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DEPARTMENT OF THE TREASURY

I nt ernal Revenue Service

26 CFR Parts 1 and 602

[ TD 9004]

RIN 1545- AWD8

Real Estate Mortgage I nvestnent Conduits

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Final regulations.

SUMMARY: Thi s docunent contains final regulations relating to
safe harbor transfers of noneconom c residual interests in
real estate nortgage investnent conduits (REMCs). The final
regul ati ons provide additional linmtations on the

circunst ances under which transferors may claimsafe harbor
treat ment.

DATES: Effective Date: These regulations are effective July

19, 2002.

Applicability Date: For dates of applicability, see

§1. 860E- (1) (c)(10).

FOR FURTHER | NFORMATI ON CONTACT: Courtney Shepardson at (202)
622-3940 (not a toll-free nunber).

SUPPLEMENTARY | NFORMATI ON:

Paperwor k Reducti on Act

The collection of information in this final rule has been



revi ewed and, pending receipt and eval uation of public
comments, approved by the O fice of Managenent and Budget
(OvB) under 44 U.S.C. 3507 and assigned control nunber 1545-
1675.

The collection of information in this regulation is in
81. 860E-1(c)(5)(ii). This information is required to enable
the IRS to verify that a taxpayer is conplying with the
conditions of this regulation. The collection of information
is mandatory and is required. O herw se, the taxpayer wll
not receive the benefit of safe harbor treatnment as provided
in the regulation. The likely respondents are busi nesses and
other for-profit institutions.

Comments on the collection of information should be sent
to the O fice of Managenent and Budget, Attn: Desk Officer for
the Departnment of the Treasury, O fice of Information and
Regul atory Affairs, Washington, DC, 20503, with copies to the
| nternal Revenue Service, Attn: IRS Reports Clearance Oficer,
W CAR: MP: FP: S, Washi ngton, DC 20224. Comments on the
collection of information should be received by Septenber 17,
2002. Coments are specifically requested concerning:

Whet her the collection of information is necessary for
t he proper performance of the functions of the Internal

Revenue Service, including whether the information will have



practical utility;

The accuracy of the estimated burden associated with the
coll ection of information (see bel ow);

How the quality, utility, and clarity of the informtion
to be collected may be enhanced;

How t he burden of conplying with the collection of
information may be mnim zed, including through the
application of automated coll ection techni ques or other forns
of information technol ogy; and

Esti mates of capital or start-up costs and costs of
operati on, maintenance, and purchase of service to provide
i nformation.

An agency nmay not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control number assigned by the Ofice of
Managenment and Budget.

The estimated total annual reporting burden is 470 hours,
based on an estimated nunber of respondents of 470 and an
esti mated average annual burden hours per respondent of one
hour .

Books or records relating to a collection of information
must be retained as long as their contents may becone materi al

in the adm nistration of any internal revenue |law. GCenerally,



tax returns and tax return information are confidential, as
required by 26 U S. C. 6103.
Backgr ound

Thi s docunent contains final regulations regarding the
proposed anmendnments to 26 CFR part 1 under section 860E of the
I nternal Revenue Code (Code). The regulations provide the
ci rcunst ances under which a transferor of a noneconom c REMC
residual interest neeting the investigation and representation
requi renments may avail itself of the safe harbor by satisfying
either the fornula test or the asset test.

Fi nal regul ations governing REM Cs, issued in 1992,
contain rules governing the transfer of noneconomc REMC
residual interests. 1In general, a transfer of a noneconomc
residual interest is disregarded for all tax purposes if a
significant purpose of the transfer is to enable the
transferor to inpede the assessnent or collection of tax. A
pur pose to i npede the assessnent or collection of tax (a
wr ongful purpose) exists if the transferor, at the tinme of the
transfer, either knew or should have known that the transferee
woul d be unwilling or unable to pay taxes due on its share of
the REM C s taxable incone.

Under a safe harbor, the transferor of a REMC

noneconom c residual interest is presuned not to have a



wrongful purpose if two requirenents are satisfied: (1) the
transferor conducts a reasonable investigation of the
transferee's financial condition (the investigation
requirement); and (2) the transferor secures a representation
fromthe transferee to the effect that the transferee

under stands the tax obligations associated with holding a
residual interest and intends to pay those taxes (the
representation requirenent).

