned to that interest. The speci-
fied principal amount can be zero.

(v) Specified portion includes portion of
interest payable on regular interest. (A)
The specified portions that meet the
requirements of paragraph (a)(2)(i) of
this section include a specified portion
that can be expressed as a fixed per-
centage of the interest that is payable
on some or all of the qualified mort-
gages where—

(I) BEach of those qualified mortgages
is a regular interest issued by another
REMIC; and

(2) With respect to that REMIC in
which it is a regular interest, each of
those regular interests bears interest
that can be expressed as a specified
portion as described in paragraph
(a)(2)(1)(A), (B), or (C) of this section.

(B) See §1.860A-1(a) for the effective
date of this paragraph (a)(2)(v).

(vi) Examples. The following exam-
ples, each of which describes a pass-
thru trust that is intended to qualify
as a REMIC, illustrate the provisions
of this paragraph (a)(2).

Example 1. (i) A sponsor transferred a pool
of fixed rate mortgages to a trustee in ex-
change for two classes of certificates. The
Class A certificate holders are entitled to all
principal payments on the mortgages and to
interest on outstanding principal at a vari-
able rate based on the current value of One-
Month LIBOR, subject to a lifetime cap
equal to the weighted average rate payable
on the mortgages. The Class B certificate
holders are entitled to all interest payable
on the mortgages in excess of the interest
paid on the Class A certificates. The Class B
certificates are subordinate to the Class A
certificates so that cash flow shortfalls due
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to defaults or delinquencies on the mort-
gages will be borne first by the Class B cer-
tificate holders.

(ii) The Class B certificate holders are en-
titled to all interest payable on the pooled
mortgages in excess of a variable rate de-
scribed in paragraph (a)(3)(vi) of this section.
Moreover, the portion of the interest payable
to the Class B certificate holders is not
treated as varying over time solely because
payments on the Class B certificates may be
reduced as a result of defaults or delin-
quencies on the pooled mortgages. Thus, the
Class B certificates provide for interest pay-
ments that consist of a specified portion of
the interest payable on the pooled mortgages
under paragraph (a)(2)(i)(C) of this section.

Example 2. (i) A sponsor transferred a pool
of variable rate mortgages to a trustee in ex-
change for two classes of certificates. The
mortgages call for interest payments at a
variable rate based on the current value of
the One-Year Constant Maturity Treasury
Index (hereinafter ‘“CMTI’) plus 200 basis
points, subject to a lifetime cap of 12 per-
cent. Class C certificate holders are entitled
to all principal payments on the mortgages
and interest on the outstanding principal at
a variable rate based on the One-Year CMTI
plus 100 basis points, subject to a lifetime
cap of 12 percent. The interest rate on the
Class C certificates is reset at the same time
the rate is reset on the pooled mortgages.

(ii) The Class D certificate holders are en-
titled to all interest payments on the mort-
gages in excess of the interest paid on the
Class C certificates. So long as the One-Year
CMTI is at 10 percent or lower, the Class D
certificate holders are entitled to 100 basis
points of interest on the pooled mortgages.
If, however, the index exceeds 10 percent on
a reset date, the Class D certificate holders’
entitlement shrinks, and it disappears if the
index is at 11 percent or higher.

(iii) The Class D certificate holders are en-
titled to all interest payable on the pooled
mortgages in excess of a qualified variable
rate described in paragraph (a)(3) of this sec-
tion. Thus, the Class D certificates provide
for interest payments that consist of a speci-
fied portion of the interest payable on the
qualified mortgages under paragraph
(a)(2)(1)(C) of this section.

Example 3. (i) A sponsor transferred a pool
of fixed rate mortgages to a trustee in ex-
change for two classes of certificates. The
fixed interest rate payable on the mortgages
varies from mortgage to mortgage, but all
rates are between 8 and 10 percent. The Class
E certificate holders are entitled to receive
all principal payments on the mortgages and
interest on outstanding principal at 7 per-
cent. The Class F certificate holders are en-
titled to receive all interest on the mort-
gages in excess of the interest paid on the
Class E certificates.
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(ii) The Class F certificates provide for in-
terest payments that consist of a specified
portion of the interest payable on the mort-
gages under paragraph (a)(2)(i) of this sec-
tion. Although the portion of the interest
payable to the Class F certificate holders
varies from mortgage to mortgage, the inter-
est payable can be expressed as a fixed per-
centage of the interest payable on each par-
ticular mortgage.

(3) Variable rate. A regular interest
may bear interest at a variable rate.
For purposes of section 860G(a)(1)(B)(),
a variable rate of interest is a rate de-
scribed in this paragraph (a)(3).

(i) Rate based on current interest rate.
A qualified floating rate as defined in
§1.1275-5(b)(1) (but without the applica-
tion of paragraph (b)(2) or (3) of that
section) set at a current value, as de-
fined in §1.1275-5(a)(4), is a variable
rate. In addition, a rate equal to the
highest, lowest, or average of two or
more qualified floating rates is a vari-
able rate. For example, a rate based on
the average cost of funds of one or
more financial institutions is a vari-
able rate.

(ii) Weighted average rate—(A) In gen-
eral. A rate based on a weighted aver-
age of the interest rates on some or all
of the qualified mortgages held by a
REMIC is a variable rate. The qualified
mortgages taken into account must,
however, bear interest at a fixed rate
or at a rate described in this paragraph
(a)(3). Generally, a weighted average
interest rate is a rate that, if applied
to the aggregate outstanding principal
balance of a pool of mortgage loans for
an accrual period, produces an amount
of interest that equals the sum of the
interest payable on the pooled loans for
that accrual period. Thus, for an ac-
crual period in which a pool of mort-
gage loans comprises $300,000 of loans
bearing a 7 percent interest rate and
$700,000 of loans bearing a 9.5 percent
interest rate, the weighted average
rate for the pool of loans is 8.75 per-
cent.

(B) Reduction in underlying rate. For
purposes of paragraph (a)3)(ii)(A) of
this section, an interest rate is consid-
ered to be based on a weighted average
rate even if, in determining that rate,
the interest rate on some or all of the
qualified mortgages is first subject to a
cap or a floor, or is first reduced by a
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number of basis points or a fixed per-
centage. A rate determined by taking a
weighted average of the interest rates
on the qualified mortgage loans net of
any servicing spread, credit enhance-
ment fees, or other expenses of the
REMIC is a rate based on a weighted
average rate for the qualified mort-
gages. Further, the amount of any rate
reduction described above may vary
from mortgage to mortgage.

(iii) Additions, subtractions, and mul-
tiplications. A rate is a variable rate if
it is—

(A) Expressed as the product of a rate
described in paragraph (a)(3)(i) or (ii) of
this section and a fixed multiplier;

(B) Expressed as a constant number
of basis points more or less than a rate
described in paragraph (a)(3)(i) or (ii) of
this section; or

(C) Expressed as the product, plus or
minus a constant number of basis
points, of a rate described in paragraph
(a)(3)(i) or (ii) of this section and a
fixed multiplier (which may be either a
positive or a negative number).

(iv) Caps and floors. A rate is a vari-
able rate if it is a rate that would be
described in paragraph (a)(3)(i) through
(iii) of this section except that it is—

(A) Limited by a cap or ceiling that
establishes either a maximum rate or a
maximum number of basis points by
which the rate may increase from one
accrual or payment period to another
or over the term of the interest; or

(B) Limited by a floor that estab-
lishes either a minimum rate or a max-
imum number of basis points by which
the rate may decrease from one accrual
or payment period to another or over
the term of the interest.

