
Section 856.—Definition of
Real Estate Investment Trust

(Also § 857.)

REIT noncustomary service income.
Guidance is provided under sections 856
and 857(b)(7) of the Code when a REIT
forms a taxable REIT subsidiary (TRS) to
provide noncustomary services to tenants
of the REIT and no service charges are
separately stated from the rents paid by
the tenants to the REIT.

Rev. Rul. 2002–38

ISSUE

If a real estate investment trust (REIT)
forms a taxable REIT subsidiary (TRS) to
provide noncustomary services to tenants
of the REIT and no service charges are
separately stated from the rents paid by
the tenants to the REIT, how is the
REIT’s income from the services treated
under §§ 856 and 857(b)(7) of the Inter-
nal Revenue Code?

FACTS

Situation 1

Corporation R, which has elected to be
a REIT as defined in § 856, owns residen-
tial apartment buildings. R forms a
wholly-owned subsidiary, corporation T,
to provide housekeeping services to ten-

ants of R’s apartment buildings. The ser-
vices do not qualify as customary services
under § 1.856–4(b)(1) of the Income Tax
Regulations. R and T jointly elect under
§ 856(l) to treat T as a TRS of R.

Employees of T perform all of the
housekeeping services received by R’s
tenants, including administration and
management of the services. T pays all
costs of providing the services, such as its
employees’ salaries and the costs of their
uniforms, equipment, and supplies. To
carry out the housekeeping operations, T
also rents space in R’s apartment build-
ings in accordance with § 856(d)(8)(A). T
makes no payments to R other than its
rental payments for that space. The
annual value of the housekeeping services
provided at each property exceeds one
percent of the total annual amount
received by R from the property.

Charges to the tenants for the house-
keeping services are not separately stated
from the rents that the tenants pay to R
for the use of their apartments. T does not
enter into contracts with the tenants for
the performance of the housekeeping ser-
vices. R compensates T for providing the
services by paying T an amount that is
160 percent of T’s direct cost of providing
the services. T reports the full amount of
R’s payment as gross income on T’s fed-
eral income tax return.

Situation 2

The facts are the same as in Situation
1 except that R compensates T for provid-
ing the services by paying T an amount
that is 125 percent of T’s direct cost of
providing the services, and that payment
is less than the arm’s length charge under
§ 482 for providing the services.

LAW

For taxable years beginning after
December 31, 2000, §§ 856 and 857(b)(7)
provide special rules for a corporation
that is a TRS within the meaning of
§ 856(l). Those rules, which allow a TRS
to provide noncustomary services to ten-
ants of its REIT, govern the relationship
between the REIT and the TRS.

To qualify as a REIT, an entity must
derive at least 95 percent of its gross
income from sources listed in § 856(c)(2)
and at least 75 percent of its gross income
from sources listed in § 856(c)(3). “Rents

from real property” are among the
sources listed in both of those sections.
Section 856(d)(1) defines rents from real
property to include rents from interests in
real property, charges for services cus-
tomarily rendered in connection with the
rental of real property, and rent attribut-
able to certain leased personal property.
However, § 856(d)(2)(C) excludes
“impermissible tenant service income”
from the definition of rents from real
property. Pursuant to § 856(d)(7)(A),
impermissible tenant service income
means, with respect to any real property,
any amount received by a REIT for ser-
vices rendered by the REIT to tenants of
the property. Section 856(d)(7)(C)(i) pro-
vides that services rendered through a
TRS are not treated as rendered by its
REIT for purposes of § 856(d)(7)(A).
Thus, services rendered by a TRS do not
give rise to impermissible tenant service
income.