The I RS and Treasury have been concerned that sone
transferors of noneconom c residual interests claimthey
satisfy the safe harbor even in situations where the econoni cs
of the transfer clearly indicate the transferee is unwlling
or unable to pay the tax associated with holding the interest.
For this reason, on February 7, 2000, the IRS published in the
Federal Register (65 FR 5807) a notice of proposed rul emaking
(REG 100276-97; REG 122450-98) designed to clarify the safe
har bor by adding the “fornula test,” an econom c test. The
proposed regul ati on provi des that the safe harbor is
unavai | abl e unl ess the present value of the anticipated tax
liabilities associated with holding the residual interest does
not exceed the sumof: (1) the present value of any
consideration given to the transferee to acquire the interest;

(2) the present value of the expected future distributions on



the interest; and (3) the present value of the anticipated tax
savi ngs associated with holding the interest as the REMC
generates | osses.

The notice of proposed rul emaki ng al so contained rul es
for FASITs. Section 1.860H-6(g) of the proposed regul ations
provi des requirements for transfers of FASIT ownership
interests and adopts a safe harbor by reference to the safe
har bor provisions of the REM C regul ati ons.

I n January 2001, the IRS published Rev. Proc. 2001-12
(2001-3 I.R. B. 335) to set forth an alternative safe harbor
t hat taxpayers could use while the IRS and the Treasury
consi dered comments on the proposed regul ations. Under the
alternative safe harbor, if a transferor neets the
i nvestigation requirement and the representation requirenent
but the transfer fails to neet the fornula test, the
transferor may invoke the safe harbor if the transferee neets
a two-prong test (the asset test). A transferee generally
nmeets the first prong of this test if, at the tinme of the
transfer, and in each of the two years preceding the year of
transfer, the transferee’s gross assets exceed $100 mllion
and its net assets exceed $10 mllion. A transferee generally
nmeets the second prong of this test if it is a donestic,

t axabl e corporation and agrees in witing not to transfer the



interest to any person other than another donestic, taxable
corporation that also satisfies the requirements of the asset
test. A transferor cannot rely on the asset test if the
transferor knows, or has reason to know, that the transferee
will not conply with its witten agreenent to limt the
restrictions on subsequent transfers of the residual interest.

Rev. Proc. 2001-12 provides that the asset test fails to be
satisfied in the case of a transfer or assignnment of a noneconomnic
residual interest to a foreign branch of an otherwi se eligible
transferee. |If such a transfer or assignnment were permtted, a
corporate taxpayer m ght seek to claimthat the provisions of an
applicable income tax treaty would resource excess inclusion inconme
as foreign source inconme, and that, as a consequence, any U S. tax
liability attributable to the excess inclusion income could be offset
by foreign tax credits. Such a claimwould inpede the assessnent or
collection of U S. tax on excess inclusion income, contrary to the
congressi onal purpose of assuring that such income will be taxable in
all events. See, e.g., sections 860E(a)(1l), (b), (e) and 860G b) of
t he Code.

The Treasury and the I RS have | earned that certain
t axpayers transferring nonecononm c residual interests to
foreign branches have attenpted to rely on the fornmula test to

obtain safe harbor treatnent in an effort to inpede the



assessnment or collection of U S. tax on excess inclusion
income. Accordingly, the final regulations provide that if a
noneconom c residual interest is transferred to a foreign
per manent establishment or fixed base of a U S. taxpayer, the
transfer is not eligible for safe harbor treatnent under
either the asset test or the fornmula test. The final
regul ations also require a transferee to represent that it
wi Il not cause incone fromthe noneconom c residual interest
to be attributable to a foreign permanent establishment or
fi xed base.

