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FOR FURTHER INFORMATION CONTACT:
Agency and Contact

1. Employment and Training
Administration (ETA)—Robert
Anderson, Telephone: (202) 376-6254

2. Employment Standards
Administration, Wage/Hour Division
(ESA~-W/H Div.}—Henry T. White, Jr.,
Telephone: (202) 523-8305

3. Occupational Safety and Health
Administration (OSHA)—James F.
Foster, Telephone: (202) 523-8151

4. Pension and Welfare Benefit
Programs Office (PWBP)—Robert
Doyle, Telephone: (202) 523-8684 or
Doris Jacobs, Telephone: (202) 523—
6844

5. Office of Federal Contract
Compliance Programs (OFCCP)—
James W. Cisco, Telephone: [202) 523~
9426

6. Office of the Secretary—Gail V.
Coleman, Telephone: (202) 523-8268.
Authority: Please refer to the above-

mentioned documents in arder to ascertain

the specific statutary authority for each of the
rules.

Guide 10 Agency Abbreviation Code

Signed at Washington, D.C. this 3rd day of
February, 1981,
Alfred M. Zuck,
Acting Secretary of Labor,
[FR Doc. 81-4344 Filed 3-5-81; 8:45 am|
BILLING CODE 4510-23-M

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Part 53

[EE-2-79]

Foundation and Similar Exise Taxes;
Correction

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Correction.

sumMMARY: This document corrects a
typographical error in the publication of
Treasury Decision 7718 which
concerned the treatment of certain
elderly care facilities.

EFFECTIVE DATE: This correction is
effective as of the same date as

Treasury Decision 7718, which is
December 31, 1969.

FOR FURTHER INFORMATION CONTACT:
Charles K. Kerby of the Employee Plans
and Exempt Organizations Division.
Office of Chief Counsel, Internal
Revenue Service, 1111 Constitution
Avenue, NW., Washington, D.C. 20224,
Attention: CC:LR:T, 202-566-3422.

SUPPLEMENTARY INFORMATION:

Background

On.September 4, 1880, the Federal
Register published Treasury Decision
7718 (45 FR 58520). The Treasury
decision adopted final regulations under
section 4942(j)(6) of the Internal
Revenue Code of 1954, concerning the
treatment of privale foundations that
maintain certain-elderly care facilities.

Need for Correction

A typographical error was made in the
amendatery language of paragraph 2 of
the Treasury decision. This document
corrects the error by changing the
section of the regulations being
amended from "53.4942(b)-{1)" to
“53.4942(b)-1(a).”
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Drafting Information under sections 856, 857, 858, 859, and 860  Public Law 96-595

The principal author of this correction
is Charles K. Kerby of the Employee
Plans and Exempt Organizations
Divison, Office of Chief Counsel,
Internal Revenue Service.

Correction of Treasury Decision

Accordingly, FR Doc. 80-27080 (45 FR
58520) is amended as follows:
In the amendatory language of Par. 2 on
page 58520, the section of the regulations
being amended is changed from
“53.4942(b)-{1)" to “563.4942(b)-1(a)."
George H. Jelly,
Director, Employee Plans and Exempt
Organizations Division.*
PR Doc. 81402 Piled 3-5-01; 545 am)
BILLING CODE 4830-01-M

26 CFR Parts 1,5,7, 10 and 55
[T.D. 7767)
Real Estate Investment Trusts

AGencY: Internal Revenue Service,
Treasury.
ACTION: Final regulations.

summaRy: This document contains final
regulations relating to the taxation of
real estate investment trusts (“REITs").
Changes to the applicable tax law were
made by the Tax Reform Act of 1976
and by the Act of January 3, 1975, All
REITs and their shareholders will be
affected by these regulations.

DATES: In general, these changes apply
lo taxable years beginning after October
4,1976, and, in some cases, to taxable
years ending after that date or to
determinations occurring after that date.
However, the changes made by the Act
of January 8, 1975, apply to certain
property acquired after December 31,
1973. An excise tax imposed on certain
REITs applies to taxable years
beginning after December 31, 1979.
Moreover, a REIT may apply to the
Commissioner before May 8, 1961, to
revoke an election for pre-1976 years
relating to property held for sale to
customers.

FOR FURTHER INFORMATION CONTACT:
Charles M. Whedbee of the Legislation
and Regulations Division, Office of the
Chief Counsel, Internal Revenue

5}‘h:me. 1111 Constitution Avenus,
N.W., Washington, D.C. 20224, Attention
ES}:;.R:T (202-566-3487, not a toll-free
SUPPLEMENTARY INFORMATION:
Background

On July 7, 1978, the Federal Register
rubhshed proposed amendments to the
ficome Tax Regulations (26 CFR Part 1)

of the Internal Revenue Code of 1954,
relating to REITs (43 FR 29317). That
document also proposed amendments to
the regulations under Code sections 46,
50B, 164, 172, 275, 316, 381, 441, 442, and
512. Moreover, that document contained
a new proposed Part 55 of Title 26 of the
Code of Federal Regulations. The new
Part 55 consists of procedural and
administrative regulations relating to the
excise tax imposed on certain REITs by
section 4981 of the Code. The proposed
amendments published on July 7, 1978,
were corrected by a correction notice
published in the Federal Register for July
25, 1978 (43 FR 32150), These
amendments were proposed to conform
the regulations to section 1402(b) and
Title XVI of the Tax Reform Act of 1876
(Pub. L. 94-455; 90 Stat. 1731, 1742) and
section 6 of Pub. L. 93-625 [88 Stat.
2112), and also to revise certain

provisions of the exis ations.
A public hearing wm;lefgn
December 20, 1978. After consideration
of all comments regarding the proposed
amendments, these amendments are
adopted as revised by this Treasury
decision.

Revenue Act of 1978

A new § 1.865-0 states that the
regulations adopted by this document do
not reflect the amendments made by the
Revenue Act of 1978 (Pub. L. 95-600).

However, two sentences in § 1.856-6(g)

(relating to an extension of the grace
period for foreclosure property) now
substitute a general reference to section
856(e)(3) of the Code in place of what
was, in effect, a restatement in the
proposed regulations of certain specific
statutory language that was
subsequently amended by the 1878 Act.
The two sentences do not effect any
substantive change from the rule as
proposed.

Also, § 10,3 of the regulations,
(temporary regulations relating to an
extension of the 2-year grace period
with respect to foreclosure property) has
been recently amended to clarify the
effective date of the 1878 Act
amendments. See T.D. 7668, published at
40 FR 6378 (January 28, 1980). Since
§ 10.3 is withdrawn by this document,
the special rules in that section that
clarify the effective date of the 1878 Act
amendments are preserved by adopting
them as a new temporary ation.
This new temporary regulation is
included in Part 5 of Title 26 of the Code
of Federal Regulations (Temporary
Income Tax Regulations under the
Revenue Act of 1978) as a new § 5.856-1,
since it would be inappropriate to
include it in Part 10 (Temporary Income
Tax Regulations under Pub. L. 86-325).

Public Law 96-585 (84 Stat. 3464),
enacted on December 24, 1980, amended
section 172{b)(1)(E) of the Code. This
amendment revised the rules for
determining net operating loss
carryovers of taxpayers that are REITs
in the year of the loss or were REITs in a
taxable year preceding the loss year..
The proposed regulations (§ 1.172-12(a))
under section 172(b)(1)(E), as in effect
before amendment, specified the taxable
years to which the loss of a REIT (or
former REIT) could be carried. Because
of the changes made by Pub, L. 86-595,
the final regulations reserve the
paragraph specifying the taxable years
to which the loss may be carried and
delete another paragraph relating to a
transitional rule that is not longer
applicable,

Principal Changes From the Proposed
Regulations

The principal changes from the
proposed regulations are based on
public comments. These changes relate
to rents from real property, interest,
foreclosure property, reasonable cause
for failure to meet certain requirements,
and the definition of a “successor”

corporation.
Rents From Real Property

Section 1,856-4 {b) (3) disqualifies rent
which depends on the income or profits

of any person. The final regulations
remove a flat prohibition on the

* renegotiation of a change in the

percentage during the term of a
percentage rental lease (including any
renewal period). As adopted, the
restriction only applies if the effect of
the renegotiation is to base the rent on
income or profits. The final regulations
also make clear that an amount
consisting, in whole or in part, of one or
more percentages of the lessee’s receipts
or sales in excess of one or more
determinable dollar amounts may
qualify as “rents from real property".
The existing regulations provide that
contingent rent may be based on a fixed
percentage of receipts or sales (whether
or not receipts or sales are adjusted for
returned merchandise, or Federal, State,
or local taxes). One commentator asked
that it be made clear that the
enumerated adjustments are not
exclusive, and examples of other
adjustments (such as bad debts) be
added. It is believed, however, that this
question is best addressed outside the
regulations. For example, Rev, Rul. 74—
134, 1974-1 C.B. 170, holds that certain
adjustments to the tenant’s gross sales
did not disqualify the REIT's rent that
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was based on a fixed percentage of such
gross sales.

Also, the final regulations (§ 1.856-4
(b) (1)) provide that the submetering of
certain utilities and the performance of
certain cleaning services may qualify as
“customary services” if they meet
certain other criteria.

Interest

Interest income is apportioned
between qualifying and nonqualifying
income where a mortgage covers both
real and personal property. The
regulations, as adopted, provide two
additional exceptions for cases where it
would not be appropriate to apply the
apportionment rules as proposed. These
exceptions apply where the REIT
commits itself to provide long-term
financing following completion of
construction, or where the morigage on
the real property is given as additional
security (or as a substitute for other
security) for the loan after the REIT's
loan commitment is binding.

Foreclosure Property

The final regulations contain several
changes in the proposed rules relating to
foreclosure property.

Section 1.856-6 (b) (3) provides that
property is not eligible for the election to
be treated as foreclosure property if the
loan or lease was made or entered into
when the REIT knew or had reason to
know that default would occur (or with
an intent to evict or foreclose). An
additional sentence in the final
regulations applies in a “workout™
situation, and would not bar eligibility
merely because additional credit is
extended or an existing investment is
restructured to avoid foreclosure or
default,

Section 1.856-8 (c) (1), as proposed,
provided that an election to treat
property as foreclosure property must
include all eligible real property
acquired by the REIT on foreclosure of a
particular indebtedness or a particular
lease. This rule is modified in the final
regulations to provide an exception if
properties securing the same loan (or
under the same lease) are acquired in
different taxable years. In this case, the
REIT may make a separate election for
such properties acquired in the same
taxable year, and may (but is not
required in certain cases to) make an
election for the properties acquired in
the other taxable year.

The regulations, as adopted (§ 1.857-3
(e)) also provide rules for apportioning
the deduction for interest between
foreclosure property and other property
for purposes of determining “net income
from foreclosure property”. These rules

are mandatory for taxable years ending
after February 6, 1981,

Two changes in the foreclosure
property rules relate to the status of the
taxpayer. In general, a taxpayer may
make an election only if it is a qualified
REIT for the taxable year in which the
acquisition occurs. Nevertheless, a
nonqualified REIT may make the
election if it establishes to the
appropriate district director’s
satisfaction that its failure to be a
qualified REIT was due to reasonable
cause and not due to willful neglect. The
final regulations add a similar exception
for & nonqualified taxpayer seeking to
extend the general 2-year foreclosure
property grace period. The regulations,
as adopted (§ 1.856-6 (c) (4)), also
provide that property will not lose its
status as foreclosure property solely
because the taxpayer is nol a qualified
REIT for a taxable year subsequent to
the year the election is made. ¢

e regulations (§ 1.856-6(e) (5)), as
adopted, also clarify the rules relating to
what constitutes permissible repair and
maintenance as opposed to
impermissible construction of
foreclosure property.

Reasonable Cause

The regulations (§ 1.856-7(c)), as
adopted, revise and clarify the rules
relating to reliance on an opinion as
reasonable cause under section 856(c)
(7) of the Code for failure to meet the
percentage-of-income requirements of
Code section 856{c) (2) and (3) or to
avoid certain other sanctions. As
proposed, the regulation provided that
the good faith reliance on a reasoned,
written opinion of legal counsel
(including house counsel) as to the
characterization for purposes of section
856 of gross income to be derived (or
being derived) from a particular
transaction (or series of transactions)
generally will constitute “reasonable
cause” in a case where the trust fails to
meet the percentage-of-income
requirements and income from the
transaction contributes to the failure.
Good faith reliance exists where the
trust has no reason to believe that the
opinion of counsel is incorrect and
where the trust has concluded that the
income from the transaction, in the
context of the trust's overall portfolio,
reasonably cannot be expected to cause
a source-of-income requirement to be
failed.

Commentators suggested that the
regulation provide that REITs could rely
on opinions from certified public
accountants and others authorized to
practice before the Service as
reasonable cause to the same extent
that it could rely on an opinion of

counsel. Another commentator asked
that house counsel of the REIT's advisor
be specifically included.

It has been decided not to prescribe a
specific list of persons whose opinions
may constitute reasonable cause.
Rather, the regulation, as adopted,
provides that the Gpinion must be
rendered by a tax advisor (including
house counsel) whose opinion would be
relied on by a person exercising
ordinary business care and prudence in
the circumstances of the particular
transaction. This rule is in keeping with
the general overall requirement that the
REIT must exercise ordinary business
care and prudence in attempting to
satisfy the requirements of sections 836
{c) {2) and (3) in order to have
reasonable cause for failure to do so

The final regulations also make clear
that the opinion may relate to a
standard operating procedure or
standard form of transaction if such
form or procedure is in fact used or
followed.

The regulations, as adopted, also
delete the term “good faith reliance”
and substitute “reasonable reliance” to
better describe the substantive rule.

Successor Corporation

If an election to be a REIT has been
reviked or lerminated, the taxpayer is
ineligible to make a new REIT election
for the next four taxable years, Under
§ 1.856-8(c) (2), # successor exists if
there is common ownership of 50
percent or more of the shares between
the predecessor and successor entities
Because there may be more than one
class of shares, the final regulations
define share ownership in terms of
value.

Principal Suggested Changes Not
Adopted

The principal suggestions which were
not adopted relate to certain options. to
foreclosure property held for sale to
customers, to an effective date for rules
relating to rents, and lo the effect of the
net operating loss on the amount of
capital gain dividends which may be
paid.

Options

Several commentators objected to
§ 1.856-2(c) (2) of the proposed
regulations which does not treat income
from lapse of certain options as
“qualified income" for purposes of the
75-percent and 90-percent gross income
tests. Involved is income recognized by
a REIT upon the lapse of an option it
wrote which gave the holder the right t0
acquire land, improvements. or &
leasehold of either.
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The commentators argue that the final
regulations should provide that whether
income resulting from the lapse of such
an option is "qualified income" depends
on the character of the property to
which the option in question relates, in a
manner similar to the present test under
section 1234 of the Code. The
commentators point out that, if the
option is exercised, any income realized
is “qualified income". They argue that to
treat income from lapse of an option in a
different manner is an artificial
distinction which would make it
impossible for a REIT to know, al the
time of writing an option, whether any
income realized would be "qualified”.

The commentators also cite the Report
of the Commitlee on Ways and Means
on H.R. 12224 (H. Rep. No. 84-1192, 94th
Cong., 2d Sess. 1 (19786), 1976-3 C.B. (Vol.
3)19). This Ways and Means Committee
report was adopted by reference in the
conference report on the 1976 Act (8.
Rep. No. 94-1236, 94th Cong., 2d Sess.
544 (1976), 1976-3 C.B. (Vol. 3) 948). The
Ways and Means Committee report, in
discussing the amendments to section
1234, makes clear at page 10 the intent
that income derived by regulated
investment companies upon the lapse of
“puts” and “calls" is to be treated as
“qualifying™ income for purposes of the
80-percent “source of income”
requirement of section 851(b)(2). The
commentators'urge that the same rules
should apply to the analogous REIT
provisions of section 856,

Because there is no clear indication of
congressional intent to the contrary, the
final regulations, for REIT purposes,
follow the general rule that income from
the lapse of an option is not gain from
the sale or other disposition of either the
option itself or the underlying asset. To
¢ffect a different result in a particular
case, Congress has made specific
slatutory exceptions to this general rule.
Thus, section 1234 {relating to options to
buy or sell stock, securities,
tommodities and commodities futures)
was amended by section 2136 of the
1976 Act. Section 512(b)(5), which
excludes gains from the sale or other
disposition of certain property from
unrelated business taxable income, was
specifically amended by Pub. L. 94-396
(90 Stat. 1201) to also exclude gain from
the lapse of an option to sell certain
‘curities. Moreover, as noted by the
“ommentators, the Committee on Ways
ind Me@ns has expressed its intention

4! gain on the lapse of an option to sell
"lock or securities should be considered
Gualified income for the 90-percent
*ource-of-income requirement of a
"egulated investment company.

Foreclosure Property Held for Sale to
Customers

Section 856(€){4)(C) provides that
property ceases to be foreclosure
property if, after the 90th day following
its acquisition, it is used in a trade or
business conducted by the REIT, other
than through an independent contractor
from whom the REIT does not derive or
receive any income. Section 1.856—
6(f)(2), as proposed, provides that
foreclosure property held by the REIT
primarily for sale to customers in the
ordinary course of a trade or business is
considered to be property used in a
trade or business under section
856(e)(4)(C). Accordingly, foreclosure
property held by a REIT for such a sale
after the appropriate 90 days must be
sold through an independent contractor,
failing which the property will cease to
be foreclosure property and the REIT
will be faced with “prohibited
transactions” under section 857(b)(6).
The temporary regulation relating to
foreclosure property (26 CFR 10.1(b)(3))
is identical. .

The commentators disagree with this
position, citing the Senate Finance
Committee Report on Pub. L. 93-635, In
discussing the use of the foreclosure
property in a trade or business, that
report refers to the need to use an
independent contractor in the operation
of a business acquired through
foreclosure, such as a hotel (S. Rep. No.
93-1357, 93d Cong., 2d Sess. 16 (1975),
1975-1 C.B. 526). The commentators
distinguish between the operation of
property and its sale.

In addition, the commentators argue
that because of the difficulty in
determining if property is held for sale
to customers, counsel to some REIT's
advise the use of an independent
contractor for virtually every sale of
foreclosure property.

Alternatively, the commentators urge
that if the “independent contractor”
requirement for sales of foreclosure
property is retained in some form, the
regulations should provide a
“reasonable cause” rule. Thus,
foreclosure property status would not be
lost if a REIT selis foreclosure property
directly and has reasonable cause to
believe that it is not holding the property
for sale to customers but is engaged in
disposing of an inyestment property,
even if it is ultimately determined that
the property was held for sale to
customers. This “reasonable cause”
rule, say the commentators, could be
limited by excluding from its coverage
the direct disposition by a REIT of
individual condominium units or
subdivided land parcels, which are the
type of direct sales by a REIT which

Congress clearly intended to preclude.
(See the legislative history of the
“prohibited transactions™ tax under
section 857(b)(6) of the Code.)