(v) Funds-available caps—(A) In gen-
eral. A rate is a variable rate if it is a
rate that would be described in para-
graph (a)(3)(i) through (iv) of this sec-
tion except that it is subject to a
“funds-available’” cap. A funds-avail-
able cap is a limit on the amount of in-
terest to be paid on an instrument in
any accrual or payment period that is
based on the total amount available for
the distribution, including both prin-
cipal and interest received by an
issuing entity on some or all of its
qualified mortgages as well as amounts
held in a reserve fund. The term
“funds-available cap’” does not, how-
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ever, include any cap or limit on inter-
est payments used as a device to avoid
the standards of paragraph (a)3)(@)
through (iv) of this section.

(B) Facts and circumstances test. In de-
termining whether a cap or limit on in-
terest payments is a funds-available
cap within the meaning of this section
and not a device used to avoid the
standards of paragraph (a)(3)(i) through
(iv) of this section, one must consider
all of the facts and circumstances.
Facts and circumstances that must be
taken into consideration are—

(I) Whether the rate of the interest
payable to the regular interest holders
is below the rate payable on the
REMIC’s qualified mortgages on the
start-up day; and

(2) Whether, historically, the rate of
interest payable to the regular interest
holders has been consistently below
that payable on the qualified mort-
gages.

(C) Examples. The following examples,
both of which describe a pass-thru
trust that is intended to qualify as a
REMIC, illustrate the provisions of
this paragraph (a)(3)(v).

Example 1. (i) A sponsor transferred a pool
of mortgages to a trustee in exchange for
two classes of certificates. The pool of mort-
gages has an aggregate principal balance of
$100x. Each mortgage in the pool provides for
interest payments based on the eleventh dis-
trict cost of funds index (hereinafter COFI)
plus a margin. The initial weighted average
rate for the pool is COFI plus 200 basis
points. The trust issued a Class X certificate
that has a principal amount of $100x and that
provides for interest payments at a rate
equal to One-Year LIBOR plus 100 basis
points, subject to a cap described below. The
Class R certificate, which the sponsor des-
ignated as the residual interest, entitles its
holder to all funds left in the trust after the
Class X certificates have been retired. The
Class R certificate holder is not entitled to
current distributions.

(ii) At the time the certificates were
issued, COFI equalled 4.874 percent and One-
Year LIBOR equalled 3.375 percent. Thus, the
initial weighted average pool rate was 6.874
percent and the Class X certificate rate was
4.375 percent. Based on historical data, the
sponsor does not expect the rate paid on the
Class X certificate to exceed the weighted
average rate on the pool.

(iii) Initially, under the terms of the trust
instrument, the excess of COFI plus 200 over
One-Year LIBOR plus 100 (excess interest)
will be applied to pay expenses of the trust,
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to fund any required reserves, and then to re-
duce the principal balance on the Class X
certificate. Consequently, although the ag-
gregate principal balance of the mortgages
initially matched the principal balance of
the Class X certificate, the principal balance
on the Class X certificate will pay down fast-
er than the principal balance on the mort-
gages as long as the weighted average rate
on the mortgages is greater than One-Year
LIBOR plus 100. If, however, the rate on the
Class X certificate (One-Year LIBOR plus
100) ever exceeds the weighted average rate
on the mortgages, then the Class X certifi-
cate holders will receive One-Year LIBOR
plus 100 subject to a cap based on the current
funds that are available for distribution.

(iv) The funds available cap here is not a
device used to avoid the standards of para-
graph (a)(3) (i) through (iv) of this section.
First, on the date the Class X certificates
were issued, a significant spread existed be-
tween the weighted average rate payable on
the mortgages and the rate payable on the
Class X certificate. Second, historical data
suggest that the weighted average rate pay-
able on the mortgages will continue to ex-
ceed the rate payable on the Class X certifi-
cate. Finally, because the excess interest
will be applied to reduce the outstanding
principal balance of the Class X certificate
more rapidly than the outstanding principal
balance on the mortgages is reduced, One-
Year LIBOR plus 100 basis points would have
to exceed the weighted average rate on the
mortgages by an increasingly larger amount
before the funds available cap would be trig-
gered. Accordingly, the rate paid on the
Class X certificates is a variable rate.

Example 2. (i) The facts are the same as
those in Example 1, except that the pooled
mortgages are commercial mortgages that
provide for interest payments based on the
gross profits of the mortgagors, and the rate
on the Class X certificates is 400 percent on
One-Year LIBOR (a variable rate under para-
graph (a)(3)(iii) of this section), subject to a
cap equal to current funds available to the
trustee for distribution.

(ii) Initially, 400 percent of One-Year
LIBOR exceeds the weighted average rate
payable on the mortgages. Furthermore, his-
torical data suggest that there is a signifi-
cant possibility that, in the future, 400 per-
cent of One-Year LIBOR will exceed the
weighted average rate on the mortgages.

(iii) The facts and circumstances here indi-
cate that the use of 400 percent of One-Year
LIBOR with the above-described cap is a de-
vice to pass through to the Class X certifi-
cate holder contingent interest based on
mortgagor profits. Consequently, the rate
paid on the Class X certificate here is not a
variable rate.

(vi) Combination of rates. A rate is a
variable rate if it is based on—
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(A) One fixed rate during one or more
accrual or payment periods and a dif-
ferent fixed rate or rates, or a rate or
rates described in paragraph (a)(3) (i)
through (v) of this section, during
other accrual or payment periods; or

(B) A rate described in paragraph
(a)(3) (i) through (v) of this section dur-
ing one or more accrual or payment pe-
riods and a fixed rate or rates, or a dif-
ferent rate or rates described in para-
graph (a)(3) (i) through (v) of this sec-
tion in other periods.

(4) Fized terms on the startup day. For
purposes of section 860G(a)(1), a regular
interest in a REMIC has fixed terms on
the startup day if, on the startup day,
the REMIC’s organizational documents
irrevocably specify—

(i) The principal amount (or other
similar amount) of the regular inter-
est;

(ii) The interest rate or rates used to
compute any interest payments (or
other similar amounts) on the regular
interest; and

(iii) The latest possible maturity
date of the interest.

(5) Contingencies prohibited. Except for
the contingencies specified in para-
graph (b)(3) of this section, the prin-
cipal amount (or other similar amount)
and the latest possible maturity date
of the interest must not be contingent.

(b) Special rules for regular interests—
(1) Call premium. An interest in a
REMIC does not qualify as a regular in-
terest if the terms of the interest enti-
tle the holder of that interest to the
payment of any premium that is deter-
mined with reference to the length of
time that the regular interest is out-
standing and is not described in para-
graph (b)(2) of this section.

(2) Customary prepayment penalties re-
ceived with respect to qualified mortgages.
An interest in a REMIC does not fail to
qualify as a regular interest solely be-
cause the REMIC’s organizational doc-
uments provide that the REMIC must
allocate among and pay to its regular
interest holders any customary prepay-
ment penalties that the REMIC re-
ceives with respect to its qualified
mortgages. Moreover, a REMIC may al-
locate prepayment penalties among its
classes of interests in any manner spec-
ified in the REMIC’s organizational
documents. For example, a REMIC
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could allocate all or substantially all
of a prepayment penalty that it re-
ceives to holders of an interest-only
class of interests because that class
would be most significantly affected by
prepayments.

(3) Certain contingencies disregarded.
An interest in a REMIC does not fail to
qualify as a regular interest solely be-
cause it is issued subject to some or all
of the contingencies described in para-
graph (b)(3) (i) through (vi) of this sec-
tion.

(i) Prepayments, income, and exrpenses.
An interest does not fail to qualify as
a regular interest solely because—

(A) The timing of (but not the right
to or amount of) principal payments
(or other similar amounts) is affected
by the extent of prepayments on some
or all of the qualified mortgages held
by the REMIC or the amount of income
from permitted investments (as defined
in §1.860G-2(g)); or

(B) The timing of interest and prin-
cipal payments is affected by the pay-
ment of expenses incurred by the
REMIC.

