
 

 

 

 

Desert Capital: A REIT’s guide to transfer pricing? 

Introduction 
A court case focusing on intercompany transactions between a Real Estate Investment Trust (“REIT”) and its 

Taxable REIT Subsidiary (“TRS”) was recently concluded. Desert Capital REIT, Inc. vs. United States of America 

involves the ruling in which the US Bankruptcy Appellate Panel of the Ninth Circuit (“Court”) upheld an Internal 

Revenue Service (“IRS”) transfer pricing adjustment on an expense sharing arrangement between the REIT and 

the TRS. The case is significant because it specifically addresses the interplay between the REIT rules in Section 

857(b)(7) and the transfer pricing rules in Section 482 of the Internal Revenue Code (“IRC”). Additionally, this is 

the first public case whereby a Court supported the IRS position on a REIT-TRS transaction and sustained the 

100% excise tax.  

Background 

Prior to bankruptcy, Desert Capital REIT, Inc. (“DC REIT” or the “Company”) was a mortgage REIT which 

engaged in the origination and financing of short-term mortgage loans in the south western United States. DC 

REIT owned a taxable REIT subsidiary (“DC TRS”) which held certain non-permissible assets. DC REIT had no 

employees and relied on third parties such as Burton Management Company, Ltd (“Burton”) to conduct its 

operations. Certain expenses such as the management fees and incentive fees paid to Burton were allocated from 

DC REIT to DC TRS during the tax years 2006, 2007, and 2009.1 Other expenses allocated from DC REIT to DC 

TRS included board of director fees, and premiums relating to directors and operators (“D&O”) liability 

insurance. These expense sharing items are hereinafter collectively referred to as “Management Deductions.” 

It should be noted that the Company did not allocate any Management Deductions under its original 2006 tax 

returns. However, the Company amended its 2006 tax returns (with the help from a new tax advisor) and 

increased the DC TRS’s share of Management Deductions under subsequent fillings. According to the tax returns 

filed for the tax years 2006 and 2007, DC REIT allocated 25% of the management fees it paid and 50% of the 

board expenses to DC TRS. For 2009, DC REIT allocated 20% of board expenses to DC TRS. The expense 

allocations increased DC TRS’s deductions and reduced DC TRS’s tax liability, resulting in a tax refund to DC 

TRS for the aforementioned years. 

The amended tax returns prompted an IRS audit for the tax years 2006, 2007, and 2009. Under the audit, the 

IRS applied IRC Section 482 and found that a portion of the Management Deductions belonged to DC REIT 

resulting in Notices of Proposed Adjustments (“NOPAs”) for the aforementioned tax years. Under the NOPAs, 

the IRS used the relative asset values held by DC REIT and DC TRS to allocate Management Deductions. 

Because the transfer pricing adjustment involved a “re-determined deduction,” the IRS also imputed a 100% 

excise tax on the re-determined amount under IRC Section 857(b)(7)(A). The Company did not respond to the 

NOPAs which prompted the IRS to then issue a Notice of Deficiency (“NOD”). Given the Company’s bankruptcy 

status, the IRS also filed several claims (priority claims under IRC Section 507(a)(8) and general unsecured 

claims) against the Company which amounted to approximately $2.2M.  

                                                   
1 Note that 2008 was not covered under the IRS audit. 
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The Company objected to the claims made by the IRS by putting forth various arguments which included that 

the DC REIT effectively used the “profit split method” under the Section 482 Treasury Regulations (“482 

Regulations”) to allocate Management Deductions. Despite that fact, the Company claimed that Section 482 did 

not apply because the intercompany allocations between a REIT and TRS were, by law, held only to a 

“reasonableness” standard. Furthermore, the Company claimed that IRS never proved that the Company’s 

existing methodology was unreasonable and the IRS’s transfer pricing analysis was based on a minimal factual 

foundation. 

Court decision 
Based on the facts presented in the case, the Court disagreed with the Company’s claim that Section 482 did not 

apply to a transaction between a REIT and a TRS. In doing so, the Court sided with the IRS’s view that the IRS 

has broad discretion to select the “best method” under 482 Regulations to measure an arm’s length result 

between a REIT and a TRS (no different from any other related party transaction within non-REIT 

organizations). The best method is not required to be the same as or similar to the methods used by the taxpayer. 

The focus is on the reasonableness of the result.  

Furthermore, the Court stated that there is no authority that suggests that Sections 482 and 857(b)(7) of the IRC 

are mutually exclusive or that a different or “much lower” standard applies when the IRS is analyzing a 

transaction between a REIT and its TRS. Although REITs have been given special benefits under IRC, its 

allocation methodology must still satisfy the arm’s length requirement of Section 482.  

The Courts also noted that i) the Company offered no evidence as to what method DC REIT used to allocate the 

Management Deductions (note that DC REIT presented the profit split method non-contemporaneously – after 

the amended tax returns were filed under the help of yet another tax advisor); ii) why that method was 

reasonable; or iii) how that method was actually used to produce the allocations claimed. The Court also cited 

DC REIT’s original tax advisor which testified that the Management Deductions were not acceptable, lacked 

documentation, and that the IRS would not accept them, thus excluding such expense allocations from the 

original 2006 tax returns.  