Notwithstanding these objections, the
rule requiring the independent
contractor is retained in the final
regulations. It is not believed that
Congress intended the requirement of an
independent contractor to be limited to
an ongoing business that is acquired on
foreclosure. The regulation is in accord
with the general theory that a REIT is
intended to be a passive investment
medium. Furthermore, to adopt a
reasonable cause test would be
tantamount to exempting property from
the rules of section 856(e)(4)(C) if &
favorable opinion had been received
with respect to its character in the
hands of the REIT.

Section 857(b)(8){C). enacted by the
Revenue Act of 1978, provides a “safe
harbor” from the prohibited transaction
tax which may, in a particular case,
ensure that such tax will not apply,
notwithstanding that foreclosure
property status is lost because the sale
is not through an independent
contractor.

Effective Dale of Certain Rules Relating
to Rents From Real Property

Based on & statutory amendment to
Code section 856(d){1) by section 1604(b)
of the 1976 Act, § 1.856-4(b), as
proposed, provided that for taxable
years beginning after October 4, 1878,
the term “rents from real property”
includes charges for services
customarily furnished or rendered in
connection with the rental of real
property, whether or not the charges are
separately stated. (Prior to the 1976 Act,
the regulations provided that if a
separate charge is made for customary
services, the amount of the charge must
be received and retained by an
independent contractor and not by the
REIT.} Commentators, citing legislative
history, urge that the change in the
“separate charge” rule should be
retroactive o pre-1976 years. The
change is explained in the report of the
Senate Finance Committee (S. Rep. No.
94-938, 94th Cong., 2d Sess. 473 [1976),
1976-3 C.B. (Vol. 3) 511). It states that
the income tax regulations take the
position that the amount of the charge
must be received and retlained by the
independent contractor (and not by the
REIT), and that this restriction on
separate charges for customarily
furnished services often does not follow
normal commercial practice.

However, section 1608(d)(1) of the
1976 Act provides that this amendment
to section 856(d) of the Code is
applicable to taxable years beginning
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after October 4, 1976. Moreover, the
report of the Senate Finance Committee
does not clearly evidence an intent to
make the amendment retroactive.
Accordingly, the final regulations retain
the effective date as proposed.

Capital Gains Dividends and Net
Operating Loss Carryovers

Several commentators suggest there is
a conflict between sections 172(d)(7)(B)
and 857(b)(3)(C). Under section
172(d)(7)(B), a net operating loss
carryover to a taxable year is, in effect,
offset against REIT taxable income as
first reduced by the dividends paid
deduction. Thus, generally to the extent
of the dividends paid deduction in the
current year, a net operating loss
carryover will not be used but will be
available as a carryover to a subsequent
year. On the other hand, the last
sentence of section 857(b)(3)(C) provides
that, for purposes of determining the
amoun! of capital gain dividends which
may be paid. the REIT"s net capital gain
does not exceed REIT taxable income
(determined without the deduction for
dividends paid). According to the
commentators, in computing a REIT's
net capital gain, this latter sentence
seems to require application of the net
operating loss carryover as a deduction
against REIT taxable income determined
before the dividends paid deduction.

This would have the effect of reducing
the amount of REIT taxable income
solely for the purpose of determining the
amount of the capital gain dividend,
notwithstanding that the net operating
loss carryover, to the extent of the
dividends paid deduction, would not
have been used in determining the
balance of the loss available as a
carryover to subsequent years. The
commentators urge that the regulations
resolve this suggested conflict by
providing, in effect, that the net
operating loss deduction is not taken
into account in determining the
limitation on the amount of the capital
gains dividends which may be
distributed.

The commentators® suggestion was
not adopted because there is no conflict.
The last sentence of section 857(b)(3)(E)
was added by section 1607(b) of the 1976
Act in connection with a new
alternative tax computation for REITs.
The effect of that sentence is to prevent
a REIT from paying a capital gain
dividend out of accumulated earnings
and profits in a year when the REIT has
a net capital gain and an ordinary loss.
There is no evidence that Congress
intended a different result to obtain
depending on whether the “ordinary
loss" consists of deductions paid or

accrued in the current year or of a loss
carryover to the current year.

It should be noted that if the REIT
gays a capital gain dividend as limited

y the last sentence of section
857(b)(3)(C) and also pays an ordinary
dividend, both dividends are taken into
account in determining how much of the
net operating loss carryover is available
as a carryover lo a subsequent taxable
year.

These points are clarified in the
regulations as adopted, and are
illustrated in a new example in § 1.172-
5.

Construction on Foreclosure Property

With respect to foreclosure property,
§ 1.856-6(e)(4), as proposed, provides
that where a REIT acquires a housing
subdivision in which some of the houges
are more than 10% complete and others
are nol, the REIT may not complete
construction of houses which were only
10% (or less) complete, nor may the
REIT begin construction of other houses
planned for the subdivision on which
construction has not be Two
commentators sugges! that a more
realistic rule would apply the 10%
completion test to the entire subdivision,
which would avoid potential marketing
problems. They further suggest that if a
subdivision is to be built in phases, it
would be appropriate to preclude the
REIT from commencing construction on
a phase which had not been started at
the time of foreclosure. However, the
suggestion was not adopted because the
rule is based on S. Rep. No. 93-1357, 93d
Cong., 2d Sess., 16 (1975), 1975-1 C.B.
526), and is consistent with legislative
intent.

REIT as a Partner

One commentator suggested that the
final regulations revise § 1.856-3(g),
relating to the determination of the
qualifying income and assets of a REIT
that is a partner in a partnership,
notwithstanding that the notice of
proposed rulemaking published on july
7, 1978, contained no proposed
amendments to that section. However, it
is believed that amendments in the
nature of those suggested by the
commentator, if adopted, should be
preceded by a notice of proposed
rulemaking. Accordingly, no
amendments are made to that section by
this document.

Deletion of Temporary Regulations

The following sections of Title 26 of
the Code of Federal Regulations are
hereby deleted: Sections 10.1 (election
by real estate investment trust to treat
certain property as foreclosure property)
and 10.3 (extension of 2-year grace

period with respect to foreclosure
property held by a real estate
investment trust) of Part 10 and section
7.856(g)-1 (special rule for real estate
investment trusts) of Part 7, These
sections provided temporary regulations
for real estate investment trusts that are
no longer required because of the
regulations adopted by this document.

Drafting Information

The principal author of this regulation
is Charles M. Whedbee of the
Legislation and Regulations Division,
Office of Chief Counsel, Internal
Revenue Service. However, personne!
from other offices of the Internal
Revenue Service and Treasury
Department participated in developing
the regulation both on matters of
substance and style.

Adoption of Amendments to the
Regulations

Accordingly, a new Part 55, Excise
Tax on Certain Real Estate Investment
Trusts, is added to Title 26 of the Code
of Federal Regulations and the
amendments to Parts 1 and 55 of such
Title 26 published with notice of
proposed rulemaking in the Federal
Register for July 7, 1978 (43 FR 29317).
are adopted, subject to the following
changes,

Paragraph 1. Paragraph (a)(1)(iv).
(viii), and (ix) of § 1.172-4, as amended
by paragraph 8 of the notice of proposed
rulemaking, is amended by striking out
“$§ 1.172-12(a){2)" each place it appears
and inserting in lieu thereof “§ 1.172-
12(a)".

Par. 1a. Section 1.172-5(a)(5), as added
by paragraph 9 of the notice of proposed

emaking, is amended as follows:

1. The fourth sentence is amended by
striking out “example" and inserting in
lieu thereof “examples”.

2. The example immediately following
the fourth sentence is redesignated
“"Example (1)." instead of “"Example.”.

3. The third sentence of Example (1).
as so redesignated, is amended by
inserting “, all of which consists of
ordinary income" after “of $150,000".

4. A new Example (2) is added at the
end thereof, to read as follows:

§ 1.172-5 Taxable income which is
subtrocted from net operating loss to
determining carryback or carryover.

(a) Taxable year subject to the Internal
Revenue Code of 1954, * * *

(5) Qualified real estate investment trust
Example (2). (1) Assume the same facts a5
in example (1), except that the $150,000 of
real estate investment trust taxable income
(determined withaut the net operating loss
deduction or the dividends paid deduction)
consists of $80,000 of ordinary income and
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$70,000 of net capital gain. The amount of
capital gain dividends which may be paid for
1978 s limited to $50,000, that is, the amount
of the real estate investment trust taxable
Income for 1978, determined by taking into
account the net operating loss deduction for
the taxable year, but not the deduction for
dividends paid [$150,000 minus $100,000). See
§ 1.857-6(e)(1)(ii).

(i) X designated $50,000 of the $120.000 of
dividends paid as capital gains dividends (as
defined in section 857{b){3)(C) and § 1.857-
#(e)). Thus, $70,000 is an ordinary dividend.
Since both ordinary dividends and capital
guins dividends are taken into account in
computing the deduction for dividends paid
under section 857(b)(2)(B), the result will be
the same a8 in example (1); that is, the
portion of the 1977 net operating loss
available as a carryover to 1879 and
subsequent years is §70,000.

Par, 2. Section 1.172-12, as added by
paragraph 10 of the notice of proposed
rulemaking, is amended as follows:

1. Paragraph (a)(1), (2), (3), and (4) is
deleted and a new paragraph (a)(1) is
inserted in lieu thereof to read as set
forth below.

2. Paragraph (a)(5) is redesignated as
paragraph (a)(2) and is amended by
striking out “the last sentence of” in the
third sentence.

3. Paragraph (c) is deleted.

4. Paragraph (d) is redesignated as
paragraph (c) and is amended by adding
a new sentence at the end thereof, to
read as set forth below.

§ 1.172-12  Net operafing losses of real
estate investment trusts.

(a) Taxable years to which a loss may be
carried. (1) [reserved)

. L » . .

(c) Cross references, * * * See § 1.857-
2{a)(5), which provides that for a taxable year
ending before October 5, 1976, the net
operating loss deduction Is not allowed in
computing the real estate investment trust
taxable income of a qualified real estate
Investment trust.

Par, 3. Example (7), as added at the
end of § 1.316-1(e) by paragraph 16 of
the notice of proposed rulemaking, is
amended by striking out “$48,000" in the
first sentence and inserting in lieu
thereof, “$46,000",

Par. 4. Section 1.381(c)(25)-1, as added
by paragraph 18 of the notice of
proposed rulemaking, is amended by
striking out “857(b) or 1201(a)" in
paragraph (a)(2) and inserting in lieu
thereof “857(b)(1), 857(b)(3)(A), or
1201(a)", and by striking out “in
duplicate" in the first sentence of
paragraph {c).

Par. 5. Paragraph 21 of the notice of
proposed rulemaking is revised to read
as follows:

Par, 21. Section 1.443-1(e)(5) is
amended by striking out *857(b)(2)(D)"

and inserting in lieu thereof
“857(b){2)(c)".

Par. 6. Paragraph 24 of the notice of
proposed rulemaking is revised to read
as follows:

Par, 24. Section 1.8586 is deleted and a
new § 1.856-0 is added to read as
follows:

§ 1.856-0 Revenue Act of 1978 amendments
not included.

The regulations under part Il of subchapter
M of the Code do not reflect the amendments
made by the Revenue Act of 1978.

Par. 7. Section 1.856-2(c)(2), as revised
by paragraph 26 of the notice of
proposed rulemaking, is amended by
striking out "section 85(c)(6)(C)" in the
first sentence and inserting in lieu
thereof “section 856(c)(6)(C)".

Par. 8. Section 1.856-4, as revised by
paragraph 28 of the notice of proposed
rulemaking, is revised as follows:

1. Paragraph (b)(1) is revised by
deleting the third, fourth and fifth
sentences, and inserting in lieu thereof 3
new sentences, to read as set forth
below.

2. Paragraph (b)(3) is amended by
striking out “renewal periods of the
lease)" in the third sentence and
inserting in lieu thereof “renewal
periods of the lease) in a manner which
has the effect of basing the rent on
income or profits", and by striking out
“subleasee” in the fourth sentence and
inserting in lieu thereof “sublessee”,

3. Paragraph (b)(3) is further amended
by deleting the ninth sentence and
inserting three new sentences in lieu
thereof, to read as set forth below, and
by inserting “and 10 percent of such
gross receipts in excess of $10,000 x"
immediately after “$5,000 x" in the
second sentence of the example.

4. Paragraph (b)(5) is amended by
striking out “(ii) Trustee functions. The
trustees” and inserting in lieu thereof
“(ii) Trustee or director functions. The
trustees.”

§ 1.856—4 Rents from real property.
-

(b) Amounts specificolly included or
exaluded.~{1) Charges for customary
services. * * * The furnishing of water,
heat, light, and alr-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
furnishing of elevator services, telephone
answering services, incidental storage space,
laundry equipment, watchman or guard
services, parking facilities, and swimming
pool fadilities are examples of services which
are customarily furnished to the tenants of a
particular class of buildings in many
geographic marketing arcas. Where it is
customary, in a particular geographic
marketing area to furnish electricity or other

utilities to tenants in buildings of a particular
class, the submetering of such utilities to
tenants in such buildings will be considered a
customary service. To qualify as a service
customarily furnished, the service must be
furnished or rendered to the tenants of the
real estate investments trust or, primarily for
the convenience or benefit of the tenant, to
the guests, customers, or subtenants of the
tenant, * * *

(3) Disqualification of rent which depends
on income or profits of any person. * * * An
amount received or accrued as rent for the
taxable year which consists, in whole or in
part, of one or more percentages of the
lessec's receipts or sales in excess of
determinable dollar amounts may qualify as
“rents from real property”, but only if two
conditions 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, 1078, the
determinable amounts, mus! be fixed al the
time the lease is entered into and a change in
percentages and determinable amounts is not
renegotiated during the term of the lease
(including any renewal periods of the lease)
in @ manner which has the effect of basing
rent on income or profits, * * *

Par. 9. Section 1.858-5 (c), as added by
paragraph 29 of the notice of proposed
rulemaking, is revised to read as
follows:

§ 1.856-5 Inlerest.

(o) 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 856 (c)(3). For
purposes of the 75-percent requirement, the
spportionment shall be made as follows:

(i) If the loan value of the real property is
equal to or exceeds the amount of the loan,
then the entire interest income 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 1o the interest
income multiplied by a fraction, the
numerator of which is the loan value of the
real property, and the denominator of which
{s the amount of the loan. The interest income
apportioned to the other property is an
amount equal to the excess of the total
interest income over the interest income
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 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
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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 improvement or
developments (other than personal property)
which will secure the loan and which are to
be constructed from the proceeds of the loan.
The fair marke! 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 completion of construction, the loan
value of the real property is determined by
using the principles for determining the ioan
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
commitment! 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 substitute 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 taxable year.

Par. 10. Section 1.865-8, as added by
paragraph 29 of the notice of proposed
rulemaking, is revised as follows:

1. Paragraph (b) (2) and (3) is revised
to read as set forth below.

2. Paragraph (c)(1) is revised to read
as set forth below.

3, Paragraph (c)(4) is amended by " '
striking out “advice of counsel” in the
third sentence and inserting in lieu
thereof “expert advice", and by deleting
the last sentence and inserting in lieu
thereof two new sentences, to read as
set forth below.

4. So much of paragraph (d){1) as
precedes “(i) Enters into a lease with
respect to” is revised to read as set forth
below.

5. Paragraph (d)(1) is further amended
by striking out “acquires a shopping
center” in the second senlence, and
inserting in lieu thereof, “acquires, in a
particular taxable year, a shopping
center”.

6. Paragraph (e){1) is amended by
striking out “Under section 856(e){4)(B)
property ceases to be foreclosure
property on the first day (occurring on or
after the day on which the trust acquired
the property)” in the first sentence and
inserting in lieu thereof “Under section
856{e}{4)(B), 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 acquired the
property)".

7. Paragraph (¢){3) is amended by
striking out “The preceding sentence
applies” in the sixth sentence and
inserting in lieu thereof “Subdivision (if)
of the preceding sentence applies”,

8. Paragraph (e)(5) is revised to read
as set forth below,

9, Paragraph (f)(1) is revised to read as
set forth below.

10. Paragraph (g)(1) is amended by
striking out the third sentence and
inserting a new sentence in lieu thereof
to read as set forth below.

11. Paragraph (g)(5) is amended by
striking out “if the trust previously has
been granted two extensions with
respect to the property, or” and by
adding a new sentence at the end of

aragraph (g)(5). to read as set forth
elow.

12. A new paragraph (g)(7) is added
after paragraph (g)(6) to read as set forth

low.

§ 1.856-6 Foreclosure property.

{(b) Property eligible for the election. * * *

(2) Personal property. Personal property
(including personal property not subject to &
mortgage or lease of the real property) will be
considered incident to a particular item of
real property 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
corollury of the dse to which the real property
is pul. In the case of a hotel, such items as
furniture, appliances, linens, china, food, etc.
would be examples of incidental personal
property. Personal property incident to the
real property is eligible for the election even
though it is mcquired after the real property is
acquired or is placed in the building or other
improvement in the course of the completion
of construction.

(3) Property with respect to which default
is anticipated. Property is not eligible for the
election to be treated as foreclosure property
if the loan or lease with respect to which the
default occurs [or is imminent) was made or
entered into (or the lease or indebiedness
was acquired) by the trust with an intent to
evict or foreclose, or when the trust knew or
had reason to know that default would occur
(“improper knowledge™). For purposes of the
preceding sentence, a trust will not be
considered to have improper knowledge with
respect 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 the trust, in an
attempt to avoid default or foreclosure,
advances additional amounts to the borrower
in excess 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 evicl or foreclose, or with
improper knowledge, unless the original loan
or lease was entered into with that intent or
knowledge.

(c) Election—{1) In general. (i) An election
to treat property as foreclosure property

applies to all of the eligible real property
acquired in the same taxable year by the
trust upon the default (or as a result of the
imminence of default) on a particular lease
(where the trust is the lessor] oron a
particular indebtedness owed to the trust. For
example, if 8 loan made by a trust is secured
by two separate tracts of land located in
different cities, and in the same taxable yea:
the trust acquires both tracts on foreclosure
upon the default (or imminence of default) of
the loan, the trust must include both tracts in
the election. For & further example, 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 fs acquired at different
times in the same taxable year, the grace
period for a particular property begins when
that property is acquired.

(ii) if the trust acquires separate pleces 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 & later
taxable year, and the primary purpose for the
delay is to include only one of them in an
election, then if the trust makes an election
for one piece it must also make an election
for the other piece. A trust will not be
considered to have delayed the ascquisition of
property for this purpose if there is a
legitimate business reason for the delay (such
as an attempt to avoid fareclosure by further
negotiations with the debtor or lessee).

(iif) All of the eligible personal property

“ncident to the real property must also be

included in the election.