(ii) Credit losses. An interest does not
fail to qualify as a regular interest
solely because the amount or the tim-
ing of payments of principal or interest
(or other similar amounts) with respect
to a regular interest is affected by de-
faults on qualified mortgages and per-
mitted investments, unanticipated ex-
penses incurred by the REMIC, or
lower than expected returns on per-
mitted investments.

(iii) Subordinated interests. An inter-
est does not fail to qualify as a regular
interest solely because that interest
bears all, or a disproportionate share,
of the losses stemming from cash flow
shortfalls due to defaults or delin-
quencies on qualified mortgages or per-
mitted investments, unanticipated ex-
penses incurred by the REMIC, lower
than expected returns on permitted in-
vestments, or prepayment interest
shortfalls before other regular inter-
ests or the residual interest bear losses
occasioned by those shortfalls.

(iv) Deferral of interest. An interest
does not fail to qualify as a regular in-
terest solely because that interest, by
its terms, provides for deferral of inter-
est payments.
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(v) Prepayment interest shortfalls. An
interest does not fail to qualify as a
regular interest solely because the
amount of interest payments is af-
fected by prepayments of the under-
lying mortgages.

(vi) Remote and incidental contin-
gencies. An interest does not fail to
qualify as a regular interest solely be-
cause the amount or timing of pay-
ments of principal or interest (or other
similar amounts) with respect to the
interest is subject to a contingency if
there is only a remote likelihood that
the contingency will occur. For exam-
ple, an interest could qualify as a reg-
ular interest even though full payment
of principal and interest on that inter-
est is contingent upon the absence of
significant cash flow shortfalls due to
the operation of the Soldiers and Sail-
ors Civil Relief Act, 50 U.S.C. app. 526
(1988).

(4) Form of regular interest. A regular
interest in a REMIC may be issued in
the form of debt, stock, an interest in
a partnership or trust, or any other
form permitted by state law. If a reg-
ular interest in a REMIC is not in the
form of debt, it must, except as pro-
vided in paragraph (a)(2)(iv) of this sec-
tion, entitle the holder to a specified
amount that would, were the interest
issued in debt form, be identified as the
principal amount of the debt.

(6) Interest disproportionate to prin-
cipal—({) In general. An interest in a
REMIC does not qualify as a regular in-
terest if the amount of interest (or
other similar amount) payable to the
holder is disproportionately high rel-
ative to the principal amount or other
specified amount described in para-
graph (b)(4) of this section (specified
principal amount). Interest payments
(or other similar amounts) are consid-
ered disproportionately high if the
issue price (as determined under para-
graph (d) of this section) of the interest
in the REMIC exceeds 125 percent of its
specified principal amount.

(ii) Exception. A regular interest in a
REMIC that entitles the holder to in-
terest payments consisting of a speci-
fied portion of interest payments on
qualified mortgages qualifies as a reg-
ular interest even if the amount of in-
terest is disproportionately high rel-
ative to the specified principal amount.
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(6) Regular interest treated as a debt in-
strument for all Federal income tax pur-
poses. In determining the tax under
chapter 1 of the Internal Revenue Code,
a REMIC regular interest (as defined in
section 860G(a)(1)) is treated as a debt
instrument that is an obligation of the
REMIC. Thus, sections 1271 through
1288, relating to bonds and other debt
instruments, apply to a regular inter-
est. For special rules relating to the
accrual of original issue discount on
regular interests, see section 1272(a)(6).

(¢c) Residual interest. A residual inter-
est is an interest in a REMIC that is
issued on the startup day and that is
designated as a residual interest by
providing the information specified in
§1.860D-1(d)(2)(ii) at the time and in
the manner provided in §1.860D-1(d)(2).
A residual interest need not entitle the
holder to any distributions from the
REMIC.

(d) Issue price of regular and residual
interests—(1) In general. The issue price
of any REMIC regular or residual inter-
est is determined under section 1273(b)
as if the interest were a debt instru-
ment and, if issued for property, as if
the requirements of section 1273(b)(3)
were met. Thus, if a class of interests
is publicly offered, then the issue price
of an interest in that class is the ini-
tial offering price to the public at
which a substantial amount of the
class is sold. If the interest is in a class
that is not publicly offered, the issue
price is the price paid by the first
buyer of that interest regardless of the
price paid for the remainder of the
class. If the interest is in a class that
is retained by the sponsor, the issue
price is its fair market value on the
pricing date (as defined in §1.860F-
2(b)(3)(iii)), if any, or, if none, the
startup day, regardless of whether the
property exchanged therefor is publicly
traded.

(2) The public. The term ‘‘the public”
for purposes of this section does not in-
clude brokers or other middlemen, nor
does it include the sponsor who ac-
quires all of the regular and residual
interests from the REMIC on the start-
up day in a transaction described in
§1.860F-2(a).

[T.D. 8458, 57 FR 61306, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993; 58 FR 15089, Mar. 19, 1993;
T.D. 8614, 60 FR 42787, Aug. 17, 1995]
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§1.860G-2 Other rules.

(a) Obligations principally secured by
an interest in real property—(1) Tests for
determining whether an obligation is prin-
cipally secured. For purposes of section
860G(a)(3)(A), an obligation is prin-
cipally secured by an interest in real
property only if it satisfies either the
test set out in paragraph (a)(1)(i) or the
test set out in paragraph (a)(1)(ii) of
this section.

(i) The 80-percent test. An obligation is
principally secured by an interest in
real property if the fair market value
of the interest in real property secur-
ing the obligation—

(A) Was at least equal to 80 percent
of the adjusted issue price of the obli-
gation at the time the obligation was
originated (see paragraph (b)(1) of this
section concerning the origination date
for obligations that have been signifi-
cantly modified); or

(B) Is at least equal to 80 percent of
the adjusted issue price of the obliga-
tion at the time the sponsor contrib-
utes the obligation to the REMIC.

(ii) Alternative test. For purposes of
section 860G(a)(3)(A), an obligation is
principally secured by an interest in
real property if substantially all of the
proceeds of the obligation were used to
acquire or to improve or protect an in-
terest in real property that, at the
origination date, is the only security
for the obligation. For purposes of this
test, loan guarantees made by the
United States or any state (or any po-
litical subdivision, agency, or instru-
mentality of the United States or of
any state), or other third party credit
enhancement are not viewed as addi-
tional security for a loan. An obliga-
tion is not considered to be secured by
property other than real property sole-
ly because the obligor is personally lia-
ble on the obligation.

(2) Treatment of liens. For purposes of
paragraph (a)(1)(i) of this section, the
fair market value of the real property
interest must be first reduced by the
amount of any lien on the real prop-
erty interest that is senior to the obli-
gation being tested, and must be fur-
ther reduced by a proportionate
amount of any lien that is in parity
with the obligation being tested.

(3) Safe harbor—(i) Reasonable belief
that an obligation is principally secured.
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If, at the time the sponsor contributes
an obligation to a REMIC, the sponsor
reasonably believes that the obligation
is principally secured by an interest in
real property within the meaning of
paragraph (a)(1) of this section, then
the obligation is deemed to be so se-
cured for purposes of section 860G(a)(3).
A sponsor cannot avail itself of this
safe harbor with respect to an obliga-
tion if the sponsor actually knows or
has reason to know that the obligation
fails both of the tests set out in para-
graph (a)(1) of this section.

(ii) Basis for reasonable belief. For pur-
poses of paragraph (a)(3)(i) of this sec-
tion, a sponsor may base a reasonable
belief concerning any obligation on—

(A) Representations and warranties
made by the originator of the obliga-
tion; or

(B) Evidence indicating that the
originator of the obligation typically
made mortgage loans in accordance
with an established set of parameters,
and that any mortgage loan originated
in accordance with those parameters
would satisfy at least one of the tests
set out in paragraph (a)(1) of this sec-
tion.

