Revenue Procedure 2002-22

Part 111
Admi ni strative, Procedural, and M scel |l aneous

26 CFR 601.201: Rulings and determination letters.
(Al'so Part I, 88§ 267, 511, 512, 707, 761, 856, 1031, 1361; 1.761-1, 1.761-2;
301.7701-1, 301.7701-2, 301.7701-3, 301.7701-4.)

Rev. Proc. 2002-22
SECTI ON 1. PURPCSE

Thi s revenue procedure specifies the conditions under which the Internal
Revenue Service will consider a request for a ruling that an undi vi ded
fractional interest in rental real property (other than a mineral property as
defined in section 614) is not an interest in a business entity, within the
nmeani ng of § 301.7701-2(a) of the Procedure and Adm nistration Regul ations.

Thi s revenue procedure supersedes Rev. Proc. 2000-46, 2002-2 C B. 438,
whi ch provides that the Service will not issue advance rulings or determ nation
letters on the questions of whether an undivided fractional interest in real
property is an interest in an entity that is not eligible for tax-free exchange
under § 1031(a)(1l) of the Internal Revenue Code and whether arrangenents where
t axpayers acquire undivided fractional interests in real property constitute
separate entities for federal tax purposes under 8§ 7701. This revenue procedure
al so nodifies Rev. Proc. 2002-3, 2002-1 |.R B. 117, by renoving these issues

fromthe list of subjects on which the Service will not rule. Requests for
advance rulings described in Rev. Proc. 2000-46 that are not covered by this
revenue procedure, such as rulings concerning mneral property, will be

consi dered under procedures set forth in Rev. Proc. 2002-1, 2002-1 I.R B. 1 (or
its successor).

SECTI ON 2. BACKGROUND

Section 301.7701-1(a) (1) provides that whether an organization is an
entity separate fromits owners for federal tax purposes is a matter of federal
| aw and does not depend on whether the entity is recognized as an entity under
local law. Section 301.7701-1(a)(2) provides that a joint venture or other
contractual arrangenent may create a separate entity for federal tax purposes
if the participants carry on a trade, business, financial operation, or venture
and divide the profits therefrom but the nere co-ownership of property that is
mai nt ai ned, kept in repair, and rented or |eased does not constitute a separate
entity for federal tax purposes.

Section 301.7701-2(a) provides that a business entity is any entity
recogni zed for federal tax purposes (including an entity with a single owner
that may be disregarded as an entity separate fromits owner under § 301.7701-
3) that is not properly classified as a trust under § 301.7701-4 or otherw se
subject to special treatnent under the Internal Revenue Code. A business entity
with two or nore menbers is classified for federal tax purposes as either a
corporation or a partnership.

Section 761(a) provides that the term "partnership" includes a syndicate,
group, pool, joint venture, or other unincorporated organi zation through or by



neans of which any business, financial operation, or venture is carried on, and
that is not a corporation or a trust or estate.

Section 1.761-1(a) of the Income Tax Regul ati ons provides that the term
"partnershi p" means a partnership as determ ned under 88 301.7701-1, 301.7701-
2, and 301. 7701- 3.

The central characteristic of a tenancy in common, one of the traditional
concurrent estates in land, is that each owner is deened to own individually a
physical ly undivided part of the entire parcel of property. Each tenant in
common is entitled to share with the other tenants the possession of the whole
parcel and has the associated rights to a proportionate share of rents or
profits fromthe property, to transfer the interest, and to denand a partition
of the property. These rights generally provide a tenant in common the benefits
of ownership of the property within the constraint that no rights may be
exercised to the detrinment of the other tenants in common. 7 Richard R Powel |,
Powel I on Real Property 88 50.01-50.07 (Mchael Allan WIf ed., 2000).