(4) Status of taxpayer. * * *1fa tuxpayer
makes a valid election to treat property s
foreclosure property, the property will not
lose its status as foreclosure property solely
because the taxpayer is not a qualified real
estale investment trust for a subsequent
taxable year (including a taxable year which
encompasses an extension of the grace
period). However, the rules relating 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

ragraph (c){1) of this section) shall cease to

foreclosure property on the first day
{occurring on or after the day on which the
trust aéquired the property) on which the
trust either—

(e) Termination of 2-year grace period:
completion of construction—"* * * _

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

(i) The repair or maintenance of a bullding
or other improvement, such as the
replacement of worn or obsolete furniture
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and appliances to offset normal wear and
tear or obsolescence and the restoration of
property required because of damage from
fire, storm, vandalism or other casualty,

(i) The preparation of leased space for a
new tenant which does not substantially
extend the useful life of the building or other
improvement or significantly increase its
value, even though. in the case of commercial
space, this preparation includes adapting 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 y is acquired that
was deferred by the defaulting party and that
does nol constitute renovation under
paragraph (e)(2) of this section,

(1) Termination of 2-year groce 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) shall cease to
be foreclosure property on the first day
(ocourring more than 90 days after the day on
which the trust acquired the property) on
which the property is used in a trade or
business conducted by the trust, other than a
trade or business conducted by the trust
through an independent contractor from
whom the trust itself does not derive or
receive any income. (See section 856(d)(3) for
the definition of independent contractor.),

(g) Extension of 2-year grace period—{1) In
general. * * * See section 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
extensions which may be granted. * * *

(5) Automatic extension. * * * 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
effect with respect to the particular
extension).

_ (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 investment trust, if the taxpayer
establishes to the satisfaction of the district
director that its failure to be a qualified real
télale 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
','"vlhng to expert advice) shall apply far
Getermining reasonable cause (and absence
of willful neglect) for this purpose.

Par. 11. Section 1.856-7, as added by
baragraph 29 of the notice of proposed
rulemaking, is amended by revising

pParagraph (¢)(2) to read as set forth
below,

§ 1.656-7  Certain corporations. etc., that are
considered to meet the gross income
Mquirements.

(c] Reasonable cause.

(2) Expert advice—{1) In generol. The
reasonable reliance on a reasoned, written
opinion as lo the characterization for
purposes of section 856 of gross income to be
derived (or being derived) from a transaction
gencrally constitutes “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 10 a transaction
does not, by itself, give rise to any Inference
that the failure to meet a percentage of
incame requirement was without reasonable
cause. An opinion as to the character of
income from a transaction includes an
opinion pertaining to the use of a standard
form of transaction or standard operating
procedure in & 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 transaction will be
nonqualified income, the trust must still
exercise ordinary business care and prudence
with respect to the nonqualified income and
detemine that the amount of that income, in
the context of its overall portfolio, reasonably
cannot be expected to cause a source-of-
income requirement to be failed. Rellance on
an opinion is not reasonable if the trust has
reason to belleve that the opinion is Incorrect
(for example, because the trust withholds
facts from the person rendering the opinion).

(iil) Reasoned written opinion. For
purposes of this subparagraph (2), a written
opinion means an opinion, in writing,
rendered by a tax advisor (including house
counsel) whose opinion would be relied on
by & person exercising ordinary business care
and prudence In the circumstances of the
particular transaction. A written opinion is
considered "reasoned"” even if it reaches a
conclusion which is subsequently 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 believes to
be applicable. However, an opinfon is not
considered “reasoned” if it does nothing
mare than recite the facts and express a
conclusion.

Par. 12. Section 1.856-8, as added by
paragraph 29 of the notice of proposed
rulemaking is amended as follows:

1. Paragraph (b) is amended by
inserting a new sentence after the first
sentence to read as set forth below.

2. The second sentence of paragraph
(c)(2) is amended by striking out
“indirectly, 50 percent or more of its
shares" and inserting in lieu thereof
“indirectly, 50 percent or more in value
of its outstanding shares", and by
striking out “effective, 50 percent or
more of the shares”, and inserting in lieu
thereof, “effective, 50 percent or more in
value of the outstanding shares”,

3. Paragraph (d) is amended by
striking out “advice of counsel" in the
fourth sentence and inserting in lieu
thereof “expert advice".

§ 1.856-8 Revocation or termination of
election.

(b) Termination of election to be a real
estate investment trust. * * * [This election
terminates whether the failure to be a
qualified real estate investment trust is
intentional or inadvertent.) * * *

Par. 13, Section 1.857-2, as
redesignated and revised by paragraph
33 of the notice of proposed rulemaking,
is amended by striking out "investment
taxable income" in the second sentence
of paragraph (a) and inserting in lieu
thereof “investment trust taxable
income.”

Par. 14. Section 1.857-3, as added by
paragraph 34 of the notice of proposed
rulemaking, is amended by adding new
paragraphs (d) and (e} at the end
thereof, to read as follows:

§ 2.857-3 Net income from foreclosure
property.

(d) Gross income not subject to tax on
fereclosure property. If the gross income
derived from foreclosure property consists of
two classes, a deduction directly connected
with the production of both classes (including
interest attributable to the carrying of the
property) 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
described 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
Interest. For purposes of determining the
amount of interest attributable to the carrying
of foreclosure property under parugraph (b)
of this section, the following rules apply:

(1) Deductible interest. Interest is taken
into account under this paragraph (e) only if
it is otherwise dedpcubre under chapter 1 of
the Code.

(2) Interest specifically allocated to
property. Interesi that is specifically
allocated to an item of property is
attributable only to the carrying of that
property. Interest Is specifically allocated to
an item of property if (i) the indebtedness on
which the Interest is pald 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 wers
applied for that purpose.

(3) Other interest. Interest which is not
specifically allocated to property is
apportioned between foreclosure property
and other property under the principles 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 8, 1981.

Par. 15, Section 1,857-5, as added by
paragraph 34 of the notice of proposed
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rulemaking, is amended by striking out
“should be" in the first sentence of
paragraph [b) and inserting in lien
thereof “are”.

Par. 16, Section 1.857-86, as
redesignated by paragraph 34 and
amended by paragraph 35 of the notice
of proposed rulemaking, is amended by
striking out *(1) A capital gain"
immediately after the title of paragraph
(e}, and inserting in lieu thereof "(1)(i) A
captial gain”, and by adding a new
subdivision (ii) at the end of paragraph
{e). to read as follows:

(e) Definition of capital gein dividend. (1)

(ii) For purposes of section 857(b}{3)(C) and
this paragraph, the net captial gain for a
tuxable 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
deduction for the taxable year but not the
deduction for dividends paid, See example (2)
in §1.172-5(a)(5).

Par. 16a. Subparagraphs 1 and 2 of
paragraph 35 of the notice of proposed
rulemaking are revised to read as
follows:

1. The first sentence of paragraph (b)
is amended by striking out "an
investment trust for” and inserting in
lieu thereof “a corporation, trust, or
association for".

2. Paragraph (c)(1) is amended by
striking out “857(b){4)" and inserting in
lieu thereof “857(b)(7)."

Par. 17. A new paragraph 44 is added
to the notice of proposed rulemsking, to
read as follows:

Par. 44. Section 1.857-8, as
redesignated by Par. 34 of this
document, is amended by striking out
"December 1" in the example in
paragraph (c)(3] and inserting in lieu
thereof, “December 31",

Par. 18. Section 1.858-3, as added by
paragraph 42 of the notice of proposed
rulemaking, is amended by inserting
“(computed without the dividends paid
deduction)” after “income of corporation
X" in the sixth sentence of Example (1)
in paragraph (c).

Par. 19. The date of publication of this
Treasury decision in the Federal
Register is substituted for the date the
notice of proposed rulemaking is
adopted as a Treasury decision
wherever the later date was specified in
the notice of proposed rulemaking.

Title 26 of the Code of Federal
Regulations is further amended by
adding a new section 5.856-1 to Part 5,
Temporary Income Tax Regulations
under the Revenue Act of 1978, to read
as follows:

§ 5.856-1 Extensions of the grace period for
foreclosure property by a real estate
investment! trust.

{a) In general. Under section 856(e), a real
estate investment trust (“REIT”) may elect to
treat as foreclosure property certain real
property (including interests in real property),
and any personal property incident to such
real property, that the REIT acquires after
December 31, 1973. In general, the REIT must
ucquire the property as the result of having
bid in the property at foreclosure, or having
otherwise reduced the property to ownership
or possession by agreement or process of
law, after there was default {or default was
imminent) on a lease of such property (where
the REIT was the lessor) or on an
indebtedness owed to the REIT which such
property secured. Property that & REIT elects
to treal as foreclosure property ceases to be
foreclosure property with respect to such
REIT at the end of a grace period. The grace
period ends on the date which is 2 years after
the date on which the REIT acquired the
property, unless the REIT has been granted
an extension or extensions of the grace
period. If the grace period is extended, the
property ceases to be foreclosure property on
the day immediately following the last day of
the grace period, as extended.

(b) Rules for extensions of the grace
period., In general, § 1.856-6(g] prescribes
rules regarding extensions of the grace
period. However, in order to reflect the
amendment of section 856(e)(3) of the Code
by section 383(c) of the Revenue Act of 1978,
the following rules also apply:

(1) In the case of extensions granted after
November 6, 1978, with respect (o extension
periods beginning after December 31, 1977,
the district director may grant one or more
extensions of the grace period for the
property, subject to the limitation that no
extension shall extend the grace period
beyond the date which is 6 years after the
date the REIT acquired the property. In any
other case, an extension shall be for a period
of not more than 1 year, and nol more than
two extensions can be granted with respect
to the property.

{2) in the case of an extension period
beginning after December 31, 1977, a request
for an extension filed on or before March 28,
1880, will be considered to be timely if the
limitation on the number and length of
extensions in section 856{e)(3), as in effect
before the amendment made by section 363(c)
of the Revenue Act of 1978, would have
barred the extension.

This Treasury decision is issued under
the authority contained in the following
sections of the Internal Revenue Code of
1954: section 856(d)(4) (90 Stat. 1750, 26
U.S.C. 856(d)(4)): section 856{e)(5) (88
Stat. 2113; 26 U.S.C. 856(e)(5)): section
856(f)(2) (90 Stat. 1751; 26 U.S.C.
856(f)(2)); section 856(g)(2) (90 Stat. 1753;
26 U.S.C. 856(g)(2)): section 858(a) (74
Stat. 1008; 26 U.S.C. 858(a)); section
859(c) (90 Stat. 1743; 26 U.S.C. 858(c))
section 859(e} (90 Stal. 1744; 26 US.C.
858(e)); section 6001 (B8A Stat. 731, 26
U.S.C. 8001); section 6011 (68A Stat. 732,
26 U.S.C. 6011); section 6071. (68A Stal.

749, 26 U.S.C. 8071); section 6091 (68A
Stat. 752, 26 U.S.C. 6091); section 7805
(68A Stat. 917, 26 U.S.C. 7805). The
amendments are also issued under the
authority contained in section 1608(d)(2)
of the Tax Reform Act of 1976 (80 Stat,
1758).

!

Dated: Junuary 19, 1981,
William E. Williams,
Acting Commissioner of Internal Revenue
Emil M. Sunley,
Acting Assistant Secretary of the Treasur)

26 CFR Parts 1, 5, 7, 10, and 55 are
amended as follows:

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER
DECEMBER 31, 1953

Paragraph 1. Section 1.46 is removed.

Par. 2. Section 1.46-4(b)(2) is amended
by striking out “857(b)(2)(C)" in
subdivision {ii) and inserting in lieu
thereof “857(b}(2)(B) (section
857(b)(2)(C), as then in effect, for
taxable years ending before October 5.
1976)" and by adding three new
sentences after the second sentence, to
read as set forth below.

§ 1.46-4 Limitations with respect to

{b) Regulated investment companies
and the real estate investment trusts.

(2) * * * In the case of a taxable year
ending after October 4, 1976, real estate
investment trust taxable income, for
purposes of section 46(e) and this
paragraph, is determined by excluding
any net capital gain, and by computing
the deduction for dividends paid withou!
regard to capital gains dividends (as
defined in section 857(b)(3)(C)). In the
case of a real estate investment trust,
the amount of the deduction for
dividends paid includes the amount of
deficiency dividends (other than capital
gains deficiency dividends) taken into
account in computing real estate
investment trust taxable income for the
taxable year. See section 859(d) for the
definition of deficiency dividends. * *

Par. 8. Section 1.50B-5(b)(2) is
amended by striking out "857(b)(2](.('l
in subdivision (if) and inserting in liev
thereof “857(b)(2)(B) (section
857(b)(2)(C). as then in effect, for
taxable years ending before Octobei 5
1976)" and by adding three new
sentences after the second sentence, 10
read as set forth below.

§ 1.508-5 Limitations with resprct to
certain persons.

. » » . .
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(b) Regulated investment companies
and real estate investment trusts,* * *

(2)* * *In the case of a taxable year
ending after October 4, 1976, real estate
investment trust taxable income, for
purposes of this paragraph, is
determined by excluding any net capital
gain, and by computing the deduction
for dividends paid without regard to
capital gains dividends (as defined in
section 857(b)(3)(C)). In the case of a
real estate investment trust, the amount
of the deduction for dividends paid
includes the amount of deficiency
dividends (other than capital gains
deficiency dividends) taken into account
in computing real estate investment trust
taxable income for the taxable year. See
section 859(d) for the definition of
deficiency dividends.

§ 1.116-1 [Amended)

Par. 4. Section 1.116-1(d)(2){iv) is
amended by striking out “1.857—4" and
inserting in lieu thereof "1.857-6",

Par. 5. Section 1.164-2 is amended by
striking oul “or {c) of this section” in
paragraph (f) and inserting in lieu
thereof “(c), or (h) of this section”, and
by adding @ new paragraph (h) at the
end thereof to read as set forth below.

§1.184-2 Deduction denied in case of
certain taxes.

- . . -

(h) Excise tax on real estate
investment trusts. The excise tax
imposed on certain real estate
investment trusts by section 4981, .

§1.172 [Removed]
Par. 8. Section 1,172 is removed.

Par. 7. A new paragraph (e) is added
al the end of §1.172-2 to read as set
forth below.

§1.172-2 Net operating loss in case of a
corporation.

(e) Qualified real estate investment
trusts. For taxable years ending after
October 4, 1976, the net operating loss of
4 qualified real estate investment trust
(as defined in §1.172-12(b)) is computed
by taking into account the adjustments
described in section 857(b)(2) (other
than the deduction for dividends paid,
as defined in section 561), as well as the
modifications required by paragraph
(a)(1) of this section. Thus, for example,
the special deductions for dividends
received, ete., provided in part VIII of
subchapter B (other than section 248), as
well as the net operating loss deduction
under section 172, are not allowed in
tomputing the net operating loss of a
qualified real estate investment trust.

§1.172-4 [Amended]

Par. 8. Section 1.172-4 is amended as
follows:

1. Paragraph (a)(1)(ii) is amended by
inserting “§ 1.172-12(a),” immediately
after "of this subparagraph,”.

2. Paragraph (a)(1)(iii) is amended by
striking out “and § 1.172-9" and
inserting in lieu thereof *, §1.172-9, and
the exception in § 1.172-12(a)".

3. Paragraph (a)(1)(iv) is amended by
inserting “and § 1.172-12{a)" after
“Except as provided in subdivision (v)
of this subparagraph”.

4. Paragraphs {a)(1)(viii) and (a}{1)(ix)
are each amended by inserting “(except
as provided in § 1.172-12(a))" after "be
carried back".

Par. 9. Paragraph (a) of §1.172-5 is
amended by adding a new subparagraph
(5) at the end thereof, to read as set
forth below.

§1.172-5 Taxable income which is
subtracted from net operating loss to
determine carryback or carryover.

(a) Taxable year subject to the
Internal Revenue Code of 1954. * * *

(5) Qualified real estate investment
trust. Where a net operating loss is
carried over to a qualified taxable year
(as defined in § 1.172-12(b)) ending after
October 4, 1976, the real estate
investment trust taxable income (as
defined in section 857(b)(2)) shall be
used as the “taxable income" for that
taxable year to determine, under section
172(b)(2), the balance of the net
operating loss available as a carryover
to a subsequent laxable year. The real
estate invesiment trust taxable income,
however, is computed by applying the
rules applicable to corporations in
paragraph (a)(3) of this section. Thus, in
computing real estate investment trust
taxable income for purposes of section
172(b)(2), the net operating loss
deduction for the taxable year shall be
computed in accordance with paragraph
(a){3)(i) of this section. The principles of
this subparagraph may be illustrated by
the following examples:

Example (1). Corporation X, a calendar
year taxpayer, is formed on Januvary 1, 1977, X
incurs a net operating loss of $100,000 for its
taxable year 1877, which under section
172(b)(2), is a carryover to 1978. For 1978 X is
a qualified real estate investment trust (as
defined in § 1.172-12(b)) and has real estate
investment trust taxable income {determined
without regard 1o the deduction for dividends
paid or the net operating loss deduction) of
$150,000, all of which consists of ordinary
income, X pays dividends in 1978 totaling
$120,000 that qualify for the deduction for
dividends paid under section 867(b)(2)(B).
The portion of the 1977 net operating loss
available as a carryover to 1979 and
subsequent years Is §70,000 (i.e., the excess of
the amount of the net operating loss

($100,000) over the amount of the real estale
investmenl! trust taxsble income for 1978
($30,000), determined by taking Into account
the deduction for dividends paid allowable
under section 857(b)(2){B) and without taking
into scoount the net operating loss of 1977),

Example (2). (i) Assume the same facts as
in example (1), except that the $150.000 of
real estate investment trust taxable income
(determined without the net operating loss
deduction or the dividends paid deduction)
consists of $80,000 of ordinary income and
$70,000 of net capital gain. The amount of
capital gain dividends which may be paid for
1978 is limited 1o $50,000, that is, the amount
of the real estate investment trust taxable
income for 1978, determined by taking into
account the net operating loss deduction for
the taxable year, but not the deduction for
dividends paid ($150,000 minus $100,000). See
§ 1.857-6{e)(1)(ii).

{i1) X designated $50,000 of the $120,000 of
dividends paid as capital gains dividends {as
defined in section 857(b)(3)(C) and § 1.857~
6{e)). Thus, $70,000 is an ordinary dividend.
Since both ordinary dividends and capital
gains dividends are taken into gccount in
computing the deduction for dividends paid
under section 857(b)(2)(B), the result will be
the same as in example (1); that is, the
portion of the 1977 net operating loss
avallable as a carryover to 1979 and
subsequent years is $70,000,

Par. 10. A new § 1.172-12 is added
after § 1.172-11 to read as follows;

§ 1.172-12 Nel operating losses of real
estate investment trusts.

(a) Taxable years to which a loss may
be carried. (1) [reserved)

(2) A qualified taxable year is a
taxable year preceding or following the
taxable year of the net operating loss,
for purposes of section 172(b)(1), even
though the loss may not be carried to, or
allowed as a reduction in, such qualified
taxable year. Thus, a qualified taxable
year ending before October 5, 1976 (for
which no net operating loss deduction is
allowable) is nevertheless a preceding
or following taxable year for purposes of
section 172(b)(1). Moreover, a gualified
tuxable year ending after October 4.
1976 (to which a net operating loss
cannol be carried back because of
section 172(b)(1)(E)) is nevertheless a
preceding taxable year for purposes of
section 172(b)(1). For purposes of
determining, under section 172(b)(2), the
balance of the loss available as a
carryback or carryover to other taxable
years, however, the net operating loss is
not reduced on account of such qualified
taxable year being a preceding or
following taxable year.

