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Dear

This letter responds to a letter, dated August 11, 2000, and
subsequent correspondence witten by your authorized
representative on behal f of X, requesting rulings under
8§ 1362(d)(3)(CO (i) of the Internal Revenue Code.

According to the information submtted, X was incorporated
on D1 and has el ected under 8§ 1362(a) to be an S corporation. X
has accunul ated earnings and profits.

X is in the business of owning, |easing, and managi ng the
Property. Through X' s nine full-tine enpl oyees and contractors,
X provides various services in | easing and managi ng the Property.
These services include: regular property inspection; conmmon area
mai nt enance; janitorial services (including cleaning of the
of fices of various tenants); maintenance and repair of buil ding
structural conponents and systens; nmaintenance of exterior areas
i ncl udi ng parking lots, parking deck (including attendant and
security), water fountain, clock tower, streets, and sidewal ks;
testing and mai ntenance of fire alarns and sprinklers; security
services and al arm nonitoring; |andscapi ng and grounds
mai nt enance; trash and snow renoval ; pest control; w ndow
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washi ng; construction and mai ntenance of all indoor and outdoor
signs; coordination of tenant inprovenents; and the handling of
tenant concerns and conpl aints.

In the fiscal year ending D2, X accrued approximately $x in
rents and incurred approximtely 3y in rel evant expenses.

To diversify its business holdings, X wants to invest in
entities that operate in industries different fromits own. To
that end, X has identified several publicly traded limted
part nershi ps (PTPs) engaged in the business of purchasing,
gathering, transporting, trading, storage, and resale of crude
oil, refined petroleum and other chem cal products.

X represents that the PTPs in which it is seeking to invest
neet either the qualifying incone exception of 8 7704(c) or the
el ecting 1987 partnership exception of 8 7704(g) and, thus, are
taxed as partnerships for federal tax purposes. X also
represents that these PTPs are not electing |arge partnerships as
defined by 8 775 and, thus, the normal flowt hrough provisions of
subchapter K apply to their partners.

Section 1361(a)(1l) defines an "S corporation” as a snal
busi ness corporation for which an election under § 1362(a) is in
effect for the taxable year.

Section 1362(d)(3)(A) (i) provides that an el ecti on under

8§ 1362(a) term nates whenever the corporation has accunul at ed
earnings and profits at the cl ose of each of 3 consecutive

t axabl e years, and has gross recei pts for each of such taxable
years nore than 25 percent of which are passive investnent

I ncome. Any termnation under this paragraph shall be effective
on and after the first day of the first taxable year begi nning
after the third consecutive taxable year referred to above.

Section 1362(d)(3)(C) (i) provides that except as ot herw se
provi ded, the term "passive investnent incone"” neans gross
recei pts derived fromroyalties, rents, dividends, interest,
annuities, and sales or exchanges of stock or securities.

Section 1375(a) provides that a tax is inposed on the incone
of an S corporation for any tax year in which the corporation has
accunul at ed earnings and profits at the close of that year and
gross receipts nore than 25 percent of which are passive
i nvest nent i ncorme.

Section 1.1362-2(c)(5)(ii)(B)(2) of the Incone Tax
Regul ati ons provides that "rents" does not include rents derived
in the active trade or business of renting property. Rents
recei ved by a corporation are derived in an active trade or



- 3-

busi ness of renting property only if, based on all the facts and
ci rcunstances, the corporation provides significant services or

i ncurs substantial costs in the rental business. Generally,
significant services are not rendered and substantial costs are
not incurred in connection with net |eases. Wether significant
services are perfornmed or substantial costs are incurred in the
rental business is determ ned based upon all the facts and
circunstances including, but not limted to, the nunber of
persons enployed to provide the services and the types and
anounts of costs and expenses incurred (other than depreciation).

Section 702(a)(7) of the Code provides that, in determ ning
income tax liability, each partner shall take into account
separately his distributive share of the partnership’s itens of
i ncome, gain, |oss, deduction, and credit to the extent provided
by regul ati ons.

Section 702(b) provides that the character of any item of
i ncome, gain, |oss, deduction, or credit included in a partner’s
di stributive share under 8 702(a)(1) through (7) shall be
determned as if the itemwere realized directly fromthe source
fromwhich realized by the partnership, or incurred in the sane
manner as incurred by the partnership.

Section 1.702-1(a)(8)(ii) of the Regul ati ons provi des that
each partner nust take into account separately his distributive
share of any partnership itemthat would result in an incone tax
liability for that partner different fromthat which would result
if that partner did not take the iteminto account separately.

Except as provided in § 7704(c), 8§ 7704(a) of the Code
provi des that a PTP shall be treated as a corporation for federal
I ncome tax purposes.