(iii) Later discovery that an obligation
is not principally secured. If, despite the
sponsor’s reasonable belief concerning
an obligation at the time it contrib-
uted the obligation to the REMIC, the
REMIC later discovers that the obliga-
tion is not principally secured by an in-
terest in real property, the obligation
is a defective obligation and loses its
status as a qualified mortgage 90 days
after the date of discovery. See para-
graph (f) of this section, relating to de-
fective obligations.

(4) Interests in real property; real prop-
erty. The definition of ‘‘interests in real
property’’ set out in §1.856-3(c), and the
definition of ‘‘real property” set out in
§1.856-3(d), apply to define those terms
for purposes of section 860G(a)(3) and
paragraph (a) of this section.

(5) Obligations secured by an interest in
real property. Obligations secured by in-
terests in real property include the fol-
lowing: mortgages, deeds of trust, and
installment land contracts; mortgage
pass-thru certificates guaranteed by
GNMA, FNMA, FHLMC, or CMHC (Can-
ada Mortgage and Housing Corpora-
tion); other investment trust interests
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that represent undivided beneficial
ownership in a pool of obligations prin-
cipally secured by interests in real
property and related assets that would
be considered to be permitted invest-
ments if the investment trust were a
REMIC, and provided the investment
trust is classified as a trust under
§301.7701-4(c) of this chapter; and obli-
gations secured by manufactured hous-
ing treated as single family residences
under section 25(e)(10) (without regard
to the treatment of the obligations or
the properties under state law).

(6) Obligations secured by other obliga-
tions; residual interests. Obligations
(other than regular interests in a
REMIC) that are secured by other obli-
gations are not principally secured by
interests in real property even if the
underlying obligations are secured by
interests in real property. Thus, for ex-
ample, a collateralized mortgage obli-
gation issued by an issuer that is not a
REMIC is not an obligation principally
secured by an interest in real property.
A residual interest (as defined in sec-
tion 860G(a)(2)) is not an obligation
principally secured by an interest in
real property.

(7) Certain instruments that call for
contingent payments are obligations. For
purposes of section 860G(a)(3) and (4),
the term ‘‘obligation’ includes any in-
strument that provides for total non-
contingent principal payments that at
least equal the instrument’s issue price
even if that instrument also provides
for contingent payments. Thus, for ex-
ample, an instrument that was issued
for $100x and that provides for non-
contingent principal payments of $100x,
interest payments at a fixed rate, and
contingent payments based on a per-
centage of the mortgagor’s gross re-
ceipts, is an obligation.

(8) Release of a lien on an interest in
real property securing a qualified mort-
gage; defeasance. If a REMIC releases
its lien on an interest in real property
that secures a qualified mortgage, that
mortgage ceases to be a qualified mort-
gage on the date the lien is released
unless—

(i) The REMIC releases its lien in a
modification that—

(A) Either is not a significant modi-
fication as defined in paragraph (b)(2)
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of this section or is one of the listed ex-
ceptions set forth in paragraph (b)(3) of
this section; and

(B) Following that modification, the
obligation continues to be principally
secured by an interest in real property
as determined by paragraph (b)(7) of
this section; or

(ii) The mortgage is defeased in the
following manner—

(A) The mortgagor pledges substitute
collateral that consists solely of gov-
ernment securities (as defined in sec-
tion 2(a)(16) of the Investment Com-
pany Act of 1940 as amended (15 U.S.C.
80a-1));

(B) The mortgage documents allow
such a substitution;

(C) The lien is released to facilitate
the disposition of the property or any
other customary commercial trans-
action, and not as part of an arrange-
ment to collateralize a REMIC offering
with obligations that are not real es-
tate mortgages; and

(D) The release is not within 2 years
of the startup day.

(9) Stripped bonds and coupons. The
term ‘‘qualified mortgage’ includes
stripped bonds and stripped coupons (as
defined in section 1286(e) (2) and (3)) if
the bonds (as defined in section
1286(e)(1)) from which such stripped
bonds or stripped coupons arose would
have been qualified mortgages.

(b) Assumptions and modifications—(1)
Significant modifications are treated as
exchanges of obligations. If an obligation
is significantly modified in a manner
or under circumstances other than
those described in paragraph (b)(3) of
this section, then the modified obliga-
tion is treated as one that was newly
issued in exchange for the unmodified
obligation that it replaced. Con-
sequently—

(i) If such a significant modification
occurs after the obligation has been
contributed to the REMIC and the
modified obligation is not a qualified
replacement mortgage, the modified
obligation will not be a qualified mort-
gage and the deemed disposition of the
unmodified obligation will be a prohib-
ited transaction under section
860F(a)(2); and

(ii) If such a significant modification
occurs before the obligation is contrib-
uted to the REMIC, the modified obli-
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gation will be viewed as having been
originated on the date the modification
occurs for purposes of the tests set out
in paragraph (a)(1) of this section.

(2) Significant modification defined.
For purposes of paragraph (b)(1) of this
section, a ‘‘significant modification’ is
any change in the terms of an obliga-
tion that would be treated as an ex-
change of obligations under section
1001 and the related regulations.

(3) Exceptions. For purposes of para-
graph (b)(1) of this section, the fol-
lowing changes in the terms of an obli-
gation are not significant modifica-
tions regardless of whether they would
be significant modifications under
paragraph (b)(2) of this section—

(i) Changes in the terms of the obli-
gation occasioned by default or a rea-
sonably foreseeable default;

(ii) Assumption of the obligation;

(iii) Waiver of a due-on-sale clause or
a due-on-encumbrance clause;

(iv) Conversion of an interest rate by
a mortgagor pursuant to the terms of a
convertible mortgage;

(v) A modification that releases, sub-
stitutes, adds, or otherwise alters a
substantial amount of the collateral
for, a guarantee on, or other form of
credit enhancement for, a recourse or
nonrecourse obligation, so long as the
obligation continues to be principally
secured by an interest in real property
following the release, substitution, ad-
dition, or other alteration as deter-
mined by paragraph (b)(7) of this sec-
tion; and

(vi) A change in the nature of the ob-
ligation from recourse (or substan-
tially all recourse) to nonrecourse (or
substantially all nonrecourse), or from
nonrecourse (or substantially all non-
recourse) to recourse (or substantially
all recourse), so long as the obligation
continues to be principally secured by
an interest in real property following
such a change as determined by para-
graph (b)(7) of this section.

(4) Modifications that are not signifi-
cant modifications. If an obligation is
modified and the modification is not a
significant modification for purposes of
paragraph (b)(1) of this section, then
the modified obligation is not treated
as one that was newly originated on
the date of modification.
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(5) Assumption defined. For purposes
of paragraph (b)(3) of this section, a
mortgage has been assumed if—

(i) The buyer of the mortgaged prop-
erty acquires the property subject to
the mortgage, without assuming any
personal liability;

(ii) The buyer becomes liable for the
debt but the seller also remains liable;
or

(iii) The buyer becomes liable for the
debt and the seller is released by the
lender.

(6) Pass-thru certificates. If a REMIC
holds as a qualified mortgage a pass-
thru certificate or other investment
trust interest of the type described in
paragraph (a)(5) of this section, the
modification of a mortgage loan that
backs the pass-thru certificate or other
interest is not a modification of the
pass-thru certificate or other interest
unless the investment trust structure
was created to avoid the prohibited
transaction rules of section 860F(a).

(7) Test for determining whether an ob-
ligation continues to be principally se-
cured following certain types of modifica-
tions. (i) For purposes of paragraphs
(a)(8)(1), (b)(B)(v), and (b)(3)(vi) of this
section, the obligation continues to be
principally secured by an interest in
real property following the modifica-
tion only if, as of the date of the modi-
fication, the obligation satisfies either
paragraph (b)(7)(ii) or paragraph
(b)(7)(iii) of this section.