(b) Definitions. For purposes of this
section and §§ 1.172-2 and 1.172-5—

(1) The term “qualified real estate
investment trust” means, with respect to
any laxable year, a real estate
investment trust within the meaning of
part 11 of subchapter M which is taxable
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for such year under that part as a real
estate investment trust, and

(2) The term “qualified taxable year"
means a taxable year for which the
taxpayer is a.qualified real estate
investment trust.

(c) Cross references. See §§ 1.172-2(e)
and 1.172-5({a)(5) for the computation of
the net operating loss of a qualified real
estate investment trust for a taxable
year ending after October 4, 1976, and
the amount of a net operating loss which
is absorbed when carried over lo a
qualified taxable year ending after
October 4, 1976. See § 1.857-2(a)(5),
which provides that for a taxable year
ending before October 5, 1976, the net
operating loss deduction is not allowed
in computing the real estate investment
trust taxable income of a qualified real
estate investment trust.

§ 1.243-2 [Amended]

Par. 11. Section 1.243-2(c) is amended
by striking out “1.857-4" and inserting in
lieu thereof “1.857-6".

§ 1.246-1 [Amended]

Par. 12. Section 1.246-1(d) is amended
by striking out *1.857—4" and inserting in
lieu thereof “1.857-6".

§ 1.275 [Removed]
Par. 13. Section 1.275 is removed.

§1.275-1 [Amended]

Par. 14. Section 1.275-1 is amended by
striking out “and (e)" and inserting in
lien thereof “(e) and (h)".

§ 1.316 [Removed]

Par. 15, Section 1.316 is removed.

Par. 16. Section 1.316-1 is amended as
follows:

1. Paragraph (d) of § 1.316-1 is
redesignated as paragraph (e) and a new
paragraph (d) is inserted immediately
after paragraph (c), to read as set forth
below:

2, A new example (7) is added at the
end of paragraph (e) (as redesignated),
to read as set forth below.

§ 1.316-1 Dividends.

(d) In the case of a corporation which,
under the law applicable to the taxable
year in respect of which a distribution is
made under section 859 (relating to
deficiency dividends), was a real estate
investment trust (within the meaning of
section 856), the term “dividend,"” in
addition to the meaning set forth in
paragraphs (a) and (b) of section 3186,
means a distribution of property lo its
shareholders which constitutes a
“deficiency dividend"” as defined in
section 859(d).

(e) X |

Example (7). In 1979, a deficiency of $46,000
in the tax on real estate investment trust
taxable income is established against
corporation R for the taxable year 1877,
based on an increase in real estate
investment trust taxable income of $100,000.
Corporation R complied with the provisions
of section 859 and in December 1879
distributed to its stockholders $100,000, which
qualified as “deficiency dividends"” under
section 859(d). The distribution of $100,000 is
a taxable dividend. It is immaterial whether
corporation R is a real estate investment trust
for the taxable year 1979 or whether it had
accumulated or current earnings and profits
in 1979.

§ 1.381(c)17){1) [Amended]

Par. 17. The example in § 1.381(c)(17)-
(1)(f) is amended by striking out
“paragraph (d) of § 1.316-1" in the sixth
sentence and inserting in lieu thereof
“paragraph (e) of § 1.316-1".

Par. 18. A new § 1.381(c)(25)-1 is
added after § 1.381(c)(24)-1, to read as
follows:

§ 1.381(cH25)~1 Deficiency dividend of
real estate Investment trust.

(a) Carryover requirement. If a
distributor or transferor corporation in a
transaction to which section 381(a)
applies—

(1) Was a real estate investment trust
(within the meaning of section 856, as in
effect for the applicable taxable year)
for any taxable year ending on or before
the date of distribution or transfer, and

(2) A determination (as defined in
section 859(c)) establishes that the
transferor or distributor corporation is
liable for the tax imposed by section
11(a), 56(a), 857(b](1), 857(b)(3)(A), or
1201(a) for such taxable year,
then in determining the liability for such
tax the deduction described in section
859 shall be allowed pursuant to section
381(c)(25) to such corporation for the
amount of deficiency dividends paid by
the acquiring corporation with respect to
the distributor or transferor corporation.
Except as otherwise provided in this
section, the provisions of section 859
and the regulations thereunder apply
with respect to a deficiency dividend
deduction allowable pursuant to section
381(c)(25).

(b) Deficiency dividends paid by the
acquiring corporation with respect to
the distributor or transferor corporation.
A deficiency dividend paid by the
acquiring corporation with respect to the
distributor or transferor corporation
must be a distribution that would satisfy
the definition of a deficiency dividend
under section 859(d) if paid by the
distributor or transferor corporation to
its own shareholders. The distribution,
however, shall be paid by the acquiring
corporation to its own shareholders. The
distribution also shall be paid after the

date of distribution or transfer and on,
or within 90 days after, the date of the
determination but before the acquiring
corporation files a claim under
paragraph (c) of this section.

(c) Claim for deduction. A claim for
deduction undey this section shall be
made by the acquiring corporation on
form 976 and shall be filed within 120
days after the date of the determination,
The form shall contain, or be
accompanied by, the information
required under paragraph (b)(2) of
§ 1.859-2 in sufficient detail to properly
identify the facts with respect to the
distributor or transferor corporation and
the acquiring corporation. The required
certified copy of the resolution
authorizing the payment of the dividend
shall be that of the trustees, board of
directors, or other authority, of the
acquiring corporation. Necessary
changes may be made in form 976 in
order to carry out the provisions of this
paragraph. The claim shall be filed with
the district director, or director of the
internal revenue service center, with
whom the return of the distributor or
transferor corporation to which the
claim relates was filed.

(d) Effect on dividends paid
deduction. A deficiency dividend paid
by the acquiring corporation that is
allowable as a deduction to a distributor
or transferor corporation pursuant to
section 381(c)(25) shall not become a
part of the dividends paid deduction of
the acquiring corporation under section
561 for any taxable year.

(e) Successive transactions to which
section 381(a) applies. The provisions of
this section shall apply in the case of
successive transactions to which section
381(a) applies. Thus, if X corporation
transfers its assets to Y corporation in 8
transaction to which section 381(a)
applies and if Y corporation transfers its
assets to Z corporation in a subsequent
transaction to which section 381(a)
applies, then, subject to the provisions
of this section, X corporation may take
deficiency dividend deduction for the
amount of deficiency dividends paid by
Z corporation with respect to X
corporation.

Par. 19. Section 1.441-1(b)(3) is
amended by adding a new sentence al
the end thereof, to read as set foit
below.

§ 1.441-1 Period for computation of
taxable income.

(b) Taxable year.
(3) * * * Forrules applicable to the
adoption of a taxable year by a real
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estate investment trust, see section 860
and § 1.860-1.

Par. 20. Section 1.442-1 is amended by
adding a new sentence at the end of |
paragraph (a)(1), to read as set forth
below, and by striking out “A
corporation (other than a corporation to
which subparagraphs (4) or (5) of this
paragraph applies)” in the first sentence
of paragraph (c)(1) and inserting in lieu
thereof “Except as otherwise provided
in paragraph (c}{4) and (5) of this section
and § 1.860-1, a corporation”.

§ 1.442-1 Change of annual accounting
period.

(a) Manner of effecting such
change.~{1) In general. * * * For
special rules relating to real estate
investment trusts, see section 860 and
§ 1.860-1.

§1.443-1 [Amended]

Par. 21, Section 1.443-1(e)(5) is
amended by striking out “857(b})(2)(D)"
and inserting in lieu thereof
“857(b)(2)C)"

§ 1.512(b)-1 [Amended]

Par. 22. Section 1.512(b)-1(c)(2)(iii)(5)
is amended by striking oul “paragraph
(b){1)" and inserting in lieu thereof
"p;nrugrath (b)(3) and (6) (other than
paragraph (b)(8)(ii})".

§1.562-1 [Amended] '

Par, 23, The example in § 1-562-
1{b)(2)(iii) is amended by striking out
“paragraph (d)" in the last sentence and
inserting in lieu thereof “paragraph (e)".

§1.856 [Removed]

Par, 24. Section 1.858 is removed and a
new §1.856.0 is added to read as
follows:

§1.856-0 Revenue Act of 1978
amendments not included.

The regulations under part Il of
subchapter M of the Code do not reflect
the amendments made by the Revenue
Act of 1978,

Par, 25. Section 1.856-1 is amended as
follows: :

1. Paragraph (a) is amended by
striking out “The term ‘real estate
investment trust’ means an
unincorporated trust or unincorporated
association™ and inserting in lieu
thereof, “The term ‘real estate
investment trust' means a corporation,
trust, or association”.

2. Paragraph (a) is further amended by
adding a new sentence at the end
thereof, to read as set forth below.

3. So much of paragraph (b) as
precedes subparagraph (1) is amended
by striking out “unincorporated”.

4. Paragraph (b)(1) is amended by
inserting “or directors” before the
comma at the end thereof,

5. Paragraph (b)(4) is amended by
inserting *, in the case of a taxable year
beginning before October 5, 1978," after
“Which" and by inserting “(other than
foreclosure property)” after “property”,

6. Paragraph (b) is amended by
redesignating subparagraphs (5) and (6)
as (6) and (7), respectively, and inserting
a new subparagraph (5) to read as set
forth below.

7. Paragraph (c) is amended by
striking out “(4)" in the first sentence
and inserting in lieu thereof *(5)", and
by striking out “(5)" in the first and third
sentences and inserting in lieu thereof
“(8)".

8. So much of paragraph (d) as
precedes paragraph (1) is amended by
striking out “unincorporated”,

9. The second sentence of paragraph
(d)(2) is amended by striking out “trust
instrument” and inserting in lieu thereof
“trust instrument or corporate charter or
bylaws", by striking out “trustee" each
place it appears and inserting in lieu
thereof "trustee or directors”, and by
striking out “believes" and inserting
“believe" in lieu thereof.

10. The last sentence of paragraph
(d}(2) is amended by striking out
“investment trust and"” and inserting in
lieu thereof “investment trust,” and by
striking out the period at the end thereof
and inserting in lieu thereof *, and the
term ‘shares’ includes shares of stock.”

11. The first sentence of paragraph
{d)(4) is amended by striking out “A
real” and inserting in lieu thereof “In the
case of a taxable year beginning before
October 5, 1976, a real” and by inserting
“(other than foreclosure property)"” after
“property”.

12. Paragraph (d)(5) s amended by
striking out “An unincorporated
organization" in the first sentence and
inserting in lieu thereof A corporation,
trust, or association”, and by striking
out"” §1.857-6" in the las! sentence and
inserting in lieu thereof "§ 1.857-8".

13. Paragraph (e) is amended by A
striking out “unincorporated trust” and
inserting in lieu thereof “organization”.

14. A new paragraph (f) is added to
read as set forth below.

§1.856-1 Definition of real estate
Investment trust.

(a) In general. * * * (See, however,
paragraph (f) of this section, relating to
the requirement that, for taxable years
beginning before October 5, 1976, a real
estate investment trust must be an
unincorporated trust or unincorporated
association).

(b) Qualifying conditions. * * *

(5) Which is neither (i) a financial
institution to which section 585, 586, or
593 applies, nor (ii) an insurance
company to which subchapter L applies,

() Unincorporated status required for
certain taxable years. In the case of a
taxable year beginning before October
5, 1976, a real estate investment trust
must be an unincorporated trust or
unincorporated association.
Accordingly, in applying the regulations
under part II of subchapter M of the
Code with respect to such a taxable
year, the term “an unincorporated trust
or unincorporated association” is to be
substituted for the term “a corporation,
trust, or association™ each place it
appears, and the references to
“directors” and “corporate charter or
bylaws" are to be disregarded.

Par. 26. Section 1.856-2 is amended as
follows:

1. Paragraph (b) is amended by
striking out “which began after
December 31, 1960" and inserting in lieu
thereof “which has not been terminated
or revoked under section 856(g) (1) or
(2)", and by striking out the last
sentence and inserting three new
sentences in lieu thereof, to read as set
forth below.

2. Paragraph (c) is revised to read as
set forth below.

§1.856-2 Limitations.

(b) Election. * * * An election cannot
be revoked with respect to a taxable
year beginning before 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, 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 election may be revoked
with respect to taxable years beginning
after October 4, 1976,

(c) Gross income requirements.
Section 856(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
requirements 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 requirements 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
percentages, the term “gross income”
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has the same meaning as that term has
under section 61 and the regulations
thereunder. 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,
securities, 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
options 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 option expires
unexercised is not considered 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 applies 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 limitation.

(3) Commitment fees. For purposes of
section 856(c) (2)(G) and (3)(G), if
consideration 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 agreement
to purchase or lease both real property
and other property, an apportionment of
the consideration is required. The
apportionment of consideration received
or accrued for an agreement 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
purposes 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
governed by the provisions of section
1223 and the regulations thereunder,

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

Par. 27. Seclion 1.856-3 is amended by
adding a new sentence at the end of
paragraph (¢) and by adding a new
paragraph (h) at the end thereof, to read
as set forth below.

§ 1.856-3 Definitions.

(¢) Interests in real property. * * *
The term “interests in real property”
also includes options to acquire land or
improvements thereon, and options to
acquire leaseholds of land or
improvements thereon.

(h) Net capital gain. The term “net
capital gain" means the excess of the
net long-term capital gain for the
taxable year over the net short-term
capital loss for the taxable year.

Par, 28. Section 1.856-4 is amended as
follows:

1. Paragraph (a) is amended by
deleting the last two sentences and by
striking out “limitations” in the first
sentence and inserting in lieu thereof
“exceptions”.

2. Paragraphs (b) (1), (2), (3), and (4)
are redesignated as paragraph (b} (3),
(4), (5), and (7), respectively, and so
much of paragraph (b) as precedes
paragraph (b)(3), as redesignated, is
revised to read as set forth below.

3. Paragraph (b)(3), as redesignated, is
revised to read as set forth below.

4. The title and first sentence of
paragraph (b)(4), as redesignated, are
revised to read as set forth below.

5. Paragraph (b)(5), as redesignated, is
amended by redesignating subdivisions
(ii) and (iii) as subdivisions (iii) and (iv),
respectively.

8. So much of paragraph (b)(5), as
redesignated, as precedes subdivision
(iii) thereof, as redesignated, is revised
to read as set forth below.

7. A new paragraph (6) is added to
read as set forth below.

§ 1.856-4 Rents from real property.

(b) Amounts specifically included or
excluded—(1) Charges for customary
services. For taxable years beginning
after October 4, 1976, the term “rents
from real property”, for purposes of
paragraphs (2] and (3) of section 856{c),
includes charges for services
customarily furnished or rendered in
connection with the rental of real
property, whether or not the charges are
separaltely stated. Services furnished to
the tenants of a particular building will
be considered as customary if, in the
geographic 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
furnishing 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
furnishing of elevator services,
telephone answering services, incidental

storage space, laundry equipment,
watchman or guard services, parking
facilities, and swimming pool facilities
are examples of services which are
customarily furnished to the tenants of 4
particular class of buildings in many
geographic marketing areas, Where it is
customary, in & particular geographic
marketing area, to furnish electricity or
other utilities to tenants in buildings of 4
particular class, the submetering of such
utilities to tenants in such buildings will
be considered a customary 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)(5) of this section. For
taxable years beginning before October
5, 1976, the rules in paragraph (b)(3) of
26 CFR 1.856-4 (revised 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, 19786, rent
attributable to personal property that (s
leased under, or in connection with, the
lease of real property is treated under
section 856(d)(1)(C) as “rents from real
property” {and thus qualified for
purposes of the income source
requirements) if the rent attributable to
the personal property is not more than
15 percent of the total rent received or
accrued 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
accrued under the lease for the taxable
year, then the portion of the rent from
the lease that is attributable to personal
property will not qualify as "rents from
real property".

(ii) Application. In general, the 15
percent test in section 856(d)(1)(C) is
applied separately to each lease of real
property. However, where the real
estate investment trust rents all (or @
portion of all) the units in a multiple unit
project under substantially similar
leases (such as the leasing of
apartments in an apartment builuum_ﬂr
complex to individual tenants), the 15-
percent test may be applied with r»"iF“-'“J
to the aggregate rent received or accru®
for the taxable year under the similar
leases of the property, by using the
average of the trust's aggregate adjus!cd
bases of all of the personal property
subject to such leases, and the averag®
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of the trust's aggregate adjusted bases of
all real and personal property subject to
such leases, A lease of a furnished
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
October 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
depends on income or profits of any
person, Except as provided in paragraph
(b)(6){ii) of this section, no amount
received or accrued, directly or
indirectly, with respect to any real
property [or personal property leased
under, or in connection with, real
property) qualifies as “rents from real
property” 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 so0 accured or received shall not
be excluded from the term “rents from
real property” solely by reason of being
based on a fixed percentage 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
ledse) provides for differing percentages
or receipts or sales from different
departments or from separate floors of a
retail store so long as each percentage is
fixed at the time of entering into the
lease and a change in such percentage is
not renegotiated during the term of the
lease (including any renewal periods of
the lease in @ manner which has the
effect of basing the rent on income of
profits. See paragraph (b)(6) of this
section for rules relating to certain
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 received or
accrued as rent for the taxable year
which is based on a fixed percentage or
percentages of the lessee's receipts or
siles reduced by escalation receipts
lincluding those determined under a
formula clause) will qualify as “rents
from real property”. Escalation receipts
include amounts received by a prime
‘enant from subtenants by reason of an
greement that rent shall be increased
o reflect all or a portion of an increase
in real estate taxes, properly insurance,

operating costs of the prime tenant, or
similar items customarily included in
lease escalation clauses. Where in
accordance with the terms of an
agreement an amount received or
accrued as rent for the taxable 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 determination of
which does not depend in whole or in
part on the income or profits derived 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 percentages of
the lessee's receipts or sales in excess of
determinable dollar amounts may
qualify as “rents from real property”,
but only if two conditions 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 percentages 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 profits. In any event, an amount will
not qualify as “rents from real property”
if, considering the lease and all the
surrounding circumstances, the
arrangement does not conform with
normal business practice but is in reality
used as a means of basing the rent on
income or profits, The provisions of this
subparagraph may be illustrated by the
following example:

Example. A real estate investment trost
owns land underlying an office building. On
Janiiary 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 office
building in excess of a fixed base amount of
$5,000x and 10 percent of such gross receipts
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 1674, The exclusion
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 tenant passes
on to occupancy tenants by way of n

customary lease escalation provision the risk
that such expenses might increase during the
term of an occupancy lease, The exclusion
from gross receipts of these expense
escalation items will not cause the rental
received by the real estate investment trust
from the prime tenant to fail to qualify as
“rents from real property” for purposes of
section 858(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 investment trust owns, at any
time during the taxable year, the
specified percentage or number of
shares of stock [or interest in the assets
or net profits) of that person. * * *

(5) Furnishing of services or
management of property must be
through an independent contractor—{i)
In general. No amount received or
accrued, directly 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
independent contractor from whom the
trust itself does not derive or receive
any income. The prohibition against the
trust deriving or receiving any income
from the independent contractor applies
regardless of the source from which the
income was derived by the independent
contractor. Thus, for example, the trust
may not receive any dividends from the
independent contractor. 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 independent
contractor must be adequately
compensated for any services which are
performed for the trust. Compensation to
an independent contractor determined
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 independent
contractor must not be an employee of
the trust (i.e., the manner in which he
carries out his duties as independent
contractor must not be subject to the
control of the trust). Although the cost of
services which are customarily rendered
or furnished in connection with the
rental of real property may be borne by
the trust, the services must be furnished
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or rendered through an independent
contractor. Furthermore, the facilities
through which the services are furnished
must be maintained and operated by an
independent contractor, Far example, if
@ heating plant is located in the building,
it must be maintained and operated by
an independent 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 mus!
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
independent 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
distinguished from rendering or
furnishing services to the tenants of its
property of managing or operating the
property. Thus, the trustees or direclors
may do all those things necessary, in

their fiduciary capacities, to manage and

conduct the affairs of the trust itself. For
example, the trustees or directors 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.
(6) Amounts based on income or

profits of subtenants. (i) Excepl 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
percentage 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 profits 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”.

