of the Internal Revenue Code for service
rendered by the REIto one or more ten-
ants of a multi-tenant propgrtin what
situations will other amounts received by
the RET with respect to the property con-
tinue to qualify as “rents from real prop-
erty” under § 856(d)?

@ FACTS

Situation 1

Y, a RET that files its returns on a cal-
endar year basis, owns a high-rise apa
ment building, BuildingP. Building P
has 100 apartments, of which 95 are sta

btain dard, unfurnished apartments rented on :

ange

en-

btain
ange

annual basis The remaining five apart-
ments are guest apartmenté guest

apartment is a furnished apartment avai
able for lease on a short-term basis 1
guests of tenants. EmployeesYofender

maid service in connection with the leas
of guest apartmentsy also provides heat
and light to all of the tenants in Building
P. Y does not render any other services 1
the tenants of Buildin® or engage in any

rket other activity at Buildig P that could

bta#p CFR 1.856-1: Definition of @al estate
angavestment trust.
),

give rise to impermissible tenant servic
income.

For 1998,Y derives a total of $1,080
from all the tenants of Buildg P, of
which $9& is from visitors who rented
guest apartments. Of the $Ofeceived
from tenants of the guest apartments, tt
amount received with respect to maid se
Section 856.—Definition of Real  vijce is $%, which is greater than 150 per-
Estate Investment Trust cent of the direct costs of in rendering
the service. Of the $1,00@eceived from
all the tenants, the amount paiddor
heat and light is $160($1x for each unit,

REIT impermissible tenant service including the guest units), which also i
income. If a REIT receives impermissible greater than 150 percent of the direc
tenant service income equal to or less tha&®sts ofY for providing heat and light.
one percent of its total income from arhe amount of rent attributable to per
propery, then only the impermissible ten-sonal property leased in connection witl
ant service income fails to qualify as rentshe rental of each guest apartment i

bagﬂom real propest. If the |mperm|ss|b|e BU|Id|ng P for 1998 does not exceed 15
) theenant service income exceeds one pepercent of the total rent for such apar

cent, then all income derived by the REITMent attributable to both the real propert
from that property fails to qualify as rentsand the personal property as provided |

from real propest § 856(d)(1).
Rev. Rul. 98-60 Situation 2

The facts are the same as thos8iin-
ISSUE ation 1except thaty derives $10x from

visitors who rented guest apartments. C
If a real estate investment trust (REITthe $110x received from tenants of the
receives “impermissible tenant service inguest apartments, the amount receive

bta@ome” within the meaning of § 856(d)(7)with respect to maid service isl¥,
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which is greater than 150 percent of ththcome Tax Regulations provides, howless than 150 percent of the direct cost of
direct costs off in rendering the service. ever, that payments for the occupancy dhe REIT in furnishing or rendering the

space where services are also rendereddervice (or providing the management or
LAWAND ANALYSIS the occupant are not rents from real promperation).

For an entity to qualify as a REIT, theerty. Generally, services are considered Section 856(d)(7)(B) provides that, if
entity must derive at least 95 percent of it€ndered to the occupant if they are prithe amount of impermissible tenant ser-
gross income from certain sources gdnarily for the occupant’s conveniencevice income with respect to a property for
scribed in § 856(c)(2) and at least 75 pe@nd are other than those usually or cusny taxable year exceeds one percent of
cent of its gross income from certajfomarily rendered in connection with theall amounts received or accrued during
sources described in § 856(c)(3). Rent€ntal of space for occupancy qqusuch taxabl_e year directly or indirectly by
from real property are among the sourcéé”def 8 1.5_12(p)—;(c)(5), the provisiorthe REIT with respect to the property, the
described in both § 856(c)(2) andf maid service is given as an example ampermissible tenant service income of
§ 856(c)(3). a service that is considered rendered the REIT with respect to the property in-

Section 856(d)(1) provides that rentdhe occupant. Maid service provided byludes all such amounts.
from real property include (subject to then employee of a REIT is, therefore, an In Situation 1 the $ attributable to
exclusions in § 856(d)(2)): (i) rents fromimpermissible tenant service that giveshe impermissible tenant services ren-
interests in real property, (i) charges fofise to impermissible tenant service indered to tenants of the guest apartments is
services customarily furnished or renfome under § 856(d)(7). Converselyimpermissible tenant service income
dered in connection with the rental of reaynder § 1.512(b)-1(c)(5), the provision ofvithin the meaning of § 856(d)(7). Thus,
property (whether or not the charges areat and light is given as an example of pursuant to § 856(d)(2)(C), the Xbenils
separately stated), and (iii) rent attributService that is not considered rendered to qualify as rents from real property. Be-
able to personal property that is leasee occupant. Accordingly, the provisioncause the provision of heat and light is a
under, or in connection with, a lease off heat and light by a REIT is a permissipermissible tenant service, no amount at-
real property, but only if the rent attribut-ble tenant service. tributable to this service (including
able to the personal property for the tax- Section 1.512(b)-1(c)(5) taints all pay-amounts paid by tenants of the guest
able year does not exceed 15 percent Bfents received under a lease as other thanits) is treated as impermissible tenant
the total rent for the year attributable tdents from real property where any imperservice income in applying the one per-
both the real and personal property leasétissible tenant service is provided to theentde minimisrule. The $9 of imper-
under, or in connection with, the lease. tenant. Accordingly, a strict applicationmissible tenant service income received