The Court felt that the Company offered no evidence to show how much of the Management Deductions could be 

properly deductible by TRS as opposed to DC REIT, and this deductibility was ultimately the Company’s burden 

to show. The NOPAs, which provided the factual basis for the IRS’s redetermination of the Management 

Deductions, established a minimum factual foundation for the NOD and the Company failed to show that the 

IRS was arbitrary, excessive or without foundation. Therefore, the Court affirmed the IRS’s adjustments. 

Observations 
Desert Capital is a bankruptcy case of the Ninth Circuit which explicitly states that it has no precedential value. 2 

However, Desert Capital is the first public court case which upheld the application of the 100 percent excise tax 

in accordance with Section 857(b)(7)(A) since the REIT Modernization Act (“RMA”) was enacted in 2001. As 

such, this court case should therefore be of significant importance to the REIT industry – particularly given the 

increased audit activity this industry has witnessed in recent years. While many REITs have publicly disclosed 

transfer pricing audits with the IRS under various SEC Filings, many audits have resulted in IRS settlements 

which have eliminated the actual imputation of the 100 percent excise tax.  

                                                   
2 According to the Ninth Circuit, a ruling can be issued as an opinion or as a memorandum. In this case, the Desert Capital case 

was issued as a memorandum which meant it does not establish, alter, modify or clarify the law or involves a legal or factual issue 
of unique or substantial importance. If it did, an opinion would have been issued not a memorandum.  
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Desert Capital is also important because it is the first court case to opine on the interplay between the REIT rules 

under Section 857(b)(7) and the transfer pricing rules under Section 482. Prior to this court case there was 

considerable uncertainty about whether the “best method” rule under the 482 Regulations applied to 

intercompany transactions between a REIT and a TRS because Section 857(b)(7)(F) specifically calls for “any 

reasonable method.” The Court took an affirmative stance with respect to Section 482 and further opined that 

“…regardless of what method [DC REIT] used, even if a reasonable one, it still had to comply with IRC §482.” 

Based on the facts presented in the case, the Court determined that the allocation of Management Deductions 

did not meet the principles outlined in Section 482 and was therefore not reasonable from a REIT or transfer 

pricing perspective.  

Despite this Court’s ruling on the Desert Capital case, a question still remains about why Congress would 

specifically include language such as “any reasonable method” in their legislation if the “best method” rule had 

always been their intent? Such obscure language would only serve to confuse the general public. The answer may 

be buried in the legislative history of the RMA. As per the legislative history, Congress intended the “any 

reasonable method” language to specifically address the allocation of costs between a REIT to the TRS (as 

opposed to any other intercompany arrangements such as an intercompany lease or loan). For example, a 

taxpayer could use the relative share of assets as a method to allocate costs so long as this allocation key could be 

demonstrated to be reasonable for the expense sharing arrangement.  

This differs from the “best method” rule under the 482 Regulations because the best method rule applies to all 

types of intercompany transactions and seeks to identify the most reliable transfer pricing method (i.e., 

comparable uncontrolled price method, profit split method, etc.) to evaluate such a transaction based on the 

comparability and reliability of third party data. For example, under the best method rule, a taxpayer must use 

the comparable uncontrolled price method to price an interest rate associated with an intercompany loan if 

comparable third party loan data existed. Said differently, a taxpayer could not simply use a reasonable method 

to establish its related party interest rate and ignore comparable third party data. 

Under this context, it is clear that the “best method” rule and “any reasonable method” language are clearly 

designed to deal with two very different issues. Yet they are often compared to one another as in the Desert 

Capital case. In the end, although the Desert Capital case involve an intercompany expense sharing arrangement, 

the taxpayer lost this case because it was unable to prove that it used a reasonable method to allocate 

Management Deductions. It lacked any formal rationale / documentation for such allocations during the time of 

the transaction. As such, the taxpayer failed to demonstrate that it relied upon any reasonable method. 

The REIT rules and the transfer pricing rules are actually more complimentary to one another in ways than 

readers might not have appreciated. For example, the expense allocation rules under the 482 Regulations also 

call for a “reasonable method standard” which actually mirrors and expands upon the “any reasonable method” 

language under Section 857(b)(7)(F). 

“Reasonable method standard. Any reasonable method may be used to allocate and apportion 

costs under this section. In establishing the appropriate method of allocation and 

apportionment, consideration should be given to all bases and factors, including, for example, 

total services costs, total costs for a relevant activity, assets, sales, compensation, space 

utilized, and time spent. The costs incurred by supporting departments may be apportioned to 

other departments on the basis of reasonable overall estimates, or such costs may be reflected 

in the other departments’ costs by applying reasonable departmental overhead rates. 
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Allocations and apportionments of costs must be made on the basis of the full cost, as opposed 

to the incremental cost.”3 

Desert Capital illustrates the importance of Section 482 to a REIT’s intercompany arrangements. REITs with 

intercompany transactions (particularly those with expense sharing transactions) with their TRSs should 

consider the facts and arguments laid out under this case to avoid similar shortcomings that could lead to a 100 

percent excise tax. Some of these shortcomings include the timely evaluation of an intercompany arrangement 

and the development and documentation of such an evaluation under a transfer pricing policy.  

 

For additional information concerning this issue, please contact: 
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3 Treas. Reg. §1.482-9(k)(2)(i) 
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