Section 1.860E-1(c)(8) provides conputational rules that
a taxpayer may use to qualify for safe harbor status under the
formula test. Section 1.860E-1(c)(8)(i) provides that the
transferee is presuned to pay tax at a rate equal to the
hi ghest rate of tax specified in section 11(b). Sone
comment ators were concerned that this presuned rate of
taxation was too high because it does not take into
consi deration taxpayers subject to the alternative m ninmumtax
rate. In light of the coments received, this provision has
been anended in the final regulations to allow certain
transferees that conpute their taxable inconme using the
alternative mninumtax rate to use the alternative m ni mum
tax rate applicable to corporations.

Additionally, 81.860E-1(c)(8)(iii) provides that the



present values in the forrmula test are to be conmputed using a
di scount rate equal to the applicable Federal short-termrate
prescri bed by section 1274(d). This is a change fromthe
proposed regul ation and Rev. Proc. 2001-12. In those
publications the provision stated that “present values are
conputed using a discount rate equal to the applicable Federal
rate prescribed in section 1274(d) conpounded sem annual |l y”
and that “[a] |ower discount rate may be used if the
transferee can denonstrate that it regularly borrows, in the
course of its trade or business, substantial funds at such

| ower rate froman unrelated third party.” The IRS and the
Treasury Departnent have | earned that, based on this

provi sion, certain taxpayers have been attenpting to use
unrealistically Iow or zero interest rates to satisfy the
formula test, frustrating the intent of the test.
Furthernmore, the Treasury Departnent and the I RS believe that
arule allowing for a rate other than a rate based on an

obj ective index woul d add unnecessary conplexity to the safe
harbor. As a result, the rule in the proposed regul ati ons
that permts a transferee to use a | ower discount rate, if the
transferee can denonstrate that it regularly borrows
substantial funds at such lower rate, is not included in the
final regul ations; and the Federal short-termrate has been

substituted for the applicable Federal rate. To sinplify



t axpayers’ conputations, the final regulations allow use of
any of the published short-termrates, provided that the
present val ues are conputed with a correspondi ng period of
conpoundi ng. Wth the exception of the provisions relating to
transfers to foreign branches, these changes generally have
t he proposed applicability date of February 4, 2000, but
t axpayers may choose to apply the interest rate formula set
forth in the proposed regul ation and Rev. Proc. 2001-12 for
transfers occurring before August 19, 2002.

It is anticipated that when final regul ati ons are adopted
with respect to FASITs, 81.860H-6(g) of the proposed
regul ations will be adopted in substantially its present form
with the result that the final regulations contained in this
docunment will also govern transfers of FASIT ownership
interests with substantially the same applicability date as is
contained in this docunent.
Ef fect on Other Docunents

Rev. Proc. 2001-12 (2001-3 I.R B. 335) is obsolete for
transfers of noneconom c residual interests in REM Cs
occurring on or after August 19, 2002.
Speci al Anal yses

It is hereby certified that these regulations wll not
have a significant econom c inpact on a substantial number of

smal |l entities. This certification is based on the fact that

10



it is unlikely that a substantial number of small entities
will hold REM C residual interests. Therefore, a Regul atory
Flexibility Analysis under the Regulatory Flexibility Act (5
U. S.C. chapter 6) is not required. It has been determ ned
that this Treasury decision is not a significant regul atory
action as defined in Executive Order 12866. Therefore, a
regul atory assessnent is not required. It also has been
determ ned that sections 553(b) and 553(d) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) do not apply
to these regul ati ons.
Drafting Information

The princi pal author of these regulations is Courtney
Shepardson. However, other personnel fromthe IRS and
Treasury Departnment participated in their devel opnment.
Li st of Subjects

26 CFR Part 1

| ncone taxes, Reporting and record keeping requirenents.

26 CFR Part 602

Reporting and record keeping requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anmended as
foll ows:
PART 1--1 NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues

11



to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2. In 81.860A-0, entries in the outline for 81.860E-
1 (c)(5) through (c)(10) are added to read as foll ows:

§1.860A-0 CQutline of REM C provisions.

*x * * * *

81.860E-1 Treatnment of taxable income of a residual interest
hol der in excess of daily accruals.

* * * * *

(C) L

(5) Asset test.

(6) Definitions for asset test.

(7) Formula test.