Section 7704(b) provides that the term PTP neans any
partnership if interests in that partnership are traded on an
establ i shed securities market or are readily tradable on a
secondary market (or the substantial equival ent thereof).

Section 7704(c)(1) provides that 8 7704(a) shall not apply
to a PTP for any tax year if the partnership neets the gross
I ncone requirenents of 8§ 7704(c)(2) for that year and each
precedi ng tax year beginning after Decenber 31, 1987, during
whi ch the partnership (or any predecessor) was in existence.

Section 7704(c)(2) provides that a partnership neets the
gross income requirenment for any tax year if at |east 90 percent
of the partnership's gross inconme for that year consists of
qual i fying i ncone.
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Section 7704(d)(1)(E) provides that incone and gai ns derived
fromthe exploration, devel opnent, mning or production,
processing, refining, transportation (including pipelines
transporting gas, oil, or products thereof), or marketing of any
m neral or natural resource (including fertilizer, geothernmnal
energy, and tinber) is qualifying incone.

Section 7704(g)(1) provides that 8 7704(a) shall not apply
to an electing 1987 partnership. Section 7704(g)(2) provides
that, for purposes of this subsection, the term"electing 1987
partnershi p” means any publicly traded partnership if (A) the
partnership is an existing partnership (as defined in 8
10211(c)(2) of the Revenue Reconciliation Act of 1987), (B)

8§ 7704(a) has not applied (and without regard to § 7704(c) (1)
woul d not have applied) to the partnership for all prior tax
years begi nning after Decenber 31, 1987, and before January 1
1998, and (C) the partnership elects the application of 8
7704(g), and consents to the application of the tax inposed by §
7704(g)(3), for its first tax year beginning after Decenber 31,
1997. A partnership that, but for this sentence, would be treated
as an electing 1987 partnership shall cease to be so treated (and
the election under 8 7704(g)(2)(C shall cease to be in effect)
as of the 1st day after Decenber 31, 1997, on which there has
been an addition of a substantial new |line of business with
respect to the partnershinp.

Rev. Rul. 71-455, 1971-2 C.B. 318, deals with an S
corporation that operates a business in a joint venture with
anot her corporation. In the tax year at issue, the total business
expenses exceeded gross receipts. The revenue ruling holds that,
in applying the passive investnment inconme limtations, the S
corporation should include its distributive share of the joint
venture's gross receipts and not its share of the venture's | oss.
In accordance with section 702(b), the character of these gross
recei pts were not converted into passive investnment inconme upon
their allocation to the S corporation.

X' s distributive shares of gross receipts fromthe PTPs, if
separately taken into account, mght affect its federal incone
tax liability. Under 8§ 1362(d)(3), the status of X as an S
corporation could depend upon the character of its distributive
shares of gross receipts fromthe PTPs. Thus, pursuant to
8§ 1.702-1(a)(8)(ii), X must take into account separately its
distributive shares of the gross receipts fromthe PTPs. The
character of these partnership receipts for X will be the sane as
the character of the partnership receipts for the PTPs, in
accordance with § 702(b).

Based solely on the facts and representati ons submtted, we
conclude: 1) the rental inconme that X derives from Property is
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i ncone fromthe active trade or business of renting property and
IS not passive investnent inconme as defined by

8§ 1362(d)(3)(O(i); 2) X s distributive share of the gross

recei pts of the PTPs' in which it intends to invest will be
included in the gross receipts for purposes of § 1362(d)(3) and

§ 1375(a); and 3) X s distributive shares of the PTPs' gross
recei pts attributable to the purchasing, gathering, transporting,
tradi ng, storage, and resale of crude oil, refined petrol eum and
ot her chem cal products will not constitute passive investnent

i ncome as defined by 8§ 1362(d)(3)(C (i).

Except as specifically set forth above, we express no
opinion as to the federal tax consequences of the transaction
descri bed above under any other provision of the Code. Further,
we express no opinion on whether X is eligible to be an S
corporation. Further, the passive investnent incone rules of
8 1362 are conpletely independent of the passive activity rules
of 8 469; unless an exception under 8§ 469 applies, the rental
activity remai ns passive for purposes of 8§ 469.

This ruling is directed only to the taxpayer requesting it.
Section 6110(k)(3) of the Code provides that it may not be used
or cited as precedent.

I n accordance with the power of attorney on file with this
office, a copy of this letter is being sent to X s authorized
representative.

Si ncerely yours,

JEANNE M SULLI VAN

Assi stant to the Chief
Branch 2

O fice of the Associate
Chi ef Counsel

(Passt hroughs and
Speci al I ndustries)

Encl osures: 2
Copy for 8 6110 purposes
Copy of this letter