Rev. Rul. 75-374, 1975-2 C.B. 261, concludes that a two-person co-
owner shi p of an apartment building that was rented to tenants did not
constitute a partnership for federal tax purposes. In the revenue ruling, the
co-owners enpl oyed an agent to nanage the apartnents on their behal f; the agent
collected rents, paid property taxes, insurance prem uns, repair and
mai nt enance expenses, and provided the tenants with customary services, such as
heat, air conditioning, trash renoval, unattended parking, and nai nt enance of
public areas. The ruling concludes that the agent's activities in providing
customary services to the tenants, although inputed to the co-owners, were not
sufficiently extensive to cause the co-ownership to be characterized as a
partnership. See also Rev. Rul. 79-77, 1979-1 C. B. 448, which did not find a
busi ness entity where three individuals transferred ownership of a commercia
buil ding subject to a net lease to a trust with the three individuals as
benefici ari es.

Where a sponsor packages co-ownership interests for sale by acquiring
property, negotiating a master |ease on the property, and arranging for
financing, the courts have | ooked at the rel ationships not only anong the co-
owners, but al so between the sponsor (or persons related to the sponsor) and
the co-owners in determ ning whether the co-ownership gives rise to a
partnership. For exanple, in Bergford v. Conm ssioner, 12 F.3d 166 (9th Cr.
1993), seventy-eight investors purchased "co-ownership" interests in conputer
equi pnent that was subject to a 7-year net |lease. As part of the purchase, the
co-owners authorized the manager to arrange financi ng and refinanci ng, purchase
and | ease the equi pnent, collect rents and apply those rents to the notes used
to finance the equi pnment, prepare statenments, and advance funds to participants
on an interest-free basis to neet cash flow. The agreenent allowed the co-
owners to decide by majority vote whether to sell or |ease the equipnent at the
end of the | ease. Absent a majority vote, the nanager coul d nake that deci sion.
In addition, the manager was entitled to a remarketing fee of 10 percent of the
equi pment's selling price or |ease rental whether or not a co-owner term nated
the agreenent or the manager performed any renmarketing. A co-owner coul d assign
an interest in the co-ownership only after fulfilling numerous conditions and
obt ai ni ng the manager's consent.

The court held that the co-ownership arrangenment constituted a
partnership for federal tax purposes. Anong the factors that influenced the
court's decision were the limtations on the co-owners' ability to sell, |ease
or encunber either the co-ownership interest or the underlying property, and
the manager's effective participation in both profits (through the renarketing
fee) and | osses (through the advances). Bergford, 12 F.3d at 169-170. Accord
Bussi ng v. Conmissioner, 88 T.C. 449 (1987), aff'd on reh'g, 89 T.C. 1050
(1987); Al house v. Conmissioner, T.C. Menop. 1991-652.




Under § 1.761-1(a) and 88 301.7701-1 through 301.7701-3, a federal tax
partnershi p does not include nmere co-ownership of property where the owners
activities are limted to keeping the property maintained, in repair, rented or
| eased. However, as the above authorities denonstrate, a partnership for
federal tax purposes is broader in scope than the common | aw nmeani ng of
partnership and may include groups not classified by state |aw as partnershi ps.
Bergford, 12 F.3d at 169. Wiere the parties to a venture join together capita
or services with the intent of conducting a business or enterprise and of
sharing the profits and | osses fromthe venture, a partnership (or other
business entity) is created. Bussing, 88 T.C. at 460. Furthernore, where the
econom ¢ benefits to the individual participants are not derivative of their
co-ownership, but rather come fromtheir joint relationship toward a conmon
goal, the co-ownership arrangenment will be characterized as a partnership (or
ot her business entity) for federal tax purposes. Bergford, 12 F.3d at 169.

SECTI ON 3. SCOPE

Thi s revenue procedure applies to co-ownership of rental real property
(other than mneral interests) (the Property) in an arrangenment classified
under local law as a tenancy-in-conmmon.

Thi s revenue procedure provi des guidelines for requesting advance rulings
solely to assist taxpayers in preparing ruling requests and the Service in
i ssuing advance ruling letters as pronptly as practicable. The guidelines set
forth in this revenue procedure are not intended to be substantive rules and
are not to be used for audit purposes.