(if) Exception. For taxable years
beginning after October 4, 1976, section
856(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 qualify as
rents from real property if the
determination of the amount depends 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 1o a tenant (the
prime tenant) for a rental which is
based, in whole or in part, on a fixed
percentage or percentages of the
receipls or sales of the prime tenant, and
the rent which the trust receives or
accrues from the prime tenant pursuant
to the lease would not qualify as “rents
from real property™ solely because the
prime tenant receives or accrues from
subtenants (including concessionaires)
rents or other amounts based on the
income or profits derived by a person
from the property. Under the exception,
only a proportionate part of the rent
received or accrued by the trust does
not qualify as “rents from real
property”. The proportionate 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 pursuant
to the lease, that is based on a fixed
percentage or percentages of receipts or
sales, or

(B) The product determined by
multiplying the total rent which the trust
receives or accrues from the prime
tenant 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 p , 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 estale
investment trust owns land underlying a
shopping center. The trust rents the land
to the owner of the shopping center 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 thal, for the year in
question, the prime tenant derives total
rent from the shopping center of $100x
and, of that amount, $25x is received
from subtenants whose rent is based, in
whole or in part, on the income or
profits derived from the property.
Accordingly, the trust will receive a
total rent of $12x, of which $2x is based
on a percentage of the gross receipts of
the prime tenant, The portion of the rent
which is disqualified is the lesser of $2x
(the rent received by the trust which is
based on a percentage of gross receipts),
or $3x. ($12x multiplied by $25x /$100x).

Accordingly, $10x of the rent received
by the trust qualifies as "“rents from real
property” and $2x does not qualify.

Par. 29. New §§ 1.856-5, 1.856-6,
1.856~7, 1.856-8, and 1.856-9, as set forth
below, are added after section 1.856-4.

§ 1.856-5 Interest.

(a) In general. In computing the
percentage requirements in section
856(c) (2)(B) and (3)(B), the term
“interest” includes only an amount
which constitutes compensation for the
use or forbearance of money. For
example, & fee received or accrued by s
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
interesl.

(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
obligation is not includable as interest
for purposes of section 856(c) (2)(B) and
(3)(B) if, under the principles set forth in
paragraph (b)(3) and (6)(i) of § 1.856-4,
the determination of the amount
depends 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
accordance 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 borrower's
income or profits, neither the fixed
interest nor the amousit based upon the
percentage will qualify as interest 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 acerued in taxable 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, 1978, if it is made
pursuant to a binding commitment
entered 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 856(c)(3).
For purposes of the 75-percent
requirement, the apportionment shall be
made as follows:

(i) If the loan value of the real
property is equal 1o or exceeds the
amount of the loan, then the entire
interest income shall be apportioned to

the real property.
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(i) 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 multipled 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
apportioned to the other property is an
amount equal to the excess of the total
interest income over the interest income
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
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 developments
(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 completion 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
morgage on the real property is given as
additional security (or as a substitute for
other security) for the loan after the
trust’s commitment 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
substitute 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 taxable year.

(d) Exception. Section 856(f)(2)
Provides an exception to the general
rule that amounts received, directly or
Indirectly, with respect to an obligation

@ not qualify as “interest” where the

determination of the amounts depends
in whole or in part on the income or
profits 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
qualify as interest solely because the
debtor has receipts or sale proceeds that
are based on the income of 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 respect to
the obligation that is based on a fixed
percentage or percentages of receipts or
sales, or

(2} The product determined by
multiplying by a fraction the total
amount received or accrued by the trust
from the debtor with respect to the
obligation. 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 receipls or sales of the debtor. For
purposes of the preceding sentence, the
only receipts or sales to be taken into
account are those taken into account in
determining the payment to the trust
pursuant to the loan agreement.

§ 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 to
property eligible for the election. This
section also prescribes rules relating to
extensions of the general two-year
period (hereinafter the “grace period")
during which property retains its status
as foreclosure property, as well as rules
relating to early termination of the grace
period under section 856(e)(4). The
election to treal property as foreclosure
property does not alter the character of
the income derived therefrom (other
than for purposes 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
foreclosure, or having otherwise reduced
the property to ownership or possession
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. Foreclosure
property which secured an indebtedness
owed to the trust is acquired for
purposes of section 856(e) on the date on
which the trust acquires ownership of
the property for Federal income tax
purposes. Foreclosure property which a
trust owned and leased to another is
acquired for purposes of section 856({e)
on the date on which the trust acquires
possession of the property 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 sustain any loss with respect to
the property except as a creditor of the
mortgagor. 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 owner of the
property, the trust will be considered to
have acquired ownership of the property
for purposes of section 856(e). Generally,
the fact that under local law the
mortgagor has a right of redemption
after foreclosure is not relevant in
determining whether the trust has
acquired ownership of the property for
purposes of section 856(¢). Property is
not ineligible for the election solely
because the property, in addition to
securing an indebtedness owed to the
trust, also secures debls owed to other
creditors. Property eligible for the
election includes a building or other
improvement which has been
constructed 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
property (including personal property
not subject to a mortgage or lease of the
real property) will be considered
incident to a particular item of real
property if the personal property is used
in a trade or business conducted on the




11270

Federal Register / Vol. 46, No. 25 / Friday, February 8, 1981 |/ Rules and Regulations

property or the use of the personal
property is otherwise an ordinary and
necessary corollary of the use to which
the real property is pul. In the case of a
hotel, such items as furniture,
appliances, linens, china, food, etc.
would be examples of incidental
personal property. 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 construction.

(3) Property with respect to which
default is anticipated. Property is not
eligible for the election to be treated as
foreclosure property if the loan or lease
with respect to which the default occurs
{or is imminent) was made or entered
into (or the lease or indebtedness was
acquired) by the trust with an intent to
evict or foreclose, or when the trust
knew or had reason to know that default
would occur (“improper knowledge").
For purposes of the preceding sentence,
a trust will not be considered to have
improper knowledge with respect 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 the trust, in an
attempt to avoid default or foreclosure,
advances additional amounts to the
borrower in excess 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 knowledge, uniess the
original loan or lease was entered into
with that intent or knowledge.

(c) EBlection—(1) In general. (i) An
election to treat property as foreclosure
property applies to all of the eligible real
property acquired in the same taxable
year by the trust upon the default (or as
a result of the imminence of default) on
a particular lease (where the trust is the
lessor) or on a particular indebtedness
owed to the trust. For example, if a loan
made by a trust is secured by two
separate tracts of land located in
different cities, and in the same taxable
year the trust acquires both tracts on
foreclosure upon the default (or
imminence of default) of the loan, the
trust must include both tracts in the
election. For a further example, 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 different times in
the same taxable year, the grace period

for a particular property begins when
that property is acquired.

(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 election,
then if the trust makes an election 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 purpose
if there is a legitimate business reason
for the delay (such as an attempt to
avoid foreclosure by further negotiations
with the debtor or lessee).

(iif) All of the eligible personal
property incident to the real property
must also be included in the election.

(2) Time for making election, The
election 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 taxable
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
applies. The statement shall also set
forth—

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

(if) The date the property was
acquired by the trust, and

(iti) 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
indebtedness with respect to which
default occurred or was imminent.

An election made on or before February
6, 1981 shall be filed in the mamner
prescribed in 26 CFR 10.1(f) (revised as
of April 1, 1977) (temporary regulations
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 director
for the internal revenue district in which
the taxpayer maintains its principal
place of business or principal office or
agency, that its failure to be a gualified
real estate investment trust for a taxable
year was to due to reasonable cause
and not due to willful neglect, the
taxpayer may make the election 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
will apply in determining whether, for
purposes of this subparagraph, the
failure 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
taxpayer 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
taxable year (including a taxable year
which encompasses an extension of the
grace period). However, the rules
relating to the termination of foreclosure
property status in section 856{e){4) {bu!
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 taxpayeris not a
qualified real estate 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
(¢){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 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
856(c)(3) (other than section
856(c)(3)(F)), or

(ii) Receives or accrues, directly or
indirectly, any amount which is not
described in secion 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 property.
For example, assume the trust acquires,
in a particular taxable year, a shopping
center upon the default of an
indebtedness owed to the trust. Also
assume that the trust subsequently
enters into a lease with respect to one of
several stores in the shopping center
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that requires-the lessee to pay rent to

the trust which is not income described
in section 856{c){3) (other than section
850({c)(3)(F)). In.such case, the entire
shopping center will cease to be
foreclosure property on the day the trust
enters into the lease.

(2) Extensions or renewals-of leases.
Generally, the extension orrenewal of a
lease of foreclosure property will be
treated as the entering into of a new
lcase only if the trust has a right to
renegotiate the terms of the lease. If,
however, by operation of law or by
contract, the acquisition of the
foreclosure property by the trust
terminates a preexisting 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
circumstances, will not-be considered to
have entered into a lease with respect to
the property solely because the terms of
the preexisting lease are continued in
effect after foreclosure without
substantial modification. The letting 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
property. Solely for the purposes of
section 856(e)(4)(A). if a trust enters into
a lease with respect 1o real property on
or after the day upon which the trust
acquires such real property by
foreclosure, 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
personal property will not be considered
lo lerminate the status of such real
property (or.such incidental personal
property) as foreclosure property.

(€) Termination of 2-year grace
period, completion of construction—{1)
In general. Under section 856(e)(4)(B),
all real property (and any incidental
personal property) for which a particular
eiection has been made (see paragraph
(c)(1) of this section) shall cease to be
foreclosure property on the first day
(occurring on.ar 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
percent of the construction of the
building (or other improvement) was
Completed before default became
‘mminent. If more than one default
occurred with regpect to an
indebtedness or lease in respect of
which there is an acquisition, the more-
'an-10-percent test (including the rule
prescribed in this paragraph relating to
the test) will not be applied at the time a

particular default 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
consecutive payments of principal and
interest on the due dates, and the trust
takes aclion to acquire the property
securing the debt only after the fourth
default becomes imminent, the 10-
percent test is applied at the time the
fourth default became imminent (even
though the trust would not have
foreclosed on the property had naot all
four defaults.occurred).

(2) Determination of percentage of
completion. The determination of
whether the construction of a building or
other improvement was more than 10
percent complete when default became
imminent shall be made by comparing
the total direct costs of construction
incurred with respect to the building or
other improvement as of the date default
became imminent with the estimated
total direct costs of construction as of
such date. If the building or other
improvement qualifies as more than 10
percent complete under this method, the
building or other improvement 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
connected with the construction of the
building or improvement.

Thus, for example, direct costs of
constructior incurred as of the date
default 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 construction
of the building or other improvement
and for building materials and supplies
used or consumed in connection 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 materials and supplies
which have been delivered to the
construction site as of 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, administrative costs of
the developer or builder, lawyers' fees,
and expenses incurred in connection
with obtaining zoning approval or
building permits are not considerd to be
direct costs of construction. 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 estimate 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 orother
improvement. Appropriate
documentation which shows that
construction was more than 10 percent
complete when default became
imminent must be available at the
principal place of business of the trust
for inspection in connection with an
examination of the income tax return.
Construction includes the renovation of
a building, such as the remodeling of
apartments, or the renovation of an
apartment building to convert rental
units to a condominium. The renovation
must be more than 10 percent complete
(determined by comparing the total
direct cost of the physical renovation
which'has been incurred when default
became imminent with the estimated
total direct cost of renovation as of such
date) when default became immiment in
order for the property not to lose its
status as foreclosure property if the trust
undertakes the renovation.

(3) Modification of a building or
improvement. Generally, the terms
“building” and “improvement” in
section 856(e)(4)(B) mean the building or
improvement (including any intergral
part thereof) as planned by the
mortgagor or lessee {or other person in
possession of the property, if
appropriate) as of the date default
became imminent. The trust, however,
may estimale the total direct costs of
construction and complete the
construction of the building or other
improvement by modifying the building
or other improvement as planned us of
the date default became imminent so as
to reduce the estimated direct cost of
construction of the building or
improvement. If the trust does so modify
the planned construction of the building
or improvement, 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
attributable to the building or
improvement 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
construction to such an extent that the
building or improvement is not
functional.

Also, the trust may make subsequent
modifications which increase the direct




11272

Federal Register / Vol. 46, No. 25 / Friday, February 6, 1981 / Rules and Regulations

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
required by a prospective lessee or
purchaser as a condition of leasing or
buying the property or are necessary for
the property to be used for the purpose
planned at the time default became
imminent.
Subdivision (ii) of the preceding
sentence 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 lo 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 foreclosure 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, however, section 856(e)(4)(C) and
paragraph (f)(2) of this section for rules
relating to the requirement that where
foreclosure property is used in a trade or
business (including a trade or business
of selling the for:::?osure property), the
trade or business must be conducted
through an independent contractor after
90 days after the property is acquired.)

(4) Application an building-by-
building basis. Generally the more than
10 percent lest 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 subdivision. the trust may
complete construction 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 construction 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 together as a unit, meet the more
than 10 percent tesl. For purposes of this
paragraph, an additional building or
other improvement will be considered to
be an integral part of another building or
improvement {f—

(i) It is ancillary to the other building
or improvement and its principal
intended use is to furnish services or
facilities which either supplement the
use of such other building or .
improvement 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, & building or other
improvement will not be considered to
be an integral part of another building or
improvement unless the buildings or
improvements were planned as part of
the same overall construction plan or
project before default became imminent.
An additional building or other
improvement (such as, for example, an
outdoor swimming pool or a parking
garage) may be considered to be an
integral part of another building or
improvement, even though the
additional building or improvement was
also intended to be used to provide
facilities or services for use in
connection with several other buildings
or improvements 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 direct
costs of construction incurred before 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,
assume 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 lo consist of a two-story
building containing 30 units, and two
detached one-story wings, each of which
was o contain 20 units. Al the time
default became imminent, the defaulting
mortgagor had completed more than 10
percent of the construction 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 construct, taken together
as a unit, were more than 10 percen!
complete when default became
imminent. If, however, the trust chooses
not to undertake construction of the
swimming pool, the cost of construction
attributable to the swimming pool,
whether incurred before default became
imminent or estimated as the cost of
completion, shall not be taken into
account In determining whether the trust
can complete construction of the other
buildings and improvements. For
another example, assume that the trus!
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 complete. Less than 10 percent
of the construction, however, had been
completed on a separate siructure
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 atiract
customers to the shopping center. The
trust may complete construction of the
bank: Provided, That the bank and the
other buildings and improvements which
the trust undertakes lo 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
estimated construction costs
attributable to the bank are to be taken
into account 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 defaulting mortgagor had planned to
construct two identical apartment y
buildings, A and B, on the same tract of
land, that neither building is to provide
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 excep!
that pursuant to the plans of the
defaulting mortgagor, one of the
buildings is to contain the furnace 1nd
central air conditioning machinery for
both buildings A and B, the trust may
complete both buildings A and B:
Provided, That, faken together as a unik
the two buildings meet the more-than
10-percent test.
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{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 obsalete
furniture and appliances) to offset
normu! wear and tear or obsolescence,
and the restoration of property required
because of damage from fire, storm,
vandalism or other casualty,

{ii) The preparation of leased space
for a new tenant which does not
substantially extend the useful life of
the building or other improvement or
significantly increase its value, even
though, in the case of commercisl space,
this prepuration includes adapting 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
defaulting party and that does not
constitute renovation under paragraph
(¢){2) of this section,

(8) Independent contractor required. 1f
uny construction takes place on the
foreclosure property more than 90 days
after the day on which-such property
was acquired by the trust, such
construction'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 o be foreclosure
property.

(7) Failure to complete canstruction.
Property will not cease to be foreclosure
property solely because a trust which
undertakes the completion of
construction of a building or other
improvement 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
construction of a building that was 20
percent complete when default became
imminent, and the trust constructs an
additional 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 building.

() Termination of 2-year grace period;
use of foreclosure property in atrade or
vusiness—(1) In general. Under section
856{e){4)(C), all real property {and any
‘ncldental personal property) for which
4 particular election has been made (see
Paragraph [c)(1) of this section) shall
“ase to be foreclosure property on the
“f"' day (occurring more than 80 days
"':lt'r the day on which the trust acquired
'j“’ property) on which the property is
used in a trade or business conducted

by the trust, other than a trade or
business conducted by the trust through
an independent contractor from whom
the trust itself does not derive or receive
any income. [See section 858{d)(3) for
the definition of independent
contractor.)

(2) Property held primarily forsale to
customers. For the purposes of section
856{#)(4)(C), foreclosure property held
by the trust primarily for sale to
customers in the ordinary course-of a
trade or business in considered to he
property used in a trade or business
conducted by the trust. Thus, if a trust
holds foreclosure property (whether real
property or personal property incident
to real property) for sale to customers in
the ordinary course of a trade or
business more than 90 days after the
day onwhich the trust acquired the.real
property, the trade or business of selling
the property mus! be conducted by the
trust through an independent contractor
from whom the trust does not derive or
receive any income. Otherwise, after
such 90th day the property will cease to
be foreclosure property.