(ii) The fair market value of the in-
terest in real property securing the ob-
ligation, determined as of the date of
the modification, must be at least 80
percent of the adjusted issue price of
the modified obligation, determined as
of the date of the modification. If, as of
the date of the modification, the
servicer reasonably believes that the
obligation satisfies the criterion in the
preceding sentence, then the obligation
is deemed to do so. A reasonable belief
does not exist if the servicer actually
knows, or has reason to know, that the
criterion is not satisfied. For purposes
of this paragraph (b)(7)(ii), a servicer
must base a reasonable belief on—

(A) A current appraisal performed by
an independent appraiser;

(B) An appraisal that was obtained in
connection with the origination of the
obligation and, if appropriate, that has
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been updated for the passage of time
and for any other changes that might
affect the value of the interest in real
property;

(C) The sales price of the interest in
real property in the case of a substan-
tially contemporary sale in which the
buyer assumes the seller’s obligations
under the mortgage; or

(D) Some other commercially reason-
able valuation method.

(iii) If paragraph (b)(7)(ii) of this sec-
tion is not satisfied, the fair market
value of the interest in real property
that secures the obligation imme-
diately after the modification must
equal or exceed the fair market value
of the interest in real property that se-
cured the obligation immediately be-
fore the modification. The criterion in
the preceding sentence must be estab-
lished by a current appraisal, an origi-
nal (and updated) appraisal, or some
other commercially reasonable valu-
ation method; and the servicer must
not actually know, or have reason to
know, that the criterion in the pre-
ceding sentence is not satisfied.

(iv) Example. The following example
illustrates the rules of this paragraph
H0)(T).

Example. (i) S services mortgage loans that
are held by R, a REMIC. Borrower B is the
issuer of one of the mortgage loans held by
R. The original amount of B’s mortgage loan
was $100,000, and the loan was secured by real
property X. At the time the loan was con-
tributed to R, property X had a fair market
value of $90,000. Sometime after the loan was
contributed to R, B experienced financial dif-
ficulties such that it was reasonably foresee-
able that B might default on the loan if the
loan was not modified. Accordingly, S al-
tered various terms of B’s loan to substan-
tially reduce the risk of default. The alter-
ations included the release of the lien on
property X and the substitution of real prop-
erty Y for property X as collateral for the
loan. At the time the loan was modified, its
adjusted issue price was $100,000. The fair
market value of property X immediately be-
fore the modification (as determined by a
commercially reasonable valuation method)
was $70,000, and the fair market value of
property Y immediately after the modifica-
tion (as determined by a commercially rea-
sonable valuation method) was $75,000.

(ii) The alterations to B’s loan are a sig-
nificant modification within the meaning of
§1.1001-3(e). The modification, however, is
described in paragraphs (a)(8)(i) and (b)(3) of
this section. Accordingly, the modified loan
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continues to be a qualified mortgage if, im-
mediately after the modification, the modi-
fied loan continues to be principally secured
by an interest in real property, as deter-
mined by paragraph (b)(7) of this section.

(iii) Because the modification includes the
release of the lien on property X and substi-
tution of property Y for property X, the
modified loan must satisfy paragraph
(b)(7)(1) of this section (which requires satis-
faction of either paragraph (b)(7)(ii) or para-
graph (b)(7)(iii) of this section). The modified
loan does not satisfy paragraph (b)(7)(ii) of
this section because property Y is worth less
than $80,000 (the amount equal to 80 percent
of the adjusted issue price of the modified
mortgage loan). The modified loan, however,
satisfies paragraph (b)(7)(iii) of this section
because the fair market value of the interest
in real estate (real property Y) that secures
the obligation immediately after the modi-
fication ($75,000) exceeds the fair market
value of the interest in real estate (real prop-
erty X) that secured the obligation imme-
diately before the modification ($70,000). Ac-
cordingly, the modified loan satisfies para-
graph (b)(7)(i) of this section and continues
to be principally secured by an interest in
real property.

(c) Treatment of certain credit enhance-
ment contracts—(1) In general. A credit
enhancement contract (as defined in
paragraph (c¢) (2) and (3) of this section)
is not treated as a separate asset of the
REMIC for purposes of the asset test
set out in section 860D(a)(4) and
§1.860D-1(b)(3), but instead is treated as
part of the mortgage or pool of mort-
gages to which it relates. Furthermore,
any collateral supporting a credit en-
hancement contract is not treated as
an asset of the REMIC solely because it
supports the guarantee represented by
that contract. See paragraph (g)(1)(ii)
of this section for the treatment of
payments made pursuant to credit en-
hancement contracts as payments re-
ceived under a qualified mortgage.

(2) Credit enhancement contracts. For
purposes of this section, a credit en-
hancement contract is any arrange-
ment whereby a person agrees to guar-
antee full or partial payment of the
principal or interest payable on a
qualified mortgage or on a pool of such
mortgages, or full or partial payment
on one or more classes of regular inter-
ests or on the class of residual inter-
ests, in the event of defaults or delin-
quencies on qualified mortgages, unan-
ticipated losses or expenses incurred by
the REMIC, or lower than expected re-
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turns on cash flow investments. Types
of credit enhancement contracts may
include, but are not limited to, pool in-
surance contracts, certificate guar-
antee insurance contracts, letters of
credit, guarantees, or agreements
whereby the REMIC sponsor, a mort-
gage servicer, or other third party
agrees to make advances described in
paragraph (c)(3) of this section.

(3) Arrangements to make certain ad-
vances. The arrangements described in
this paragraph (c)(3) are credit en-
hancement contracts regardless of
whether, under the terms of the ar-
rangement, the payor is obligated, or
merely permitted, to advance funds to
the REMIC.

(1) Advances of delinquent principal
and interest. An arrangement by a
REMIC sponsor, mortgage servicer, or
other third party to advance to the
REMIC out of its own funds an amount
to make up for delinquent payments on
qualified mortgages is a credit en-
hancement contract.

(ii) Advances of taxes, insurance pay-
ments, and erpenses. An arrangement by
a REMIC sponsor, mortgage servicer,
or other third party to pay taxes and
hazard insurance premiums on, or
other expenses incurred to protect the
REMIC’s security interest in, property
securing a qualified mortgage in the
event that the mortgagor fails to pay
such taxes, insurance premiums, or
other expenses is a credit enhancement
contract.

(iii) Advances to ease REMIC adminis-
tration. An agreement by a REMIC
sponsor, mortgage servicer, or other
third party to advance temporarily to
a REMIC amounts payable on qualified
mortgages before such amounts are ac-
tually due to level out the stream of
cash flows to the REMIC or to provide
for orderly administration of the
REMIC is a credit enhancement con-
tract. For example, if two mortgages in
a pool have payment due dates on the
twentieth of the month, and all the
other mortgages have payment due
dates on the first of each month, an
agreement by the mortgage servicer to
advance to the REMIC on the fifteenth
of each month the payments not yet
received on the two mortgages to-
gether with the amounts received on
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the other mortgages is a credit en-
hancement contract.

(4) Deferred payment under a guarantee
arrangement. A guarantee arrangement
does not fail to qualify as a credit en-
hancement contract solely because the
guarantor, in the event of a default on
a qualified mortgage, has the option of
immediately paying to the REMIC the
full amount of mortgage principal due
on acceleration of the defaulted mort-
gage, or paying principal and interest
to the REMIC according to the original
payment schedule for the defaulted
mortgage, or according to some other
deferred payment schedule. Any de-
ferred payments are payments pursu-
ant to a credit enhancement contract
even if the mortgage is foreclosed upon
and the guarantor, pursuant to sub-
rogation rights set out in the guar-
antee arrangement, is entitled to re-
ceive immediately the proceeds of fore-
closure.