SECTI ON 4. GUI DELI NES FOR SUBM TTI NG RULI NG REQUESTS

The Service ordinarily will not consider a request for a ruling under
this revenue procedure unless the information described in section 5 of this
revenue procedure is included in the ruling request and the conditions
described in section 6 of this revenue procedure are satisfied. Even if
sections 5 and 6 of this revenue procedure are satisfied, however, the Service
may decline to issue a ruling under this revenue procedure whenever warranted
by the facts and circunstances of a particular case and whenever appropriate in
the interest of sound tax adm ni stration.

Where nultiple parcels of property owned by the co-owners are |leased to a
single tenant pursuant to a single | ease agreenent and any debt of one or nore
co-owners is secured by all of the parcels, the Service will generally treat
all of the parcels as a single "Property". In such a case, the Service wll
general ly not consider a ruling request under this revenue procedure unl ess:

(1) each co-owner's percentage interest in each parcel is identical to that co-
owner's percentage interest in every other parcel, (2) each co-owner's
percentage interests in the parcels cannot be separated and traded

i ndependently, and (3) the parcels of property are properly viewed as a single
busi ness unit. The Service will generally treat contiguous parcels as
conprising a single business unit. Even if the parcels are not contiguous,
however, the Service may treat nultiple parcels as conprising a single business
unit where there is a close connecti on between the business use of one parcel
and t he business use of another parcel. For exanple, an office building and a
garage that services the tenants of the office building may be treated as a
single business unit even if the office building and the garage are not

conti guous.

For purposes of this revenue procedure, the follow ng definitions apply.
The term "co-owner" neans any person that owns an interest in the Property as a
tenant in common. The term "sponsor" means any person who divides a single
interest in the Property into nmultiple co-ownership interests for the purpose
of offering those interests for sale. The term"rel ated person" neans a person



bearing a relationship described in § 267(b) or 707(b)(1), except that in
applying § 267(b) or 707(b)(1l), the co-ownership will be treated as a
partnership and each co-owner will be treated as a partner. The term
"disregarded entity" means an entity that is disregarded as an entity separate
fromits owner for federal tax purposes. Exanples of disregarded entities
include qualified REIT subsidiaries (within the meaning of § 856(i)(2)),

qual i fi ed subchapter S subsidiaries (wthin the neaning of § 1361(b)(3)(B)),
and business entities that have only one owner and do not elect to be
classified as corporations. The term "blanket |ien" neans any nortgage or trust
deed that is recorded against the Property as a whol e.

SECTI ON 5. | NFORVATI ON TO BE SUBM TTED

.01 Section 8 of Rev. Proc. 2002-1 outlines general requirenments
concerning the information to be submtted as part of a ruling request,
i ncl udi ng advance rulings under this revenue procedure. For exanple, any ruling
request nmust contain a conplete statenent of all facts relating to the co-
owner shi p, including those relating to pronoting, financing, and managi ng the
Property. Anong the information to be included are the itens of information
specified in this revenue procedure; therefore, the ruling request must provide
all itenms of information and conditions specified below and in section 6 of
this revenue procedure, or at |east account for all of the itens. For exanple,
if a co-ownership arrangenent has no brokerage agreenment permitted in section
6.12 of this revenue procedure, the ruling request should so state.
Furthernore, nerely submtting docunents and suppl ementary materials required
by section 5.02 of this revenue procedure does not satisfy all of the
information requirements contained in section 5.02 of this revenue procedure or
in section 8 of Rev. Proc. 2002-1; all material facts in the docunents
subm tted nust be explained in the ruling request and may not be nerely
i ncorporated by reference. Al subnitted docunments and suppl enentary materials
nust contain applicable exhibits, attachnents, and anmendnents. The ruling
request nust identify and explain any information or docunents required in
section 5 of this revenue procedure that are not included and any conditions in
section 6 of this revenue procedure that are or are not satisfied.