Section 857(b)(7)(A) imposes for each
taxable year of a REIT a tax equal to 100
percent of “redetermined rents.” Section
857(b)(7)(B)(i) provides that redeter-
mined rents mean rents from real property
(as defined in § 856(d)) to the extent the
amount of the rents would (but for
§ 857(b)(7)(E)) be reduced on allocation
under § 482 to clearly reflect income as a
result of services rendered by a TRS to a
tenant of its REIT. Section 482 provides
that when two or more organizations,
trades, or businesses are owned or con-
trolled directly or indirectly by the same
interests (controlled organizations), the
Secretary may allocate gross income
between or among those controlled orga-
nizations if the Secretary determines that
such allocation is necessary to clearly
reflect the income of any of those con-
trolled organizations. Pursuant to
§ 1.482–1(b)(1), the standard applied in
determining the true taxable income of a
controlled organization is that of an orga-
nization dealing at arm’s length with an
uncontrolled organization. Section 1.482–
2(b)(3) defines an arm’s length charge for
services provided between controlled
organizations, regardless of whether the
services are an integral part of either
organization’s business activity (the § 482
arm’s length charge). Section 857(b)
(7)(E) provides that the imposition of tax
under § 857(b)(7)(A) is in lieu of alloca-
tion under § 482.
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Section 857(b)(7)(B)(ii) through (vii)
contains exceptions, or safe harbors, from
the 100 percent tax on redetermined rents.
For example, pursuant to § 857(b)(7)(B)
(vi), the definition of redetermined rents
does not apply to any service rendered by
a TRS to a tenant of its REIT if the gross
income of the TRS from the service is at
least 150 percent of the TRS’s direct cost
in rendering the service. Other safe har-
bors in § 857(b)(7)(B) cover customary
services, services giving rise to de mini-
mis amounts, services priced comparably
to those provided by the TRS to unrelated
persons, certain services with separately
stated charges, and services excepted by
the Secretary.

ANALYSIS

If a REIT forms a TRS to provide non-
customary services to the REIT’s tenants
and no service charges are separately
stated from the tenants’ rents, a primary
question in determining the treatment of
the REIT’s income from the services is
whether they are considered to be ren-
dered by the REIT, or by the TRS, for
purposes of § 856(d)(7). If rendered by
the TRS and hence described in
§ 856(d)(7)(C)(i), the services do not give
rise to impermissible tenant service
income. All relevant facts and circum-
stances must be considered in determin-
ing the provider of the services for this
purpose.

In Situations 1 and 2, charges to the
tenants for the housekeeping services are
not separately stated from the rents that
the tenants pay to R for the use of their
apartments. As a result, the amounts of
the rents reflect the availability and use of
those services. In other words, R receives
greater rental payments than it would
have received if the services had not been
provided to its tenants. However, the
structure of the 100 percent tax on rede-
termined rents indicates that Congress did
not intend the lack of a separately stated
service charge, by itself, to cause services
to be treated as rendered by a REIT,
rather than its TRS. In Situations 1 and 2,
employees of T perform all of the house-
keeping services received by R’s tenants,
including administration and management
of the services. T pays all costs of provid-
ing the services, such as its employees’
salaries and the costs of their uniforms,
equipment, and supplies. T also rents

space to carry out the housekeeping
operations and makes no payments to R
other than its rental payments for that
space. For purposes of § 856(d)(7)(C)(i),
in those circumstances the services are
considered to be rendered by T, rather
than R, even though no service charges
are separately stated from the tenants’
rents. Accordingly, the services do not
give rise to impermissible tenant service
income and thus do not cause any portion
of the rents received by R to fail to
qualify as rents from real property under
§ 856(d).

As rents from real property, those rents
are subject to being treated as redeter-
mined rents under § 857(b)(7)(B)(i). That
section provides that redetermined rents
mean rents from real property (as defined
in § 856(d)) to the extent the amount of
the rents would (but for § 857(b)(7)(E))
be reduced on allocation under § 482 to
clearly reflect income as a result of ser-
vices rendered by a TRS to a tenant of its
REIT. Section 482 allows the Secretary to
allocate income from a REIT to its TRS
to reflect the § 482 arm’s length charge
for the TRS’s services. However, the 100
percent tax on redetermined rents is not
imposed with respect to services
described in a safe harbor of § 857(b)
(7)(B).