(3) Change in use. Foreclosure
property 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
example, if a trust acquires & rental
apartment building on foreclosure, the
property will not cease to be foreclosure
property solely because the trust
converts the building to & condominium
apartment building and, through an
independent contractor from whom the
trust derives no income, engages in the
trade or business of selling the
individual 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
locuted the principal place of business
{or principal office or agency) of the
trust for an extension of the 2-year grace
period. If the trust establishes to the
satisfaction of the district director that
an extension of the grace period is
necessary for the orderly liguidation of
the trust's interest in foreclosure
property, or for an orderly renegotiation
of alease or leases of the property, the
district director may extend the 2-year
grace period. See section 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 extensions which may be
granted. An extension of the grace
period may be granted by the district
director either before or after the date

on which the grace period, but for the
extension, would expire. 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 mus! 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
eatablish the necessity of an extension
even though it has not made such
efforts. For.example, if the trust
demonstrates that, for valid business
reasons, construction of the foreclosure
property could not be completed before
the expiration of the grace period, the
necessity of the extension.could be
established even though the trust had
made no effort to sell the property. For
another example, if the trust
demonstrates that due to a depressed
real estate market, it could not sell the
foreclosure property before the
expiration of the grace period except at
a distress price, the necessity.of an
extension could be established evan
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
enactment of section 856(e)), generally
will be considered as a factor (but not a
controlling factor) which tends to
establish that an-extension of the grace
period Is necessary.

(3) Time for requesting an extension
of the grace period. A request for an
extension of the grace period must be
filed with the appropriate district
director more than 60 days before the
day on which the grace period would
otherwise expire. In the case of a grace

od which would otherwise expire
fore August 6, 1976, a request for an
extension 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
information:

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

(ii) The date the property was
acquired 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 period
with respect to the property, a statement
to that effect (which shall include the
date on which the grace period, as
extended, expires) and a copy of the




11274

Federal Register / Vol. 46, No. 25 / Friday, February 6, 1981 / Rules and Regulations

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 factors
which tend to establish that an
extension 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
additional information requested by the
district director after the request for
extension is filed.

(8) Automatic extension, If a resl
estate investment trust files a request
for an extension with the district
director more than 60 days before the
expiration of the grace period, the grace
period shall be considered to be
extended until the end of the 30th day
after the date on which the district
director notifies the trust by certified
mail sent to its last known address that
the period of extension requested by the
trust is not granted. 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 (i)
the 1-year period following 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,
howaever, if the date of the notification
by certified mail described in the first
sentence 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 effect
with respect to the particular extension).

(8} 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 reasonable
extension of time for filing such request,
provided (i) it is established 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 request for such
extension is filed within such time as
the district director considers
reasonable under the circumstances.

(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 investment
trust, if the taxpayer establishes to the
satisfaction of the district director 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)
ghall apply for determining reasonable
cause (and absence of willful neglect)
for this purpose.

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

(a) In general. A corporation, trust, or
assoclation which fails to meet the
requirements of paragraph (2) or (3) of
section 856(c), or of both such
paragraphs, for any taxable year
nevertheless is considered to have
satisfied these requirements if the
corporation, trust, or assoclation meets
the requirements 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),

(k) Contents of the schedule. The
schedule required by subparagraph (A)
of section 856(c)(7) must contain &
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
example, 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 substantiate each
total amount listed in the schedule.

(c) Reasenable cause—{1) In general.
The failure to meet the requirements of
paragraph4{2) or (3) of section 856{c) (or
of both paragraphs) will be considered
due to reasonable cause and not due to
willful neglect if the real estate
investment trust exercised ordinary
business care and prudence in
attempling to satisfy the requirements.
Such care and prudence must be
exercised at the time each transaction is
enlered into by the trust. However, even
if the trust exercised ordinary business
care and prudence in entering into a
transaction, if the trust later determines
that the transaction results in the receipt

or accrual of nonqualified income and
that the amounts of such nonqualified
income, in the context of the trust's
overall portfolio, reasonably can be
expected to cause a source-of-income
requirement to be failed, the trust must
use ordinary business care and
prudence in ah effort to renegotiate the
terms of the transaction, dispose of
property acquired or leased in the
transaction, or alter other elements of its
portfolio. In any case, failure to meet an
income source requirement 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 prudence. For example, if the trust
enters into a lease knowing that it will
produce nonqualified income which
reasonably can be expected to cause &
source-of-income requirement to be
failed, the failure is due to willful
neglect even if the trust has a legitimate
business purpose for entering into the
lease.

(2) Expert advice—(i) In general The
reasonable reliance on a reasoned
written opinion as to the
characterization fot purposes of section
856 of gross income to be derived (or
being derived) from a transaction
generally constitutes “ressonable
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 lo a transaction
does nol. by itsell, give rise to any
inference that the failure 1o meet a
percentage of income requirement was
without reasonable cause; An opinion 8%
to the character of income from a
transaction includes 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 fac!
used or followed.

(ii) If the opinion indicates that a
portion of the income from a transactio
will be nonqualifed income, (he trust
must still exercise ordinary business
care and prudence with respect to 1he
nonqualified income and determine I
the amount of that income, in the
context of its overall portfolio,
reasonably cannol be expected to caus®
a source-of-income requirement to be
failed. Reliance on an opinion is nol
reasonable if the trust has reason 10
believe that the opinion is incorrec! (for
example, because the trust withholds
facts from the person rendering the
opinion).

al




Federal Register / Vol. 48, No. 25 [ Friday. February 6, 1981 / Rules and Regulations

11275

{ill) Reasoned written opinion, For
purposes of this subparagraph (2), a
wrilten opinion means an opinion, in
writing, rendered by a tax advisor
(including house counsel) whose opinion
would be relied on by a person
exercising ordinary business care and
prudence in the circumstances of the
particular transaction. A written opinion
is considered “reasoned" even if it
reaches a conclusion which is

subsequently determined to be incorrect,

so Jong 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
believes 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 Tux Reform Act of 1978, paragraph
(7) of section 856(c) and this section
apply to a taxable year of a real estate
investment trust which begins before
October 5, 1976, only if as the result of a
determination {as defined in section
859(c}) occurring after October 4, 1976,
the trust does not meet the requirements
of paragraph (2) or (3) of section 856(c),
or both paragraphs, as in effect for the
taxable year. The requirement that the
sthedule described in subparagraph (A)
of section 856(c)(7) be attached to the
income tax return of a real estate
invesiment trust in order for section
856(c)(7) to apply is not applicable to
tixable years beginning before October
5, 1976. For purposes of section 1608(b)
of the Tax Reform Act of 1976 and this
paragraph, the rules relating to
determinations prescribed in § 1.859~
2[b)(1) {other than the second sentence
and the last sentence of § 859~
2b)(1)(iv)) shall apply. However, a
determination consisting of an
sgreement between the taxpayer and
the district director {or other official to
whom authority to sign the agreement is
delegated) shall set forth the amount of
gruss income for the taxable year to
which the determination applies, the
‘mount of the 90 percent and 75 percent
Source-of-income requirements for the
lixable 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.

¢ agreement shall also set forth the
tmount of tax for which the trust is
liable pursyant to section 857(b)(5). The
sreement shall also contain a finding
%8 1o whether the failure to meet the
"“quirements of paragraph (2) or (3) of
$¢Ction 856(c) (cr of both paragraphs)

wis due 1o reasonable cause and not
due to willful neglect.

§ 1.856-8 Revocation or termination of
election.

(a) Revocation of an election to be a
real estate investment trust. A
corporation, trust, or assoclation that
has made an election under section
856(c)(1) to be a real estate investment
trust may revoke the election for any
taxable year after the first taxable year
for which the election is effective. The

- 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 return
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 thal the
taxpayer, pursuant to section 856(g)(2).
revokes 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 revocalion
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 considered to meel the
requirements of this paragraph.

(b) Termination of election to be a
real estate investment trust. An election
of & corporation, trust, or association
under section 856(c)(1) to be a real
estale investment trust shall terminate if
the corporation, trust, or association is
not a qualified real estate investment
trust for any taxable year (including the
taxable year with respect to which the
election is made) beginning afler
October 4, 1978. (This election
terminates whether the failure to be a
qualified real estate investment trust is
intentional or inadvertent.) The term
“taxable year” includes a taxable year
of less than 12 months for which a return
is made under section 443. The
termination of the election is effective
for the first taxable year beginning after
October 4, 1976, for which the
corporation, trust, or association is not a

qualified real estate investment trust
and for all succeeding taxable years.

(c) Restrictions on election after
termination or revocation.—{1) General
rule. Exceplt 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 investment trust and the election
has been terminated or revoked under
section 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 revocation is
effective.

(2) Successor corporation. The term
“successor corporation, trust, or
association”, as used in section
856(%)(3). means a corporation, trust, or
association which meets both a
continuity of ownership requirement
and a continuity of assets requirement
with respect to the corporation, trust, or
association whose election has been
terminated under section 888(g)(1) or
revoked under section 856(g)(2). A
corporation, trust, or association meets
the continuity of ownership requirement
only if at any time during the taxable
year the persons who own, directly or
indirectly, 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
association meets the continuity of
assets requirement only if either (i) a
substantial portion of its assets were
assets of the corporation, trust, or
association whose election has been
revoked or terminated, or (if) 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 tuxpayer
pursuant to section 856(c)(1) on or
before October 4, 1976, unless the
taxpayer is a qualified real estate
investment trust for a taxable year
ending after October 4, 1976, for which
the pre-October §, 1978, election is in
effect. For example, assume that Trust
X, a calendar year taxpayer, files a
timely election under section 8568({c)(1)
with respect to its taxable year 1974,
and is a qualified real estate investment
trust for calendar years 1974 and 1975.
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Assume further that Trust X is not a
qualified real estate investment trust for
1976 and 1977 because it willfully fails
to mee! the asset diversification
requirements of section 856(c)(5) for
both years. The failure (whether or not
willful) to meet these requirements in
10877 lerminates the election to be a real
estate investment trust made with
respect to 1974. (See paragraph (b) of
this section.) The termination is
effective 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 section B56(c)(1) with respect to
1978.

(d) Exceptions—Section 856(g)(4)
provides an exception to the general
rule of section 856(g)(3) that the
termination of an election to be a real
estate investment trust disqualifies the
corporation, 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
corporation, trus!, or association meets
the requirements of section 856(g)(3)(A),
(B) and (C) (relating to the timely filing
of a return, the absence of fraud, and
reasonable cause, respectively) for the
taxable year with respect to which the
termination of election occurs, In order
to meet the requirements of section
856(g)(4)(C), the corporation, trust, or
association must establish, to the
satisfaction of the district 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 relating to expert advice will
apply in determining whetber, for
purposes of section 856(g)(4), the failure
of a corporation, trusl, or association to
be a qualified real estate investment
trus! for a taxable year was due to
reasonable cause and not due to willful
neglect. Thus, for example, the
corporation, trust, or association must
exercise ordinary business care and
prudence in attempting to meet the
status conditions of section 856(a) and
the distribution and recordkeeping
requirements of section 857(a), as well
as the gross income requirements of
section 856(c). The provisions of section
856(g)(4) do not apply to a taxable year
in which the corporation, trust, or
association makes a valid revocation,

under section 856(g)(2), of an election to
be a real estate investment trust.

§ 1.856-9 Election with respect to
property held for sale In a taxable year
beginning before October 5, 1976.

(a) In general. Section 856(a)(4), as in
effect with respect to taxable years
beginning before October 5, 19786,
provided that a real estate investment
trust could not hold any property (other
than foreclosure property) primarily for
sale to customers in the ardinary course
of its trade or business. Section 1603 of
the Tax Reform Act of 1976 (the Act)
repealed the prohibition on holding
property primarily for sale to customers,
effective for taxable years beginning
after Oclober 4, 1978, and imposed the
tax on net income from prohibited
transactions under section 857(b)(6).
Section 1608(d)(2) of the Act provides
that if as a resull of a determination (as
defined in section 859(c)) occurring after
October 4, 1976, a real estate investment
trust does not meet the requirement of
section 856(a}(4) (as in effect before
amendment by the Act) for any taxable
year beginning before October 5, 1976,
the trust may elect to have the
provisions of section 1603 (other than
paragraphs (1), (2), (3), and (4) of section
1603(c)) of the Act apply with respect to
the taxable year.

(b) Election. The election provided by
section 1608(d)(2) of the Act shall 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 shall be signed by the
taxpayer and shall include the following
information:

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

(2) The taxable year (or years) to
which the election applies;

(3) A statement that the taxpayer,
pursuant to section 1608(d)(2) of the Tax
Reform Act of 1976, elects to have the
provisions of section 1603 {other than
paragraphs (1), (2), (3), and (4) of section
1603(c)) of the Act apply to such taxable

vear (or m); and

4)A ption of the determination
and the date upon which the
determination became final.

A copy of the closing agreement, the
Tax Court decision, the judgement,
decree, or other order, or the agreement
with the district director (or other
official) which constitutes the
determination shall be attached to the
statement.

(¢c) Time for filing the election. The
election must be filed within 60 days
after the date of the determination. The
date of a determination described in

section 859(c) (1) or (2) shall be
determined in accordance with section
859(c) and subdivision (i), (ii), or (iii) of
§ 1.859-2(b)(1). The date of a
determination which is an agreement
with the district director (or other
official) under section 859(c)(3) shall be
determined in accordance with
paragraph {e) of this section.

(d) Revocation—(1) In general. An
election made by a taxpayer pursuant to
section 16808(d)(2) of the Tax Reform Act
of 1876 after February 6, 1981 is
irrevocable.

(2) Elections made under temporary
regulations. A taxpayer who has made
an election under section 1808(d)(2) of
the Act on or before February 6, 1981 in
accordance with § 7.0(c)(1) of this
chapter may apply to the Commissioner
for consent to revoke the election. The
application for consent must be filed
with the Commissioner after February 6,
1981 and before May 8, 1961.

(e) Determination . For purposes of
section 1608(d)(2) of the Tax Reform Act
of 1976, a determinatian under section
859(c)(3) may be made by an agreement
signed by the district director or such
other official to whom authority to sign
the agreement s delegated, and by or on
behalf of the taxpayer. The agreement
shall identify the taxable year (or years)
to which it applies and shall state that
the taxpayer, during such taxpayer year
(or years), held property (other than
foreclosure property) primarily for sale
to customers in the ordinary course of
its trade or business, within the meaning
of section 856(c)(4), as in effect before
amendment by the Act. The agreement
further shall set forth, for each taxable
year to which it applies, the amount, if
any, of the net income (or net loss) from
prohibited transactions, and the amount.
if any, of the tax imposed by paragraph
(6) of section 857(b). An agreement
under this subparagraph shall be sent to
the taxpayer at its last known address
by either registered or certified mail. If
registered mail is used, the date of
registration shall be treated as the date
of determination. If certified mail is
used, the date of the postmark on the
sender’s receipt shall be treated as the
date of determination. However, if the
statement described in paragraph (b) of
this section is filed by the taxpayer
before the registration or postmark date
but on or after the date the agreement s
signed by the district director (or the
other official to whom authority to sign
the agreement is delegated), the date of
determination shall be the date of
signing.

(f) Rules relating to refunds, credits.
assessment, and collection. In a case




Federal Register / Vol. 46, No. 25 / Friday, February 6, 1981 / Rules and Regulations

11277

where an election to have section 1603
of the Act apply results in an
overpayment of tax, the taxpayer, in
order to secure credit or refund of the
overpayment, must file a claim on Form
1120X. See section 1608{d)(2) of the Act
for special rules relating to the period of
limitations on filing the claim and to
assessment and collection of any
deficiency established by the
determination.

§1.857 [Removed]

Par. 30. Section 1.857 is removed.

Par. 31, Section 1.857-1 is amended as
follows: .

1. So much of paragraph (a) as
precedes subparagraph (1) is amended
by deleting “than section” and by
inserting “than sections 856(g), relating
lo the revocation or termination of an
election, and” in lieu thereof.

2. Paragraph (a)(1) is amended to read
os set forth below.

3. Paragraph (a)(2) is amended by
striking out *§ 1.857-6" and inserting in
lieu thereof “§ 1.857-8".

4. Paragraph (b) is amended by
striking out “section 857(d)" and
inserting in lieu thereof “sections 856(g)
and 857(d)" and by striking out “§ 1.857-
5" and inserting in lieu thereof “§ 1.857~
§1.857-1 Taxation of real estate
Investment trusts.

(a) Requirements applicable
thereto, * * *

(1) The deduction for dividends paid
for the taxable year as defined in
section 561 (computed without regard to
capital gain dividends) equals or
exceeds the amount specified in section
857(a)(1), as in effect for the taxable
year;and * * *

§1.857-2 [Removed]

Par, 32. Section 1.857-2 is removed.

Par. 33. Section 1.857-3 is
redesignated as § 1.857-2 and is revised
lo read as follows:

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

(a) Real estate investment. trust
taxable income. Section 857(b)(1)
‘mposes a normal tax and surtax,
tomputed at the rates and in the manner
Prescribed in section 11, on the “real
#slate investment trust taxable income",
e{de.‘ined in section 857(b)(2). Section
857(b)(2) requires certain adjustments to
" made to convert taxable income of

¢ real estate investment trust to “real
slate investment trust taxable income".

'¢ adjustments are as follows:

s (1) Net capital gain, In the case of
ixable years ending before October 5,

19786, the net capital gain, if any, is
excluded.

(2) Special deductions disallowed.
The special deductions provided in part
VIII, subchapter B, chapter 1 of the Code
(excep! the deduction under section 248)
are nol allowed.

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

(if) Deduction for dividends paid if
there is net income from foreclosure
property. If for any taxable year the
trust has net income from foreclosure
property (as defined in section
857(b)(4)(B) and § 1.857-3), the
deduction for dividends paid is an
amount equal to the amount which
bears the same proportion to the total
dividends paid or considered 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 estate investment trust
taxable income (determined without
regard to the deduction for dividends
piid) 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
income from foreclosure property
exceeds the tax imposed on such income
by section 857(b)(4)(A).

For purposes of the preceding sentence,
the term “total dividends paid or
considered 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
either deficiency dividends paid during
the taxable year with respect to a
preceding taxable year or, in the case of
taxable years ending before October 5,
1978, capital gains dividends.

(iii) Deduction for dividends paid for
purposes of the alternative tax. The
rules in section 857(b)(3)(A) apply in
determining the amount of the deduction
for dividends paid that is taken into
account in computing the alternative
tax. Thus, for example, if a real estate
investment trust has net income from
foreclosure property for a taxable year
ending after October 4, 1978, then for
purposes of determining the partial tax
described in section 857(b)(3)(A)(i), the
amount of the deduction for dividends
paid is computed pursuant to paragraph
{a)(3)(ii) of this section, except that

capital gains dividends are excluded
from the dividends paid or considered
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
taxable income is computed without
regard to section 443(b). Thus, the
taxable 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 accounting
period.

(5) Net operating loss deduction. In
the case of a taxable year ending before
October 5, 1976, the net operating loss
deduction provided in section 172 is not
allowed.

(6) Net income from foreclosure
property. An amount equal to the net
income from foreclosure property (as
defined in section 857(b)(4)(B) and
paragraph (a) of § 1.857-3), if any, is
excluded.