(8) Conditions and limtations on formula test.
(9) Exanples.

(10) Effective dates.

*

* * * %

Par. 3. Section 1.860E-1 is anended as foll ows:

1. Paragraph (c)(4)(i) is anmended by renoving the
| anguage “and” at the end of the paragraph.

2. Paragraph (c)(4)(ii) is anmended by renoving the period
at the end of the paragraph and adding a semcolon in its
pl ace.

3. Paragraphs (c)(4)(iii) and (c)(4)(iv) are added.

4. Paragraphs (c)(5) through (c)(10) are added.

The additions read as foll ows:

81.860E-1 Treatnent of taxable incone of a residual interest

hol der in excess of daily accruals.

*x * * * %

(C) * * %

12



(4)* * *

(iii) The transferee represents that it will not cause
i ncome fromthe noneconom c residual interest to be
attributable to a foreign permanent establishnment or fixed
base (within the neaning of an applicable incone tax treaty)
of the transferee or another U.S. taxpayer; and

(iv) The transfer satisfies either the asset test in
paragraph (c)(5) of this section or the fornmula test in

paragraph (c)(7) of this section.

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

(i) At the time of the transfer, and at the cl ose of each
of the transferee’s two fiscal years preceding the
transferee’s fiscal year of transfer, the transferee’s gross
assets for financial reporting purposes exceed $100 mllion
and its net assets for financial reporting purposes exceed $10
mllion. For purposes of the preceding sentence, the gross
assets and net assets of a transferee do not include any
obligation of any related person (as defined in paragraph
(c)(B)(ii) of this section) or any other asset if a principal
pur pose for holding or acquiring the other asset is to permt

the transferee to satisfy the conditions of this paragraph

(c)(5)(i).
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(ii1) The transferee nmust be an eligible corporation
(defined in paragraph (c)(6)(i) of this section) and nust
agree in witing that any subsequent transfer of the interest
will be to another eligible corporation in a transaction that
sati sfies paragraphs (c)(4)(i), (ii), and (iii) and this
paragraph (c)(5). The direct or indirect transfer of the
residual interest to a foreign pernmanent establishnent (within
t he neaning of an applicable income tax treaty) of a donestic
corporation is a transfer that is not a transfer to an
eligible corporation. A transfer also fails to neet the
requi renents of this paragraph (c)(5)(ii) if the transferor
knows, or has reason to know, that the transferee will not
honor the restrictions on subsequent transfers of the residual
i nterest.

(iii) A reasonable person would not conclude, based on
the facts and circunstances known to the transferor on or
before the date of the transfer, that the taxes associ ated
with the residual interest will not be paid. The
consideration given to the transferee to acquire the
noneconom c residual interest in the REMC is only one factor
to be considered, but the transferor will be deened to know
that the transferee cannot or will not pay if the anount of
consideration is so |low conpared to the liabilities assuned

that a reasonabl e person would conclude that the taxes

14



associated with holding the residual interest will not be
paid. In determ ning whether the ampbunt of consideration is
too |l ow, the specific terns of the forrmula test in paragraph
(c)(7) of this section need not be used.

(6) Definitions for asset test. The foll ow ng

definitions apply for purposes of paragraph (c)(5) of this
section:

(i) ElLigible corporation neans any donestic C corporation

(as defined in section 1361(a)(2)) other than—-

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

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

(C) A REMC; or

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

(ii) Related person is any person that--

(A) Bears a relationship to the transferee enunerated in
section 267(b) or 707(b)(1), using “20 percent” instead of *“50
percent” where it appears under the provisions; or

(B) I's under common control (w thin the neaning of
section 52(a) and (b)) with the transferee.

(7) Eornmula test. The transfer satisfies the formula

test if the present value of the anticipated tax liabilities

associated with holding the residual interest does not exceed
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the sum of - —

(i) The present value of any consideration given to the
transferee to acquire the interest;

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

(iii) The present value of the anticipated tax savings
associated with holding the interest as the REM C generates
| osses.

(8) Conditions and limtations on forrmula test. The

following rules apply for purposes of the fornmula test in
paragraph (c)(7) of this section.