(d) Treatment of certain purchase
agreements with respect to convertible
mortgages—(1) In general. For purposes
of sections 860D(a)(4) and 860G(a)(3), a
purchase agreement (as described in
paragraph (d)(3) of this section) with
respect to a convertible mortgage (as
described in paragraph (d)(6) of this
section) is treated as incidental to the
convertible mortgage to which it re-
lates. Consequently, the purchase
agreement is part of the mortgage or
pool of mortgages and is not a separate
asset of the REMIC.

(2) Treatment of amounts received
under purchase agreements. For purposes
of sections 860A through 860G and for
purposes of determining the accrual of
original issue discount and market dis-
count under sections 1272(a)(6) and 1276,
respectively, a payment under a pur-
chase agreement described in para-
graph (d)(3) of this section is treated as
a prepayment in full of the mortgage
to which it relates. Thus, for example,
a payment under a purchase agreement
with respect to a qualified mortgage is
considered a payment received under a
qualified mortgage within the meaning
of section 860G(a)(6) and the transfer of
the mortgage is not a disposition of the
mortgage within the meaning of sec-
tion 860F(a)(2)(A).

(3) Purchase agreement. A purchase
agreement is a contract between the
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holder of a convertible mortgage and a
third party under which the holder
agrees to sell and the third party
agrees to buy the mortgage for an
amount equal to its current principal
balance plus accrued but unpaid inter-
est if and when the mortgagor elects to
convert the terms of the mortgage.

(4) Default by the person obligated to
purchase a convertible mortgage. If the
person required to purchase a convert-
ible mortgage defaults on its obliga-
tion to purchase the mortgage upon
conversion, the REMIC may sell the
mortgage in a market transaction and
the proceeds of the sale will be treated
as amounts paid pursuant to a pur-
chase agreement.

(5) Convertible mortgage. A convertible
mortgage is a mortgage that gives the
obligor the right at one or more times
during the term of the mortgage to
elect to convert from one interest rate
to another. The new rate of interest
must be determined pursuant to the
terms of the instrument and must be
intended to approximate a market rate
of interest for newly originated mort-
gages at the time of the conversion.

(e) Prepayment interest shortfalls. An
agreement by a mortgage servicer or
other third party to make payments to
the REMIC to make up prepayment in-
terest shortfalls is not treated as a sep-
arate asset of the REMIC and pay-
ments made pursuant to such an agree-
ment are treated as payments on the
qualified mortgages. With respect to
any mortgage that prepays, the pre-
payment interest shortfall for the ac-
crual period in which the mortgage
prepays is an amount equal to the ex-
cess of the interest that would have ac-
crued on the mortgage during that ac-
crual period had it not prepaid, over
the interest that accrued from the be-
ginning of that accrual period up to the
date of the prepayment.

(f) Defective obligations—(1) Defective
obligation defined. For purposes of sec-
tions 860G(a)(4)(B)(ii) and 860F(a)(2), a
defective obligation is a mortgage sub-
ject to any of the following defects.

(i) The mortgage is in default, or a
default with respect to the mortgage is
reasonably foreseeable.

(ii) The mortgage was fraudulently
procured by the mortgagor.
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(iii) The mortgage was not in fact
principally secured by an interest in
real property within the meaning of
paragraph (a)(1) of this section.

(iv) The mortgage does not conform
to a customary representation or war-
ranty given by the sponsor or prior
owner of the mortgage regarding the
characteristics of the mortgage, or the
characteristics of the pool of mort-
gages of which the mortgage is a part.
A representation that payments on a
qualified mortgage will be received at a
rate no less than a specified minimum
or no greater than a specified max-
imum is not customary for this pur-
pose.

(2) Effect of discovery of defect. If a
REMIC discovers that an obligation is
a defective obligation, and if the defect
is one that, had it been discovered be-
fore the startup day, would have pre-
vented the obligation from being a
qualified mortgage, then, unless the
REMIC either causes the defect to be
cured or disposes of the defective obli-
gation within 90 days of discovering
the defect, the obligation ceases to be a
qualified mortgage at the end of that 90
day period. Even if the defect is not
cured, the defective obligation is, nev-
ertheless, a qualified mortgage from
the startup day through the end of the
90 day period. Moreover, even if the
REMIC holds the defective obligation
beyond the 90 day period, the REMIC
may, nevertheless, exchange the defec-
tive obligation for a qualified replace-
ment mortgage so long as the require-
ments of section 860G(a)(4)(B) are satis-
fied. If the defect is one that does not
affect the status of an obligation as a
qualified mortgage, then the obligation
is always a qualified mortgage regard-
less of whether the defect is or can be
cured. For example, if a sponsor rep-
resented that all mortgages transferred
to a REMIC had a 10 percent interest
rate, but it was later discovered that
one mortgage had a 9 percent interest
rate, the 9 percent mortgage is defec-
tive, but the defect does not affect the
status of that obligation as a qualified
mortgage.

(g) Permitted investments—(1) Cash
flow investment—(i) In general. For pur-
poses of section 860G(a)(6) and this sec-
tion, a cash flow investment is an in-
vestment of payments received on
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qualified mortgages for a temporary
period between receipt of those pay-
ments and the regularly scheduled date
for distribution of those payments to
REMIC interest holders. Cash flow in-
vestments must be passive investments
earning a return in the nature of inter-
est.

(ii) Payments received on qualified
mortgages. For purposes of paragraph
(g)(1) of this section, the term ‘‘pay-
ments received on qualified mort-
gages’’ includes—

(A) Payments of interest and prin-
cipal on qualified mortgages, including
prepayments of principal and payments
under credit enhancement contracts
described in paragraph (c)(2) of this
section;

(B) Proceeds from the disposition of
qualified mortgages;

(C) Cash flows from foreclosure prop-
erty and proceeds from the disposition
of such property;

(D) A payment by a sponsor or prior
owner in lieu of the sponsor’s or prior
owner’s repurchase of a defective obli-
gation, as defined in paragraph (f) of
this section, that was transferred to
the REMIC in breach of a customary
warranty; and

(E) Prepayment penalties required to
be paid under the terms of a qualified
mortgage when the mortgagor prepays
the obligation.

(iii) Temporary period. For purposes of
section 860G(a)(6) and this paragraph
(2)(1), a temporary period generally is
that period from the time a REMIC re-
ceives payments on qualified mort-
gages and permitted investments to
the time the REMIC distributes the
payments to interest holders. A tem-
porary period may not exceed 13
months. Thus, an investment held by a
REMIC for more than 13 months is not
a cash flow investment. In determining
the length of time that a REMIC has
held an investment that is part of a
commingled fund or account, the
REMIC may employ any reasonable
method of accounting. For example, if
a REMIC holds mortgage cash flows in
a commingled account pending dis-
tribution, the first-in, first-out method
of accounting is a reasonable method
for determining whether all or part of
the account satisfies the 13 month lim-
itation.
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(2) Qualified reserve funds. The term
qualified reserve fund means any rea-
sonably required reserve to provide for
full payment of expenses of the REMIC
or amounts due on regular or residual
interests in the event of defaults on
qualified mortgages, prepayment inter-
est shortfalls (as defined in paragraph
(e) of this section), lower than expected
returns on cash flow investments, or
any other contingency that could be
provided for under a credit enhance-
ment contract (as defined in paragraph
(c) (2) and (3) of this section).

(3) Qualified reserve asset—(i) In gen-
eral. The term ‘‘qualified reserve asset”
means any intangible property (other
than a REMIC residual interest) that is
held both for investment and as part of
a qualified reserve fund. An asset need
not generate any income to be a quali-
fied reserve asset.