(7) Tax imposed by section 857(b)(5).
An amount equal to the tax (if any)
imposed on the trust by section 857(b)(5)
for the taxable 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)(i)) is excluded. On
the other hand, an amount equal to the
amount of any net loss derived from
prohibited transactions (as defined in
section 857(b)(6)(B)(ii)) is included.
Because the amount of the net loss
derived from prohibited transactions is
taken into account in computing taxable
income before the adjustments required
by section 857(b)(2) and this section 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 before October 5, 1976. The rules
relating to the taxation of capital gains
in 26 CFR 1.857-2(b) (revised as of April
1, 1977) apply to taxable years ending
before October 5, 1976.

Par. 34. Sections 1.857-4, 1.857-5,
1.857-6, 1.857-7, 1.857-8 are
redesignated as §§ 1.857-6, 1.857-7,
1.857-8, 1.857-9,'and 1.857-10,
respectively, and new §§ 1.857-3, 1.857-
4, and 1.857~5 are inserted immediately
after § 1.857-2 (as redesignated by par.
29 of this document), to read as follows:

§ 1.857-3 Net Income from foreclosure
property.

(a) In general. For purposes of section
857(b)(4)(B), net income from foreclosure
property means the aggregate of—

(1) All gains and losses from sales or
other dispositions of foreclosure




11278

Federal Register /| Vol. 46, No. 25 / Friday, February 6, 1981 / Rules and Regulations

pr::lperty described in section 1221(1),
an

(2) The difference (hereinafter called
“net gain or loss from operations)
between (1) the gross income derived
from foreclosure property (as defined in
section 856(e)) to the extent such gross
income is not described in subparagraph
(A), (B). (C), (D), (E), or (G) of section
856(c)(3), and (ii) the deductions allowed
by chapter 1 of the Code which are
directly connected with the production
of such gross income.

Thus, the sum of the gains and losses
from sales or other dispositions of
foreclosure 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
foreclosure 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 856(c)(3),
and deductions of $35 allowed by
chapter 1 of the Code which are directly
connected with the production of the
rental income, the net income from
foreclosure property for the taxable
years is $40(($100 — $50) + ($25 — $35)).

(b) Directly connected deductions. A
deduction which is otherwise allowed
by chapter 1 of the Code is "directly
connected"” with the production of gross
income from foreclosure property if it
has a proximate and primary
relationship to the earning of the
income. Thus, in the case of gross
income from real property that is
foreclosure property, “directly
connected” deductions would include
depreciation on the property, interest
paid or accrued on the indebtedness 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 administrative expenses of the trust
are not “directly connected" deductions.
Thus, salaries of officers and other
administrative employees of the trust
are not “directly connected" deductions.
The net operating loss deduction
provided by section 172 is not allowed
in computing net income from
foreclosure property.

(c) Net logs from foreclosure property.
The tax imposed by section 857(b){4)
applies 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
paragraph (a) of this section resulis in a
negative amount) the loss is taken into
account in computing real estate
investment trust taxable income under
section 857(b)(2).

(d) Gross income not subject to tax on
Joreclosure property. If the gross income
derived from foreclosure property
consists of two classes, a deduction
directly connected with the production
of both classes (including interest
attributable to the carrying of the
property) 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
described 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
interest. For purposes of determining the
amount of interest attributable to the
carrying of foreclosure property under
paragraph (b) of this section, the
following rules apply:

(1) Deductible interest. Interest is
taken into account under this paragraph
(e) only if it is otherwise deductible
under chapter 1 of the Code.

(2) Interest specifically allocated to
property. Interest that is specifically
allocated to an item of property is
attributable only to the carrying of that
property. Interest is specifically
allocated 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 applied
for that purpose.

(3) Other interest. Interest which is
not specifically allocated to property is
apportioned between foreclosure
property and other property under the
principles 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,

§ 1.857-4 Tax imposed by reason of the
failure to meel certain source-of-iIncome

requirements.

Section 857(b)(5) imposes a tax on a
real estate investment trust that is
considered, by reason of section
856(c){7). as meeting the source-of-
income requirements of paragraph {2) or
(3) of section 856(c) {or both such
paragraphs). The amount of the tax is

determined in the manner prescribed in
section 857(b)(5).

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

(a) In general. Section 857(b)(6)
imposes, 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 imposed
to preclude a real estate investment
trust from retaining any profit from
ordinary retailing activities such as
sales to customers of condominium units
or subdivided lots in a development
tract, In order to prevent a trust from
receiving any tax benefit from such
activities, a net loss from prohibited
transactions effectively is disallowed in
computing real estate investment 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 prohibited
transactions, no inference is to be
drawn from the fact that a type of
transaction does not constitute a
prohibited transaction.

(b) Special rules. In determining
whether a particular transaction
constitutes a prohibited transaction, the
activities of a real eslate investment
trust with respect to foreclosure
property and its sales of such property
are disregarded. Also, if a real estate
investment trust enters into a purchase
and leaseback of real property with an
option in the seller-lessee to repurchase
the property at the end of the lease
period, and the seller exercises the
option pursuant lo its terms, income
from the sale generally will not be
considered to be income from a
prohibited transaction solely because
the purchase and leaseback was entered
into with an option in tHe seller to
repurchase and because the option was
exercised pursuant to its terms. Other
facts and circumstances, however, mzy
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
income for a taxable year of a qualificd
real estate investment trust constitules
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. ifa
corporation that is a qualified real estal®
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investment trust for the current taxable
vear elected to report the income from
the sale of an item of section 1221(1)
property (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
taxable year is income from a prohibited
transaction. This resull follows even
though the sale occurred in a prior
taxable 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 &

taxable year for which the taxpayer is
not a qualified 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
determined by aggregating all gains from
the sale or ather disposition of property
(other than foreclosure property)
described in section 1221(1) with all
losses from the sale ar other disposition
of such property. Thus, for example, 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 ori the sale
of one item and a loss of $40 on the sale
of the second item, the net income from
prohibited transactions will be $60.

Par. 35. Section 1.857-6, as
redesignated by paragraph 34 of this
document, is amended as follows:

1. The first sentence of paragraph (b)
is amended by striking out “an
investment trust for™ and inserting in
liew thereof “a corporation, trust, or
association for",

2. Paragraph (c)(1) is amended by
striking out “857(b)(4)" and inserting in
liew thereof “857(b)(7)".

3. Paragraphs (c) (2) and (3) are
amended by striking out "857(b)(4)" and
inserting in lieu thereof “857(b)(7)".

(4) The first sentence of paragraph
[¢)(1) is amended by striking out “not
later than 30 days after the close of its
taxable year" and inserting in lieu
lhurgof “within the period specified in
section 857(b)(3)(C) and paragraph (f) of
this section”,

5. Paragraph (e)(1) is amended by
striking out “excess of the net long-term
capital gain over the net short-term
cepital loss™ each place it appears and
;“";ﬂfling in lieu thereof "net capital

ain™,

6. The fourth sentence of paragraph
()(1) is amended by striking out “that
fuch excess was" and inserting in lieu
"":’_WOI “the net capital gain was”.

7. A new sentence is added at the end
g‘;ﬁ)‘“’asﬁpb {€)(1) to read as set forth

w.

8. A new paragraph (f) is added, to
read as set forth below.

§1.857-6 Method of taxation of
shareholders of real estate investment
trusts,

(€) Definition of capital gain dividend.
nE:* -

(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 1o exceed the real
estate investment trust taxable income
determined by taking into account the
net operating loss deduction for the
taxable year but not the deduction for
dividen!s paid. See example (2] in
§ 1.172-5(a)(5).

(f} Mailing of written notice to
shareholders—{1) General rule. Except
as provided in paragraph ({)(2) of this
section, the written notice designating a
dividend or part thereof as a capital gain
dividend must be mailed to the
shareholders not later than 30 days after
the close of the taxable year of the real
estate investment trust,

(2) Net capital gain resulting from a
determination. If, a8 a result of a
determination (as defined in section
858(c)), 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
determination. The designation may be
made with respect to a dividend (or part
thereof) paid during the laxable year to
which the determination applies
(including a dividend considered as paid
during the taxable year pursuant to
section 858). A deficiency dividend (as
defined in section 859(d)), 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
estate investment trust (or by the
acquiring corporation to which section
381{c)(25) applies) before the expiration
of the 120-day period immediately
following the determination. However,
the aggregate amount of the dividends
(or parts thereof] that may be
designated 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
(determined with reference to capital
gains dividends only) that results from

the determination. The date of a
determination shall be established in
accordance with § 1.859-2(b)(1).

Par. 36. Section 1.857-7(b), as
redesignated by paragraph 34 of this
document, is amended by adding two
new sentences at the end thereof, to
read as follows:

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

. » . » .

(b) * * * For purposes of section
857(d) and this section, if an amount
equal to any net loss derived from
prohibited transactions is included in
real estate investment trust taxable
income pursuant to section 857(b){2)(F),
that amount shall be considered 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 taxable year (but not the
accumulated earnings and profits) shall
not be considered to be less than (i) in
the case of a taxable year ending before
October 5, 1978, the amount (if any) of
the net capital gain for the taxable year,
or (ii} in the case of a taxable year
ending after December 81, 1973, the
amount (if any), of the excess of the net
income {rom foreclosure property for the
taxable year over the tax imposed
therean by section 857{b}{4)(A).

§ 1.857-8 [Amended]

Par. 37, Paragraph (e) of § 1.857-8 (as
redesignated by paragraph 34 of this
document) is amended by deleting
*§ 1.857-7" from the second sentence
and inserting in lieu thereof “§ 1.857-9".

§ 1.857-9 [Amended]

Par. 38, Paragraph (a) of § 1.857-9 (as
redesignated by paragraph 34 of this
document) is amended by deleting
"§ 1.857-6" and inserting in lieu thereof
"§ 1.857-8".

§1.857-10 [Amended]

Par. 39. Section 1.857-10 (as
redesignated by paragraph 34 of this
document) is amended by deleting
“§§ 1.857-6 and 1.857-7" and Inserting in
lieu thereof “§§ 1.857-8 and 1.857-8"",

§ 1.858 [Removed)

Par. 40. Section 1.858 is removed.

Par. 41. Section 1.858-1 is amended as
follows:

1. Paragraphs [a) and (b) are revised
to read as set forth below.

2. Paragraph (d) is amended by adding
a new example (3) at the end thereof, 1o
read as se! forth below.

3. Paragraph [e) is amended by
deleting “paragraph (e) of § 1.8574"
each place it appears and inserting in
lieu thereof “paragraph (1) of § 1.857-8".
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4. The next to the last sentence of
puragraph (e) is amended to areas as set
forth below.

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

(&) General rule. Under section 858, a
real estate investment trust may elect to
treat certain dividends that are
distributed within & specified period
after the close of a taxable year as
having been paid during the taxable
year. The dividend is taken'into account
in determining 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 declaration 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 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
election. 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
thereof) to which the election applies as
a dividend paid during the taxable year
of the trust in computing its real estate
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, 1978, 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 beginni
after October 4, 1976, the trust must al‘s\g
specify in its return (or in a statement
atlached to its return) the exact dollar
amount that is to be treated as having
been paid during the taxable year.

(2) Limitation based on ernings 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
application of sections 857(d) and 1.857-
7) exceed the total amount of
distributions 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 section 858(a) are disregarded in
determining the total amount of

distributions out of earnings and profits
actually made during the taxable year.
The dividend or portion thereof, with
respect to which the real estate
investment trust has made a valid
election under section 858({a), shall be
considered 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 actually
made.

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

(8) 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 Irrevocable with
respect to the dividend or portion
thereof to which it applies,

(d) Zlustrations. * * *

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
income tax return for 1977 that the dollar
amount of $20,000 of the $65,000 distribution
payable to shareholders on March 31, 1978, is
to be treated as having been paid in 1877, The
result will be the same as in example (2),
since the amount of the undistributed
earnings and profils for 1877 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 profils
of the trust for the taxable year 1977 and the
remaining $50,000 as a distribution, in 1978, of
the earnings and profits for 1978,

(e) Notice to shareholders. * * * If the
notice under section 858{c) reltes to an
election with respect lo 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
deficiency dividends or dividends with
respect to which an election has been
made for a prior taxable year under
section 858) to determine whether the
aggregalte of the designated capital gains
dividends with respect to such taxable
year exceeds the net capital gain of the
trust. * * *

Par, 42. New sections 1.859-1, 1.850-2,
1.859-3, 1.859-4, and 1.860-1 are added
after section 1.858-1, to read as follows:

§ 1,859-1 Deficlency dividends.

Section 859 provides a method by
which a real estate investment trust may
be relieved from the payment of a
deficiency in (or be allowed a credit or
refund with respect to] the tax imposed
by section 857(b) (1) or (3), the minimum
tax on tax preferences imposed by
section 586, or, in the case of a real estate
investment trust that fails the
distribution requirements of section
857(a)(1), the corporate income tax
imposed by section 11(a) or 1201(a). The
method provided by section 859 is o
allow an additional deduction for a
dividend distribution (which meets the
requirements of sections 859 and 1.859-
2) in computing the deduction for
dividends paid for the taxable year for
which the deficiency is determined. A
deficiency dividend may be an ordinary
dividend, or, subject to the limitations of
sections 857(b)(3)(C) and 859(d)(2)(B).
may be a capital gain dividend.

§ 1.859-2 Requirements for deficiency
dividends.

(a) In general. A real estate
investment trust is allowed a deduction
for a deficiency dividend only if there is
a determination (as defined in section
859(c) and paragraph (b)(1) of this
section) occurring after October 4, 1976,
that results in an adjustment (as defined
in section 859(b){1)) for the taxable year
with respect to which the deficiency
dividend is paid. The deficiency
dividend must be paid on, or within 90
days after, the date of the determination
and before the filing of a claim under
section 859(e) and paragraph (b)(2) of
this section. This claim must be filed
within 120 days after the date of the
determination. The deficiency dividend
must be a distribution of property
(including money) that would have been
properly taken into account in the
computation of the deduction for ‘
dividends paid under section 561 for the
taxable year with respect to which the
liability for tax resulting from the
determination exists, if the money or
other property had been distributed
during that taxable year. Thus, for
purposes of section 859(d), where the
distribution would have been a dividend
within the meaning of sections 316(2)
and 1.316-1, if it had been made during
the taxable year with respect to which
the determination applies, the
distribution will meet the requirements
of section 562{a) (relating to rules
applicable in determining dividends
eligible for the deduction for dividends
paid), even though the distributing
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corporation, trust, or association has no
current or acoumulated earnings and
prafits for the taxable year in which the
distribution is actually made. The
amount of the distribution shall be
determined under section 301 as of the
date of the distribution. The amount of
the deduction is subject to the
limitations set forth in sections 562 and
859{d)(2} and the regulations thereunder.
Thus, in the case of a distribution to an
individual shareholder of property
(other than money) which has a fair
market value in excess of the adjusted
basis of the property in the hands of the
distributing corporation, trust, or
association at the time of the
distribution, the amount of the
deficiency dividend, for purposes of
section 3168(b){3), shall be the amount
which would have been a dividend if the
property (taking into account its fair
market value as of the date of the
distribution) had been distributed during
the taxable year with respect to which
the determination applies, even though
the deduction for dividends paid is
limited, under § 1.562-1(a), to the
adjusted basis of the property, The
corporation, trust, or association that
pays the deficiency dividends does not
have to be a qualified real estate
investment trust at the time of payment.

{b) Determination and claim for
deduction—(1) Determination. For
purposes of applying section 859(c) and
lhlslsccnon. the following rules shall
appiy:

(i} The date of determination by a
decision of the United States Tax Court
is the date upon which the decision
becomes final, as prescribed in section
7481.

(ii) The date upon which a judgment
of a court becomes final, which is the
date of the determination in such cases,
must be determined upon the basis of
the facts in the particular case.
Ordinarily, a judgment of a United
States district court becomes final upon
the expiration of the time allowed for
leking an appeal, if no appeal is duly
taken within that time. A judgment of
the United States Court of Claims
becomes final upon the expiration of the
time allowed for filing a petition for
Certiorari if no petition is duly filed
within that time.

(ili) The date of determination by a
tlosing agreement, made under section
1121. is the date the agreement is
ipproved by the Commissioner.

_[i¥) A determination under section
839(c}(3) may be made by an agreement
signed by the district director or another
official to whom authority to sign the
Jsreement is delegated, and by or on
behalf of the taxpayer. The agreement
shall set forth the amount, if any, of

each adjustment described in
subparagraphs (A), (B). and (C) of
section 859(b){1) for the taxable year,
the amount of the liability for any tax
imposed by section 11(a), 56{a),
857(b){1), 857(b)(3)(A] or 1201(a) for the
taxable year, and the amount of the
limitation (determined under section
859(d)(2)) on the amount of deficiency
dividends that can qualify as capital
gain dividends and ordinary dividends,
respectively, for the taxable year. An
agreement under this subdivision which
is signed by the district director {or
other delegate) shall be sent to the
taxpayer al its last known address by
either registered or certified mail. If
registered mail is used, the date of
registration shall be treated as the date
of determination, If certified mail is
used, the date of the postmark on the
sender’s receipt shall be treated as the
date of determination. However, if a
dividend is paid by the taxpayer before
the registration or postmark date, but on
or after the date the agreement is signed
by the district director {or other
delegate), the date of determination
shall be the date of signing.

(2) Claim for deduction. A claim for
deduction for a deficiency dividend
shall be made, with the requisite
declaration, on Form 876 and shall
contain the following information:

{i) The name, address, and taxpayer
identification number of the corporation,
trust, or association;

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

(iii) The amount of the unpaid
deficiency 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
deficiency was established (i.e.. by an
agreement under section 859(c){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 978;

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

[vii) The amount claimed as a
deduction for deficiency dividends;

(viii) If the amount claimed as a
deduction for deficiency dividends
includes any amount designated (or to
be designated) as capital gain dividénds,
the amount of capital gain dividends for
which a deficiency dividend deduction
is claimed; and

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

A certified copy of the resolution of the
trustees, directors, or other authority,

authorizing the payment of the dividend
with respect to which the claim is filed
must accompany the claim. Also, any
copy of a court decision, judgment,
agreement, or other document required
by Form 876 must accompany the 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 with respect to which the
determination applies was filed. In the
event that the determination is an
agreement with the district director (or
his delegate) described in section
859(c)(3) and paragraph (b){1)(iv) of this
section, the claim may be filed with the
district director with whom {or pursuant
to whose delegation) the agreement was
made.

§ 1.859-3 Intrerest and additions to tax,

(a) In general. If a real estate
investment trust is allowed a deduction
for deficiency dividends, under section
859(b}{2) the tax imposed on the trust by
chapter 1 of the Code (camputed by
taking into account the deduction) for
the taxable year with respect to which
the deduction is allowed is deemed to
be increased by an amount equal 1o the
amount of the deduction. This deemed
increase in tax, however, applies solely
for purposes of determining the liability
of the trust for interest under subchapter
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 chapter 68, the last date
prescribed for payment of the deemed
increase in tax shall be considered to be
the last date prescribed for the payment
of tax (determined in the manner
provided in section 6601(b)) for the
taxable year for which the deduction for
deficiency dividends is allowed. The
deemed increase in tax shall be
considered to be paid as of the date that
the claim for the deficiency dividend
deduction described in section 859(e)
and § 1.850-2(b}(2) is filed.