In Situation 1, R compensates T for
providing the housekeeping services by
paying it an amount that is 160 percent of
T’s direct cost of providing the services,
and T reports the full amount of R’s pay-
ment as gross income on T’s federal
income tax return. Pursuant to the safe
harbor of § 857(b)(7)(B)(vi), the defini-
tion of redetermined rents does not apply
to any service rendered by a TRS to a
tenant of its REIT if the TRS’s gross
income from the service is at least 150
percent of its direct cost in rendering the
service. In Situation 1, that safe harbor
protects R from imposition of the 100
percent tax on redetermined rents. How-
ever, if the amount paid by R to T is less
than the § 482 arm’s length charge for
providing the services, income is allo-
cable from R to T under § 482 to reflect
that charge. Section 857(b)(7)(E) does not
preclude allocation under § 482 of
income on which the 100 percent tax is
not imposed. Income so allocated from R
to T under § 482 would be deductible by
R under § 162 and thus would reduce R’s

taxable income, but not its gross income.
Such allocation under § 482 would not
cause any portion of the rents received by
R to fail to qualify as rents from real
property under § 856(d).

In Situation 2, R compensates T by
paying it an amount that is 125 percent of
T’s direct cost of providing the services,
and that payment is less than the § 482
arm’s length charge. In Situation 2, no
safe harbor protects R from imposition of
the 100 percent tax on redetermined rents.
As a result, § 857(b)(7)(A) imposes on R
a tax equal to the amount that would (but
for imposition of that tax) be allocated
under § 482 from R to T to reflect the
§ 482 arm’s length charge for providing
the services. In other words, the tax is
equal to the amount by which the § 482
arm’s length charge exceeds the payment
from R to T. Pursuant to § 857(b)(7)(E),
imposition of that tax is in lieu of alloca-
tion of the same amount from R to T
under § 482. Imposition of that tax does
not cause any portion of the rents
received by R to fail to qualify as rents
from real property under § 856(d).

HOLDINGS

(1) In Situation 1, the housekeeping
services are considered to be rendered by
T, rather than R, for purposes of
§ 856(d)(7)(C)(i). Accordingly, the ser-
vices do not give rise to impermissible
tenant service income and thus do not
cause any portion of the rents received by
R to fail to qualify as rents from real
property under § 856(d). The safe harbor
of § 857(b)(7)(B)(vi) protects R from
imposition of the 100 percent tax on rede-
termined rents. However, if the amount
paid by R to T represents less than the
§ 482 arm’s length charge for providing
the services, income is allocable from R
to T under § 482. Income so allocated
from R to T under § 482 would be
deductible by R under § 162 and thus
would reduce R’s taxable income, but not
its gross income. Such allocation under
§ 482 would not cause any portion of the
rents received by R to fail to qualify as
rents from real property under § 856(d).

(2) In Situation 2, the housekeeping
services are considered to be rendered by
T for purposes of § 856(d)(7)(C)(i).
Accordingly, the services do not give rise
to impermissible tenant service income
and thus do not cause any portion of the
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rents received by R to fail to qualify as
rents from real property under § 856(d).
However, no safe harbor protects R from
imposition of the 100 percent tax on rede-
termined rents. Section 857(b)(7)(A)
imposes on R a tax equal to the amount
by which the § 482 arm’s length charge
for providing the services exceeds the
payment from R to T. Imposition of that
tax is in lieu of allocation of that amount
from R to T under § 482 and does not
cause any portion of the rents received by
R to fail to qualify as rents from real
property under § 856(d).

DRAFTING INFORMATION

The principal author of this revenue
ruling is Jonathan D. Silver of the Office
of Associate Chief Counsel (Financial
Institutions and Products). For further
information regarding this revenue ruling,
contact Mr. Silver at (202) 622–3920 (not
a toll-free call).