(ii) Reasonably required reserve—(A) In
general. In determining whether the
amount of a reserve is reasonable, it is
appropriate to consider the credit qual-
ity of the qualified mortgages, the ex-
tent and nature of any guarantees re-
lating to either the qualified mort-
gages or the regular and residual inter-
ests, the expected amount of expenses
of the REMIC, and the expected avail-
ability of proceeds from qualified mort-
gages to pay the expenses. To the ex-
tent that a reserve exceeds a reason-
ably required amount, the amount of
the reserve must be promptly and ap-
propriately reduced. If at any time,
however, the amount of the reserve
fund is less than is reasonably re-
quired, the amount of the reserve fund
may be increased by the addition of
payments received on qualified mort-
gages or by contributions from holders
of residual interests.

(B) [Reserved] For further guidance,
see §1.860G-2T(g)(3)(ii)(B).

(C) [Reserved] For further guidance,
see §1.860G-2T(2)(3)(i1)(C).

(D) [Reserved] For further guidance,
see §1.860G-2T(g)(3)(ii)(D).

(h) Owutside reserve funds. A reserve
fund that is maintained to pay ex-
penses of the REMIC, or to make pay-
ments to REMIC interest holders is an
outside reserve fund and not an asset of
the REMIC only if the REMIC’s organi-
zational documents clearly and ex-
pressly—
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(1) Provide that the reserve fund is
an outside reserve fund and not an
asset of the REMIC;

(2) Identify the owner(s) of the re-
serve fund, either by name, or by de-
scription of the class (e.g., subordi-
nated regular interest holders) whose
membership comprises the owners of
the fund; and

(3) Provide that, for all Federal tax
purposes, amounts transferred by the
REMIC to the fund are treated as
amounts distributed by the REMIC to
the designated owner(s) or transferees
of the designated owner(s).

(1) Contractual rights coupled with reg-
ular interests in tiered arrangements—(1)
In general. If a REMIC issues a regular
interest to a trustee of an investment
trust for the benefit of the trust cer-
tificate holders and the trustee also
holds for the benefit of those certifi-
cate holders certain other contractual
rights, those other rights are not treat-
ed as assets of the REMIC even if the
investment trust and the REMIC were
created contemporaneously pursuant
to a single set of organizational docu-
ments. The organizational documents
must, however, require that the trustee
account for the contractual rights as
property that the trustee holds sepa-
rate and apart from the regular inter-
est.

(2) Example. The following example,
which describes a tiered arrangement
involving a pass-thru trust that is in-
tended to qualify as a REMIC and a
pass-thru trust that is intended to be
classified as a trust under §301.7701-4(c)
of this chapter, illustrates the provi-
sions of paragraph (i)(1) of this section.

Example. (i) A sponsor transferred a pool of
mortgages to a trustee in exchange for two
classes of certificates. The pool of mortgages
has an aggregate principal balance of $100zx.
Each mortgage in the pool provides for inter-
est payments based on the eleventh district
cost of funds index (hereinafter COFI) plus a
margin. The trust (hereinafter REMIC trust)
issued a Class N bond, which the sponsor des-
ignates as a regular interest, that has a prin-
cipal amount of $100r and that provides for
interest payments at a rate equal to One-
Year LIBOR plus 100 basis points, subject to
a cap equal to the weighted average pool
rate. The Class R interest, which the sponsor
designated as the residual interest, entitles
its holder to all funds left in the trust after
the Class N bond has been retired. The Class

123



§1.860G-2T

R interest holder is not entitled to current
distributions.

(ii) On the same day, and under the same
set of documents, the sponsor also created an
investment trust. The sponsor contributed to
the investment trust the Class N bond to-
gether with an interest rate cap contract.
Under the interest rate cap contract, the
issuer of the cap contract agrees to pay to
the trustee for the benefit of the investment
trust certificate holders the excess of One-
Year LIBOR plus 100 basis points over the
weighted average pool rate (COFI plus a mar-
gin) times the outstanding principal balance
of the Class N bond in the event One-Year
LIBOR plus 100 basis points ever exceeds the
weighted average pool rate. The trustee (the
same institution that serves as REMIC trust
trustee), in exchange for the contributed as-
sets, gave the sponsor -certificates rep-
resenting undivided beneficial ownership in-
terests in the Class N bond and the interest
rate cap contract. The organizational docu-
ments require the trustee to account for the
regular interest and the cap contract as dis-
crete property rights.

(iii) The separate existence of the REMIC
trust and the investment trust are respected
for all Federal income tax purposes. Thus,
the interest rate cap contract is an asset
beneficially owned by the several certificate
holders and is not an asset of the REMIC
trust. Consequently, each certificate holder
must allocate its purchase price for the cer-
tificate between its undivided interest in the
Class N bond and its undivided interest in
the interest rate cap contract in accordance
with the relative fair market values of those
two property rights.

(j) Clean-up call—(1) In general. For
purposes of section 860F(a)(5)(B), a
clean-up call is the redemption of a
class of regular interests when, by rea-
son of prior payments with respect to
those interests, the administrative
costs associated with servicing that
class outweigh the benefits of main-
taining the class. Factors to consider
in making this determination include—

(i) The number of holders of that
class of regular interests;

(ii) The frequency of payments to
holders of that class;

(iii) The effect the redemption will
have on the yield of that class of reg-
ular interests;

(iv) The outstanding principal bal-
ance of that class; and

(v) The percentage of the original
principal balance of that class still
outstanding.

(2) Interest rate changes. The redemp-
tion of a class of regular interests un-
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dertaken to profit from a change in in-
terest rates is not a clean-up call.

(3) Safe harbor. Although the out-
standing principal balance is only one
factor to consider, the redemption of a
class of regular interests with an out-
standing principal balance of no more
than 10 percent of its original principal
balance is always a clean-up call.

(k) Startup day. The term ‘‘startup
day’’ means the day on which the
REMIC issues all of its regular and re-
sidual interests. A sponsor may, how-
ever, contribute property to a REMIC
in exchange for regular and residual in-
terests over any period of 10 consecu-
tive days and the REMIC may des-
ignate any one of those 10 days as its
startup day. The day so designated is
then the startup day, and all interests
are treated as issued on that day.

[T.D. 8458, 57 FR 61309, Dec. 24, 1992; 58 FR
8098, Feb. 11, 1993; T.D. 9463, 74 FR 47438,
Sept. 16, 2009; T.D. 9533, 76 FR 39282, July 6,
2011]

§1.860G-2T Other rules (temporary).

(a) through (g)(3)(ii)(A) [Reserved]
For further guidance, see §1.860G-2(a)
through (2)(3)(ii)(A).

(B) Presumption that a reserve is rea-
sonably required. The amount of a re-
serve fund is presumed to be reasonable
(and an excessive reserve is presumed
to have been promptly and appro-
priately reduced) if it does not exceed
the amount required by a third party
insurer or guarantor, who does not own
directly or indirectly (within the
meaning of section 267(c)) an interest
in the REMIC (as defined in section
1.860D-1(b)(1)), as a condition of pro-
viding credit enhancement.

(C) Presumption may be rebutted. The
presumption in §1.860G-2(g)(3)(ii)(B)
may be rebutted if the amounts re-
quired by the third party insurer are
not commercially reasonable consid-
ering the factors described in §1.860G—
2(2)(3)(1)(A).

(D) Effective/applicability date. Para-
graphs (g2)(3)(ii)(B) and (C) of this sec-
tion apply on and after July 6, 2011.

(B) Expiration date. The applicability
of paragraphs (g)(3)(ii)(B) and (C) of
this section expires on or before July 1,
2014.
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(h) through (k) [Reserved] For fur-
ther guidance, see §1.860G—2(h) through
(k).