(i) The transferee is assuned to pay tax at a rate equal
to the highest rate of tax specified in section 11(b)(1). |If
the transferee has been subject to the alternative m nimum tax
under section 55 in the preceding two years and will conpute
its taxable income in the current taxable year using the
alternative mnimumtax rate, then the tax rate specified in
section 55(b)(1)(B) my be used in |ieu of the highest rate
specified in section 11(b)(1).

(ii) The direct or indirect transfer of the residual
interest to a foreign permanent establishment or fixed base
(within the neaning of an applicable inconme tax treaty) of a
donestic transferee is not eligible for the fornula test.

(iii) Present values are conputed using a discount rate

16



equal to the Federal short-termrate prescribed by section
1274(d) for the nonth of the transfer and the conpoundi ng
period used by the taxpayer.

(9) Exanples. The followi ng exanples illustrate the
rules of this section:

Exanple 1. Transfer to partnership. X transfers a
noneconom c residual interest in a REMC to Partnership Pin a
transaction that does not satisfy the fornula test of
paragraph (c)(7) of this section. Y and Z are the partners of
P. Even if Y and Z are eligible corporations that satisfy the
requi renments of paragraph (c)(5)(i) of this section, the
transfer fails to satisfy the asset test requirenents found in
paragraph (c)(5)(ii) of this section because Pis a
partnership rather than an eligible corporation within the
meani ng of (c)(6)(i) of this section.

Exanple 2. Transfer to a corporation wthout capacity to
carry additional residual interests. During the first ten
nmont hs of a year, Bank transfers five residual interests to
Cor poration U under circunmstances neeting the requirenments of
t he asset test in paragraph (c)(5) of this section. Bank is
the major creditor of U and consequently has access to U's
financial records and has know edge of U s financial
circunmstances. During the last nmonth of the year, Bank
transfers three additional residual interests to Uin a
transaction that does not neet the fornula test of paragraph
(c)(7) of this section. At the tine of this transfer, Us
financial records indicate it has retained the previously
transferred residual interests. Us financial circunstances,
including the aggregate tax liabilities it has assunmed with
respect to REM C residual interests, would cause a reasonabl e
person to conclude that Uwill be unable to neet its tax
liabilities when due. The transfers in the last nonth of the
year fail to satisfy the investigation requirenment in
paragraph (c)(4)(i) of this section and the asset test
requi renment of paragraph (c)(5)(iii) of this section because
Bank has reason to know that U will not be able to pay the tax
due on those interests.

Exanple 3. Transfer to a foreign pernanent establishnent
of an eliqgible corporation. R transfers a noneconom c
residual interest in a REMC to the foreign permnent

17



est abli shment of Corporation I. Solely because of paragraph
(c)(8)(ii) of this section, the transfer does not satisfy the
formula test of paragraph (c)(7) of this section. In
addition, even if T is an eligible corporation, the transfer
does not satisfy the asset test because the transfer fails the
requi renments of paragraph (c)(5)(ii) of this section.

(10) Effective dates. Paragraphs (c)(4) through (c)(9)

of this section are applicable to transfers occurring on or
after February 4, 2000, except for paragraphs (c)(4)(iii) and
(c)(8)(iii) of this section, which are applicable for
transfers occurring on or after August 19, 2002. For the
dates of applicability of paragraphs (a) through (c)(3) and
(d) of this section, see 81.860A-1

m—_—

PART 602-- OVB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON
ACT

Par. 4. The authority citation for part 602 continues to
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read as foll ows:
Aut hority: 26 U. S.C. 7805.
Par. 5. In 8602.101, paragraph (b) is amended by addi ng
an entry in nunerical order to the table to read in part as
foll ows:

8602. 101 OMB Control nunbers.

* * *x k% %

(b) * % %
CFR part or section where Current OVB
identified and described control No.

* * * * *

1.860E-1. ... . . . . . 1545- 1675

* * % *x %

Robert E. Wenzel,

Deputy Conmm ssioner of Internal Revenue.

Approved: July 10, 2002

Panela F. d son,

Acting Assistant Secretary of the Treasury.
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