(b) Overpayments of tax. If & real
estate investment trust is entitled to a
credit or refund of an overpayment of
the tax imposed by chapter 1 of the
Code for the taxable year for which the
deficiency dividend deduction is
allowed, then, for purposes of computing
interest, additions to tax, and additional
amounts, the payment (or payments)
that result in the overpayment and that
precede the filing of the claim described
in section 859(e) will be applied against
and reduce the increase in tax that is
deemed to occur under section 859(b)(2).

{c) Example. This section may be
illustrated by the following examples;
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Example (1). Corporation X is a real estate
investment trust that files its income tax
return on a calendar year basis. For its
taxable year 1977, corporation X recefves an
oxtension of time untll June 15, 1978, to file its
income tax return. Corporation X does not
elect to pay any lax due in installments. On
its 1977 income tax return, filed on May 15,
1978, corporation X reports real estate
investment trust taxable income (computed
without regard to the dividends paid
deduction) of $100, a dividends paid
deduction of $100, and no tax lability.
Following an examination of corporation X's
1977 return, the district director and
corporation X enter into an agreement which
constitutes a determination under section
859(c)(3). Under the determination (which is
dated November 1, 1979), the real estate
investment trust taxable income of
corporation X (computed without the
dividends paid deduction) is increased by $20
to $120, Thus, taking into account the $100 of
dividends paid in 1977, corporation X has
undistributed real estate investment trust
taxable income of $20 ua a result of the
determination. Corporation X pays a
dividend of $20 on November 10, 1979, files a
claim for & deficiency dividend deduction of
$20 pursuant to section 858(e) with respect to
such dividend on November 15, 1979, and is
allowed a deficiency dividend deduction of
820 with respect to its taxable year 1877,
Corporation X, after taking into accoun! the
deduction for deficiency dividends, has no
real estate investment trust taxable income
and bas met the distribution requirements of
section 857(a)(1). However, for purposes of
section 6601 (relating to interest on
underpayment of tax) the tax imposed by
chapter 1 of the Code on corporation X for
the taxable year 1977 is deemed to be
increased by $20 (the amount of the
deficiency dividend deduction allowed with
respect to the taxable year 1977), and the last
date prescribed for payment of the tax is
March 15, 1978 (the due date of the return
determined without regard to any extension
of time), The tax of $20 is deemed to be paid
an November 15, 1979, the date the claim for
the deficiency dividend deduction s filed
pursuant 10 section 859(¢). Thus, corporation
X Is linble for interest on $20, at the rate
established under section 8621, for the period
from March 15, 1878, to November 15, 1979,
Also for purposes of determining whether
corporation X is liable for any addition lo tax
or additional amount imposed by chapter 68
of the Code (including the penalty prescribed
by section 6697) the amount of tax imposed
on corporation X by chapter 1 of the Code is
deemed to be increased by $20 (the amount of
the deficiency dividend deduction allowed),
the last date prescribed for payment of such
lax Is March 15, 1978, and the tax of $20 is
deemed to be paid on November 15, 1979,
Corporation X, however, is not subject to
interest and penalties with respect to the
amount of any tax for which it would have
been llable under section 11(a), 56(a), 1201{a).
or 857(b) had it not been allowed the $20
deduction for deficiency dividends.

Example (2). Assume the facts are the same
85 in example (1) except that the district
director, upon examination of corporation X's
income tax return, asserts a deficiency in

income tax 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, Corporation X pays
the $4 on June 1, 1979, and files suit for refund
in the United States District Court. The
District Court in a decision which becomes
final on November 1, 1880, holds that
corporation X did fail to report $10 of real
estale investment trust taxable incoms and is
not entitled to any refund. (No other items of
income or deduction is in issue.) Corporation
X pays a dividend of §10 on November 10,
1680, files a claim for a deficiency dividend
deduction of $10 with respect to such
dividend on November 15, 1980, and is
allowed a deficiency dividend deduction of
$10 for 1977, Assume further that $4 is
refunded to corporation X on December 31,
1080, a5 the result of the $10 deficiency
dividend deduction being allowed. Also
assume that any assessable penalties,
additional amounts, and additions 1o tax
(including the penalty imposed by section
6697) for which corporation X is liable are
paid within 10 days of notice and dem#nd. so
that no interest is imposed on such penalties,
etc, The liability of corporation X for interest
for the period March 15, 1978, to June 1, 1979,
will be determined with respect to $10 (the
amount of the deficiency dividend deduction
allowed). The Hability of corporation X for
interest for the pericd June 1, 1979 to
November 15, 1080, will be determined with
respect to $8 (510 minus the $4 payment).
Corporation X will be entitled to interest on
the $4 overpayment for the period described
in section 8611(b)(2), beginning on November
15, 1980,

§ 1.859-4 Claim for credit or refund.

In a case where the allowance of a
deduction for a deficiency dividend
results in an overpayment of tax, the
taxpayer, in order to secure credit or
refund of the overpayment, must file a
claim on Form 1120X in addition to the
claim for the deduction required under
section 859(e}. The credit or refund will
be allowed as if on the date of the
determination two years remained
before the expiration of the period of
limitations on the filing of claim for
refund for the taxable year to which the
overpayment relates.

§ 1.860-1 Adoption of or change in annual
accounting period.

Under section 860, a real estate
investment trust may not change to or
adopt any taxable year beginning after
October 4, 1976, other than the calendar
year.

PART 55—EXCISE TAX ON CERTAIN
REAL ESTATE INVESTMENT TRUSTS

Par. 43. Subparts A and B are added
to part 55, lo read as follows:

Subpart A—Tax on Certain Real Estate
Investment Trust Taxable Income Not
Distributed During the Taxable Year

§ 55.4981-1 Imposition of excise tax on
certain real estate investment trust taxable
Income not distributed during the taxable
year.

Section 49681 imposes an excise tax on
a real estate investment trust if the
deduction for dividends paid for the
taxable year does not equal at least 75
percent of its real estate investment
trust taxable income (computed as
provided in section 4981) for the taxable
year. For purposes of section 4981, the
deduction for dividends paid is
computed without regard to capital
gains dividends (as defined in section
857(b)(3)(C)) and without regard to any
dividends actually paid after the close
of the taxable year. Thus, dividends
considered as paid during the taxable
year under section 858 are disregarded.
Deficiency dividends (as defined in
section 859(d)) paid with respect to the
taxable year are also disregarded. The
return referred to in the last sentence of
section 4981 in the income tax return
Section 4881 applies only to taxable
years beginning after December 31, 1979,
for which the taxpayer is taxable under
Part II of subchapter M of chapter 1 of
subtitle A as a real eslate investment
trust,

Subpart B—Procedure and
Administration

§ 55.6001-1 Nofice or regulations
requiring records, statements, and special
returns.

{a) In general. Any person subject to
tax under chapter 44 of the Code shall
keep such complete and detailed records
as are sufficient to enable the distric!
director to determine accurately the
amount of liability under chapter 44.

(b) Notice by district director
requiring returns, statements, or the
keeping of records. The district director
may require any person, by notice
served upon him, to make such returns,
render such statements, or keep such
specific records as will enable the
district director to determine whether or
not such person is liable for tax under
chapter 44.

(c) Retention of records. The records
required by this section shall be kep! &
all times available for inspection by
authorized internal revenue officers or
employees, and shall be retained so long
as the contents thereof may become
material in the administration of any
internal revenue law.
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$55.6011=1 General requirement of
return, statement, or list

Every person liable for tax under
section 4961 shall file an annual return
with respect to the tax on the form
prescribed by the Internal Revenue
Service for such purpose and shall
include therein the information required
by the form and the instructions issued
with respect thereto.

§55.6061-1 Signing of returns and other
documents.

Any return required o be made by a
real estate investment trust with respect
to the tax imposed by chapter 44 shall
be signed by a person authorized by
section 6062 of the Code o sign the
income tax return of the real estate
nvestment trust. Any statement or other
document required to be made with
respect to the tax imposed by chapter 44
shall be signed by the person required or
duly authorized to sign in accordance
with the regulations, forms, or
instructions prescribed with respect to
such statement or document. An
individual's signature on a return,
statement, or other document made by
or for the real estate investment trust
shall be prima facie evidence that the
individuel is authorized to sign the
return, statement, or other document.

§55.6065~1 Verification of returns.

If a return, statement, or other
document made under the provisions of
chapter 44 or subtitle F or the Code or
the regulations thereunder with respect
lo any tax imposed by chapter 44 of the
Code, or the form and instructions
issued with respect to such return,
statement, or other document, requires
that it shall contain or be verified by a
written declaration that it is made under
the penalties of perjury, it must be so
verified by the person or persons
required to sign such return, statement,
or other document. In addition, any
other statement or document submitted
under any provision of chapter 44 or
subtitle F of the Code or regulations
thereunder with respect to any tax
mposed by chapter 44 of the Code may
be required to contain or be verified by
# written declaration that it is made
under the penalties of perjury.

¥55.6071-1  Time for filing returns.

A‘ return required by § 55.8011-1 shall
be filed at the time (including any
“xlension of time granted or allowed
tnder section 6081) that the real estate
nvestment trust is required to file its
;’;COme tax return under section 6012 for

¢ laxable year for which the tax under
section 4981 is imposed.

§ 55.6081-1 Extension of time for filing the
return.

District directors and directors of
service centers are authorized to grant a
reasonable extension of time for filing
any return, statement, or other
document which relates to any tax
imposed by chapter 44 and which is
required under the provisions of chapter
44 or the regulations thereunder.
Extensions of time shall not be granted
for more than 8 months. An extension of
time for filing a return shall not operate
to extend the time for the payment of the
tax or any part thereof unless specified
to the contrary in the extension. The
rules relating to an application for
extension in § 53.6081-1(b) of this
chapter (relating to foundation excise
taxes) shall apply to an application for
an extension of time for filing the return
of tax imposed by chapter 44, If an
extension of time for filing the return is
granted, a return shall be filed before
the expiration of the period of extension,

§55.6091-1 Place for filing chapter 44 tax
returns.

Except as provided in § 55.6091-2
[relating to exceptional cases)—

(a) In general. Chapter 44 tax returns
shall be filed with the district director
for the internal revenue district in which
is located the principal place of business
or principal office or agency of the real
estate investment trust.

(b) Returns filed with service centers
or by hand carrying. Notwithstanding
paragraph (a) of this section, unless a
return is filed by hand carrying,
whenever instructions applicable to
chapter 44 tax returns provide that the
returns be filed with a service center,
the returns must be so filed in
accordance with the instructions.
Returns which are filed by hand
carrying shall be filed with the district
director (or with any person assigned
the administrative supervision of an
area, zone, or local office constituting a
permanent post of duty within an
internal revenue district of such
director) in accordance with paragraph
(a) of this section.

§55.6091-2 Exceptional cases.
Notwithstanding the provisions of
§ 55.6091-1, the Commissioner may
permit the filing of any chapter 44 tax
return in any internal revenue district.

§55.6161-1 Extension of time for paying
tax or deficiency.

{(a) In general—{(1) Tax shown or
required to be shown on return. A
reasonable extension of the time for
payment of the amount of any tax
imposed by chapter 44 and shown or
required to be shown on any return, may

be granted by the district directors at
the request of the taxpayer. The period
of such extension shall not be in excess
of 8 months from the date fixed for
payment of such tax,

(2) Deficiency. The time for payment
of any amount determined as a
deficiency in respect of tax imposed by
chapter 44 may, at the request of the
taxpayer, be extended by the internal
revenue officer to whom the tax is
required to be paid. The extension may
be for a period not to exceed 18 months
from the date fixed for payment of the
deficiency, as shown on the notice and
demand. In exceptional cases, a further
extension for a period not in excess of
12 months may be granted. No extension
of time for payment of a deficiency shall
be granted if the deficiency is due to
negligence, to intentional disregard of
rules and regulations, or to fraud with
intent to evade tax.

(3) Extension of time for filing
distinguished. The granting of an
extension of time for filing a return does
not operate to extend the time for the
payment of the tax or any part thereof
unless so specified in the extension,

(b) Certain rules relating to extension
of time for paying income tax to apply.
The provisions of § 1.6161-1 (b), and (c),
and (d) of this chapter [relating to a
requirement for undue hardship, the
application for extension, and payment
pursuant to an extension) shall apply to
extensions of time for payment of the
tax imposed by chapter 44.

. §556165-1 Bonds where time to pay tax

or deficiency has been extonded.

If an extension of time for payment of
tax or deficiency is granted under
section 61861, the district director or the
director of the service center may, if he
deems it necessary, require a bond for
the payment of the amount in respect of
which the extension is granted in
accordance with the terms of the
extension. However, the bond shall not
exceed double the amount with respect
to which the extension is granted. For
provisions relating to form of bonds, see
the regulations under section 7101
contained in Part 301 of this chapter
{Regulations on Procedure and
Administration).

§1.857.6(cX3) [Amended]

Par. 44. In redesignated § 1.857-6(c)(3)
in the Example, second sentence delete
“December 1, 1861" and insert
“December 31, 1961",

PART 5—TEMPORARY INCOME TAX
REGULATIONS UNDER THE REVENUE
ACT OF 1978

Par. 45, Part 5 is amended by adding
new § 5.856-1 to read as follows:
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§5.856-1 Extensions of the grace period
for foreclosure property by a real estate
investment trust.

(a) In general. Under section 856(e), a
real estate investment trust (“REIT”)
may elect to treat as foreclosure
property certain real property (including
interests in real property), and any
personal property incident to such real
property, that the REIT acquires after
December 31, 1973. In general, the REIT
mus! acquire the property as the result
of having bid in the property at
foreclosure, or having otherwise reduced
the property to ownership or possession
by agreement or process of law, after
there was default (or default was
imminent) on a lease of such property
(where the REIT was the lessor) or on
an indebtedness owed to the REIT
which such property secured. Property
that a REIT elects to treat as foreclosure
property ceases to be foreclosure
property with respect to such REIT at
the end of a grace period. The grace
period ends on the date which is 2 years
after the date on which the REIT
acquired the property, unless the REIT
has been granted an extension or
extensions of the grace period. If the
grace period is extended, the property
ceases to be foreclosure property on the
day immediately following the last day
of the grace period, as extended.

(b) Rules for extensions of the grace
period. In general, §1.856-6(g)
prescribes rules regarding extensions of
the grace period. However, in order to
reflect the amendment of section
856{e)(3) of the Code by section 363(c) of
the Revenue Act of 1978, the following
rules also apply:

{1) In the case of extensions granted
after November 8, 1978, with respect to
extension periods beginning after
December 31, 1977, the district director
may grant one or more extensions of the
grace period for the property, subject to
the limitation that no extension shall
extend the grace period beyond the date
which is 6 years after the date the REIT
acquired the property. In any other case,
an extension shall be for a period of not
more than 1 year, and not more than two
extensions can be granted with respect
to the property.

{2) In the case of an extension period
beginning after December 31, 1977, a
request for an extension filed on or
before March 28, 1980, will be
considered to be timely if the limitation
on the number and length of extensions
in section 856(¢e)(3). as in effect before
the amendment made by section 363(c)
of the Revenue Act of 1978, would have
barred the extension.

PART 10—TEMPORARY INCOME TAX
REGULATIONS UNDER PUBLIC LAW
93-625

§610.1, 10.3 [Removed]

Par. 46. In Part 10 §§ 10.1 and 10.3 are
removed.

PART 7—TEMPORARY INCOME TAX
REGULATIONS UNDER THE TAX
REFORM ACT OF 1976

§7.856(g)-1 [Removed]
Par. 47. In Part 7, § 7.856(g)-1 is
removed.
[FR Doc 814343 Filed 2-3-83; 223 pm|
BILLING COOE 4830-01-M

26 CFR Part 150
[LR-4-81]
Windfall Profit Tax; Correction

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Temporary regulation;
correction.

SUMMARY: This document corrects an
error in the publication of Treasury
Decision 7755, a temporary regulation
relating to windfall profit tax
administrative provisions published at
46 FR 4873, January 19, 1981.

EFFECTIVE DATE: This correction is
effective as of the same date as
Treasury Decision 7755.

FOR FURTHER INFORMATION CONTACT:
David B. Cubeta of the legislation and
Regulations Division, Office of Chief
Counsel, Internal Revenue Service, 1111

Constitution Avenue, N.W., Washington,

DC 20224, Attention: CC:LR:T 202-566-
3297,

SUPPLEMENTARY INFORMATION:
Background

On January 19, 1981, the Federal
Register published Treasury Decision
7755 (46 FR 4873) which amended the
temporary regulations under the Crude
Oil Windfall Profit Tax Act of 1980 (26
CFR Part 150). The new temporary
regulations related primarily to
administrative aspects of the tax, The
text of the temporary regulations also
served as the text of proposed
regulations under 26 CFR Part 51 (46 FR
4950),

Need for Correction

The need for correction arises from
the erroneous deletion of a sentence in
paragraph (a) of § 150.4997-1. This
document corrects the error by adding
the deleted sentence.

Drafting Information

. The principal author of this correction
is David B. Cubeta of the Legislation and
Regulations Division, Office of Chief
Counsel, Internal Revenue Service,

Correction of Treasury Decision

Accordingly, FR Doc. 811850 (46 FR
4873) is amended as follows:

In Par. 8 on page 4884, § 150,4997-1 is
amended by revising the portion of
paragraph (a) that follows subparagraph
(2) to read as follows:

§ 150.4997-1 Returns and recordkeeping.
(a) Returns. * * *

Every producer taking the net income
limitation provided by section 4988(b)
into account in making windfall profit
tax deposits shall file quarterly and
annual statements in accordance with
forms and instructions provided for that
purpose. See § 150.6076-1 for the rules
relating to the time for filing the returns

required by this section.
David E. Dickinson,

Acting Director, Legisiation and Regulotions
Division.

[FR Doc. B1-405¢ Fled 2-5-87; 845 am|

BILLING CODE 4830-01-M

26 CFR Part 150
[T.D. 7755]

Temporary Excise Tax Regulations
Under the Crude Oil Windfall Profit Tax
Act of 1980; Windfall Profit Tax
Administrative Provisions

Corrections

In FR Doc. 81-1850 appearing on page
4873 in the issue of Monday, January 19,
1981, on page 4879, in the second
column, the last twenty-six lines
(including the stars) should be deleted:
in the third column, delete the first nine
lines from the top.

BILLING CODE 1505-01-M

DEPARTMENT OF LABOR

Wage and Hour Division, Employment
Standards Administration

29 CFR Part 4

Service Contract Act; Labor Standards
for Federal Service Contracts

Correction

In FR Doc. 81-1362 appearing on page
4320 in the issue of Priday, January 16.
1981, make the following corrections:

(1) Within paragraph (g) of § 4.4, in
the line that is fourth from the top of the