Section 857.—Taxation of
Real Estate Investment Trusts
and Their Beneficiaries

If a REIT forms a taxable REIT subsidiary to
provide noncustomary services to tenants of the
REIT and no service charges are separately stated
from the rents paid by the tenants to the REIT, how
is the REIT’s income from the services treated under
section 857(b)(7). See Rev. Rul. 2002–38, page 4.

Section 1502.— Regulations

26 CFR 1.1502–21: Net operating losses.

T.D. 8997

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Carryback of Consolidated
Net Operating Losses to
Separate Return Years

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Temporary regulations.

SUMMARY: This document contains
regulations under section 1502 that affect
corporations filing consolidated returns.
These regulations permit certain acquir-
ing consolidated groups to elect to waive
all or a portion of the pre-acquisition por-
tion of the 5-year carryback period under
section 172(b)(1)(H) for certain losses
attributable to certain acquired members.
The text of these temporary regulations
also serves as the text of the proposed
regulations set forth in the notice of pro-
posed rulemaking (REG–122564–02) on
this subject in this issue of the Bulletin.

DATES: Effective Date: These temporary
regulations are effective May 31, 2002.

Applicability Date: These regulations
apply to consolidated net operating losses
arising in taxable years ending during
2001 and 2002.

FOR FURTHER INFORMATION CON-
TACT: Marie Milnes-Vasquez of the
Office of Associate Chief Counsel (Cor-
porate), (202) 622–7770 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

These regulations are being issued
without prior notice and public procedure
pursuant to the Administrative Procedure
Act (5 U.S.C. 553). For this reason, the
collection of information contained in
these regulations has been reviewed and,
pending receipt and evaluation of public
comments, approved by the Office of
Management and Budget under control
number 1545–1790. Responses to this
collection of information are required to
obtain a benefit.

An agency may not conduct or spon-
sor, and a person is not required to
respond to, a collection of information
unless it displays a valid control number
assigned by the Office of Management
and Budget.

For further information concerning
this collection of information, and where
to submit comments on the collection of
information and the accuracy of the esti-
mated burden, and suggestions for reduc-
ing this burden, please refer to the pre-
amble to the cross-referencing notice of

proposed rulemaking published in the
Proposed Rules section of the Federal
Register.

Books or records relating to the collec-
tion of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

On July 2, 1999, the IRS and Treasury
published in the Federal Register (64 FR
36092 (T.D. 8823, 1999–2 C.B. 34)) final
regulations regarding certain deductions
and losses of members that join a consoli-
dated group. These regulations added
§ 1.1502–21(b)(3)(ii)(B), which permits
an acquiring consolidated group to elect
to waive, with respect to all consolidated
net operating losses attributable to certain
acquired members, the portion of the car-
ryback period for which the corporation
was a member of another group.

Section 172(b)(1) provides, in part,
that a net operating loss for any taxable
year must generally be carried back to
each of the 2 taxable years preceding the
taxable year of the loss. Section 172(b)(3)
provides that any taxpayer entitled to a
carryback period under section 172(b)(1)
may elect to relinquish the carryback
period with respect to a loss for any tax-
able year. An election to relinquish the
carryback period under section 172(b)(3)
must be made by the due date (including
extensions) of the taxpayer’s return for
the taxable year of the loss and in the
manner prescribed by the Secretary. Nor-
mally, this election is irrevocable.

Section 172(b)(1)(H), which was
enacted as part of the Job Creation and
Worker Assistance Act of 2002 (the Act),
extended the 2-year carryback period to 5
years for losses arising in taxable years
ending during 2001 and 2002 (hereafter,
2001 and 2002). Section 172(j), which
was also enacted as part of the Act,
allows a taxpayer entitled to the 5-year
carryback period under sect ion
172(b)(1)(H) to elect to relinquish that
carryback period with respect to a loss for
any taxable year. A taxpayer making this
election generally must apply the 2-year
carryback period set forth in section
172(b)(1), unless the taxpayer also elects
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