Section 856(d)(2)(C) (as modified byof § 1.512(b)-1(c) in the context ofby Y from Building P for 1998 does not
the Taxpayer Relief Act of 1997) excludeg 856(d)(7)(C)(ii) could cause all tenaniexceed one percent of the $1,Q0@-
from the definition of rents from real Service income (that is, service incomeeived or accrued directly or indirectly by
property any impermissible tenant servicand income from management and operd-with respect to Buildind®. Therefore,
income as defined in § 856(d)(7). Sectiotions) derived under a lease to fail to quakhe rendering of impermissible tenant ser-
856(d)(7)(A) provides that impermissibleify for this exception where any imper-vices to tenants of the guest apartments
tenant service income means, with respeBiissible tenant service is rendered to théoes not prevent otherwise qualifying
to any real or personal property, anyenant. However, the legislative historyamounts received byfrom the tenants of
amount received or accrued directly or indiscussing § 856(d)(7) indicates that onlyuilding P (including tenants of the guest
directly by a REIT for furnishing or ren- income attributable to impermissible tenapartments) from qualifying as rents from
dering services to the tenants of the prognt services should be treated as impereal property under § 856(d), and the total
erty or managing or operating thenissible tenant service income after thénpermissible tenant service income re-
property. application of § 856(d)(7)(C)(ii) (unlessceived with respect to Building is $.

Section 856(d)(7)(C)(i) excludes from8& 856(d)(7)(B) applies). H.R. Conf. Rep. In Situation 2 the $1X attributable to
impermissible tenant service incomeNo. 105-220, 105th Cong., 1st Sess. 696e impermissible tenant services ren-
amounts received for services furnishefl997) (“The value of thémpermissible dered to tenants of the guest apartments is
or rendered, or management or operaticggervicesmay not exceed one percent ofmpermissible tenant service income
provided, through an independent conthe gross income from the property” (emwithin the meaning of § 856(d)(7). The
tractor from whom the REIT itself doesphasis added)). Accordingly, unde$11x of impermissible tenant service in-
not derive or receive any income. § 856(d)(7)(C)(ii), an amount attributablecome received by from Building P for

Section 856(d)(7)(C)(ii) excludes fromto a service or activity is excluded from1998 exceeds one percent of the $1X000
the definition of impermissible tenant serimpermissible tenant service income unreceived or accrued directly or indirectly
vice income any amount that would bdess the service or activity to which thaby Y with respect to Buildind®. There-
excluded from unrelated business taxabmount relates would cause the relatefre, all $1,008 derived byY from Build-
income (UBTI) under § 512(b)(3) if re-rents to be treated as UBTI if received byng P is impermissible tenant service in-
ceived by an organization described imn organization described in § 511(a)(2).come that, pursuant to § 856(d)(2)(C),
§ 511(a)(2). Section 512(b)(3)(A)(i) ex- Section 856(d)(7)(D) provides that thefails to qualify as rents from real property.
cludes rents from real property fromamount treated as received for any service Rev. Rul. 72-353, 1972-2 C.B. 413, il-
UBTI. Section 1.512(b)-1(c)(5) of the(or management or operation) must not blestrates how § 856(d)(2)(A), which ex-
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cludes rents derived under net profiDRAFTING INFORMATION
leases from the definition of rents from

real proper, is applied in a multiple ten- '.rhe.prinpipal author of this revenue
ant situation. In Re Rul. 72-353. a ruling is Eric E. Boody of the fiice of

REIT leased ffice space in a building to Assistant Chief Counsel (Financial Insti

10 different tenants under separate Ieasetg.tIcmS and Products). For further infor

Nine of the leases provided for a fiXed_mauon regarding this revenue ruling con

sum rental The tenth lease, howene tact M. Boody on (202) 622-3960 (not ¢
provided for a rental based on a percen@”'free call).

age of the tenat#t net profits. Re Rul.
72-353 holds that the payments by the
tenth tenant to the RE] which do not
qualify as rents from real propgrdo not
prevent amounts paid to the RBby the
other tenants of theffice building that
otherwise qualified as rents from real
property from so qualifying.

Section 856(d)(7)(B) allows a REto
provide a limited amount of impermissi-
ble tenant services with respect to pro
erty without causing all of the income
from the property to fail to qualify as
rents from real propeyt In the case of
many of the services that Congress in-
tended to cowe it would be very dficult
to allocate the services to particulan-te
ants. Consistent with this intent,
8 856(d)(7)(B) expressly applies on a
property-by-property basis. Coas
quenty, the one-percent limitation in that
section is applied to aggregate amounts
received with respect to a propert

Rev. Rul. 72-353, which makes a de-
termination under 8 856(d)(2)(A) on a
lease-by-lease basis, is distinguishable.
Section 856(d)(2)(A) relates to contingent
rents determined by reference to any per-
soris income or profits derived from a
propery. In contrast to amounts allocable
to tenant services, the presence or absence
of contingent rents can be determined on
a lease-by-lease basis in all cases.

HOLDING

(1) In Situation 1 only the $X attrib-
utable to the impermissible tenantrse
vices rendered to tenants of the guest
apartments fails to qualify as rents from
real propern.

(2) In Situation 2 all $1,00& of in-
come derived from Buildingd? fails to
qualify as rents from real propert

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 72—-353 is distinguished.