[T.D. 9533, 76 FR 39282. July 6, 2011]

§1.860G-3 Treatment of foreign per-

sons.

(a) Transfer of a residual interest with
tar avoidance potential—(1) In general. A
transfer of a residual interest that has
tax avoidance potential is disregarded
for all Federal tax purposes if the
transferee is a foreign person. Thus, if
a residual interest with tax avoidance
potential is transferred to a foreign
holder at formation of the REMIC, the
sponsor is liable for the tax on any ex-
cess inclusion that accrues with re-
spect to that residual interest.

(2) Tax avoidance potential—({i) De-
fined. A residual interest has tax avoid-
ance potential for purposes of this sec-
tion unless, at the time of the transfer,
the transferor reasonably expects that,
for each excess inclusion, the REMIC
will distribute to the transferee resid-
ual interest holder an amount that will
equal at least 30 percent of the excess
inclusion, and that each such amount
will be distributed at or after the time
at which the excess inclusion accrues
and not later than the close of the cal-
endar year following the calendar year
of accrual.

(ii) Safe harbor. For purposes of para-
graph (a)(2)(i) of this section, a trans-
feror has a reasonable expectation if
the 30-percent test would be satisfied
were the REMIC’s qualified mortgages
to prepay at each rate within a range
of rates from 50 percent to 200 percent
of the rate assumed under section
1272(a)(6) with respect to the qualified
mortgages (or the rate that would have
been assumed had the mortgages been
issued with original issue discount).

(3) Effectively connected income. Para-
graph (a)(1) of this section will not
apply if the transferee’s income from
the residual interest is subject to tax
under section 871(b) or section 882.

(4) Transfer by a foreign holder. If a
foreign person transfers a residual in-
terest to a United States person or a
foreign holder in whose hands the in-
come from a residual interest would be
effectively connected income, and if
the transfer has the effect of allowing
the transferor to avoid tax on accrued
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excess inclusions, then the transfer is
disregarded and the transferor con-
tinues to be treated as the owner of the
residual interest for purposes of section
871(a), 881, 1441, or 1442.

(b) Accounting for REMIC net income—
(1) Allocation of partnership income to a
foreign partner. A domestic partnership
shall separately state its allocable
share of REMIC taxable income or net
loss in accordance with §1.702-1(a)(8). If
a domestic partnership allocates all or
some portion of its allocable share of
REMIC taxable income to a partner
that is a foreign person, the amount al-
located to the foreign partner shall be
taken into account by the foreign part-
ner for purposes of sections 871(a), 881,
1441, and 1442 as if that amount was re-
ceived on the last day of the partner-
ship’s taxable year, except to the ex-
tent that some or all of the amount is
required to be taken into account by
the foreign partner at an earlier time
under section 860G(b) as a result of a
distribution by the partnership to the
foreign partner or a disposition of the
foreign partner’s indirect interest in
the REMIC residual interest. A disposi-
tion in whole or in part of the foreign
partner’s indirect interest in the
REMIC residual interest may occur as
a result of a termination of the REMIC,
a disposition of the partnership’s resid-
ual interest in the REMIC, a disposi-
tion of the foreign partner’s interest in
the partnership, or any other reduction
in the foreign partner’s allocable share
of the portion of the REMIC net in-
come or deduction allocated to the
partnership. See §1.871-14(d)(2) for the
treatment of interest received on a reg-
ular or residual interest in a REMIC.
For a partnership’s withholding obliga-
tions with respect to excess inclusion
amounts described in this paragraph
(b)), see §§1.1441-2(b)(5), 1.1441-2(d)(4),
1.1441-5(b)(2)(1)(A), and §§1.1446-1
through 1.1446-7.

(2) Excess inclusion income allocated by
certain pass-through entities to a foreign
person. If an amount is allocated under
section 860KE(d)(1) to a foreign person
that is a shareholder of a real estate
investment trust or a regulated invest-
ment company, a participant in a com-
mon trust fund, or a patron of an orga-
nization to which part I of subchapter
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T applies and if the amount so allo-
cated is governed by section 860E(d)(2)
(treating it ‘‘as an excess inclusion
with respect to a residual interest held
by’ the taxpayer), the amount shall be
taken into account for purposes of sec-
tions 871(a), 881, 1441, and 1442 at the
same time as the time prescribed for
other income of the shareholder, par-
ticipant, or patron from the trust,
company, fund, or organization.

[T.D. 8458, 57 FR 61313, Dec. 24, 1992, as
amended by T.D. 9272, 71 FR 43365, Aug. 1,
2006; T.D. 9415, 73 FR 40172, July 14, 2008]

TAX BASED ON INCOME FROM
SOURCES WITHIN OR WITHOUT
THE UNITED STATES

DETERMINATION OF SOURCES OF INCOME

§1.861-1 Income from sources within
the United States.

(a) Categories of income. Part 1 (sec-
tion 861 and following), subchapter N,
chapter 1 of the Code, and the regula-
tions thereunder determine the sources
of income for purposes of the income
tax. These sections explicitly allocate
certain important sources of income to
the United States or to areas outside
the United States, as the case may be;
and, with respect to the remaining in-
come (particularly that derived partly
from sources within and partly from
sources without the United States), au-
thorize the Secretary or his delegate to
determine the income derived from
sources within the United States, ei-
ther by rules of separate allocation or
by processes or formulas of general ap-
portionment. The statute provides for
the following three categories of in-
come:

(1) Within the United States. The gross
income from sources within the United
States, consisting of the items of gross
income specified in section 861(a) plus
the items of gross income allocated or
apportioned to such sources in accord-
ance with section 863(a). See §§1.861-2
to 1.861-7, inclusive, and §1.863-1. The
taxable income from sources within the
United States, in the case of such in-
come, shall be determined by deducting
therefrom, in accordance with sections
861(b) and 863(a), the expenses, losses,
and other deductions properly appor-
tioned or allocated thereto and a rat-
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able part of any other expenses, losses,
or deductions which cannot definitely
be allocated to some item or class of
gross income. See §§1.861-8 and 1.863-1.

(2) Without the United States. The
gross income from sources without the
United States, consisting of the items
of gross income specified in section
862(a) plus the items of gross income
allocated or apportioned to such
sources in accordance with section
863(a). See §§1.862-1 and 1.863-1. The
taxable income from sources without
the United States, in the case of such
income, shall be determined by deduct-
ing therefrom, in accordance with sec-
tions 862(b) and 863(a), the expenses,
losses, and other deductions properly
apportioned or allocated thereto and a
ratable part of any other expenses,
losses, or deductions which cannot defi-
nitely be allocated to some item or
class of gross income. See §§1.862-1 and
1.863-1.

(3) Partly within and partly without the
United States. The gross income derived
from sources partly within and partly
without the United States, consisting
of the items specified in section 863(b)
(1), (2), and (3). The taxable income al-
located or apportioned to sources with-
in the United States, in the case of
such income, shall be determined in ac-
cordance with section 863 (a) or (b). See
§§1.863-2 to 1.863-5, inclusive.

(4) Ezxceptions. An owner of certain
aircraft or vessels first leased on or be-
fore December 28, 1980, may elect to
treat income in respect of these air-
craft or vessels as income from sources
within the United States for purposes
of sections 861(a) and 862(a). See §1.861-
9. An owner of certain aircraft, vessels,
or spacecraft first leased after Decem-
ber 28, 1980, must treat income in re-
spect of these craft as income from
sources within the United States for
purposes of sections 861(a) and 862(a).
See §1.861-9A.

(b) Taxable income from sources within
the United States. The taxable income
from sources within the United States
shall consist of the taxable income de-
scribed in paragraph (a)(1) of this sec-
tion plus the taxable income allocated
or apportioned to such sources, as indi-
cated in paragraph (a)(3) of this sec-
tion.
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