.02 Required General Infornation and Copi es of Docunents and
Suppl enmentary Materials. Generally the follow ng infornation and copi es of
docunents and materials nust be submtted with the ruling request:

(1) The nane, taxpayer identification nunber, and percentage fractional
interest in Property of each co-owner;

(2) The nane, taxpayer identification nunber, ownership of, and any
rel ati onship anong, all persons involved in the acquisition, sale,
| ease and other use of Property, including the sponsor, |essee,
manager, and | ender;

(3) Afull description of the Property;

(4) A representation that each of the co-owners holds title to the
Property (including each of nultiple parcels of property treated
as a single Property under this revenue procedure) as a tenant in
common under | ocal | aw;

(5) Al pronotional docurments relating to the sale of fractional
interests in the Property;

(6) Al lending agreements relating to the Property;

(7) Al agreenments ampbng the co-owners relating to the Property;



(8) Any |l ease agreenent relating to the Property;
(9) Any purchase and sal e agreenment relating to the Property;

(10) Any property nmanagenent or brokerage agreenment relating to the
Property; and

(11) Any other agreement relating to the Property not specified in this
section, including agreenents relating to any debt secured by the
Property (such as guarantees or indemity agreenments) and any cal
and put options relating to the Property.

SECTI ON 6. CONDI TI ONS FOR OBTAI NI NG RULI NGS

The Service ordinarily will not consider a request for a ruling under
this revenue procedure unless the conditions described bel ow are sati sfied.
Nevert hel ess, where the conditions described bel ow are not satisfied, the
Service may consider a request for a ruling under this revenue procedure where
the facts and circunstances clearly establish that such a ruling is
appropri ate.

.01 Tenancy in Common Omnership. Each of the co-owners nust hold title to
the Property (either directly or through a disregarded entity) as a tenant in
common under local law. Thus, title to the Property as a whol e nay not be held
by an entity recogni zed under |ocal |aw.

.02 Nunber of Co-Oaners. The nunber of co-owners nust be linmted to no
nore than 35 persons. For this purpose, "person" is defined as in § 7701(a)(1),
except that a husband and wife are treated as a single person and all persons
who acquire interests froma co-owner by inheritance are treated as a single
per son.

.03 No Treatnent of Co-Omnership as an Entity. The co-ownership may not
file a partnership or corporate tax return, conduct business under a conmon
nanme, execute an agreenent identifying any or all of the co-owners as partners
shar ehol ders, or nenbers of a business entity, or otherwise hold itself out as
a partnership or other formof business entity (nor may the co-owners hol d
t hensel ves out as partners, sharehol ders, or nenbers of a business entity). The
Service generally will not issue a ruling under this revenue procedure if the
co-owners held interests in the Property through a partnership or corporation
i mredi ately prior to the formati on of the co-ownership.

.04 Co-Omnership Agreenent. The co-owners nmay enter into a limted co-
ownershi p agreenent that may run with the Iand. For exanple, a co-ownership
agreenent nay provide that a co-owner nust offer the co-ownership interest for
sale to the other co-owners, the sponsor, or the lessee at fair market val ue
(determned as of the tine the partition right is exercised) before exercising
any right to partition (see section 6.06 of this revenue procedure for
conditions relating to restrictions on alienation); or that certain actions on
behal f of the co-ownership require the vote of co-owners holding nore than 50
percent of the undivided interests in the Property (see section 6.05 of this
revenue procedure for conditions relating to voting).

.05 Voting. The co-owners nmust retain the right to approve the hiring of
any nmanager, the sale or other disposition of the Property, any |leases of a
portion or all of the Property, or the creation or nodification of a bl anket
lien. Any sale, lease, or re-lease of a portion or all of the Property, any
negoti ation or renegotiati on of indebtedness secured by a blanket lien, the



hiring of any nmanager, or the negotiation of any nmanagenent contract (or any
extension or renewal of such contract) nust be by unani mous approval of the co-
owners. For all other actions on behalf of the co-ownership, the co-owners may
agree to be bound by the vote of those hol ding nore than 50 percent of the

undi vided interests in the Property. A co-owner who has consented to an action
in conformance with this section 6.05 may provi de the nanager or other person a
power of attorney to execute a specific document with respect to that action
but may not provi de the manager or other person with a global power of

at t or ney.

.06 Restrictions on Alienation. In general, each co-owner nust have the
rights to transfer, partition, and encunber the co-owner's undivided interest
in the Property w thout the agreenent or approval of any person. However,
restrictions on the right to transfer, partition, or encunber interests in the
Property that are required by a |l ender and that are consistent with customary
commercial lending practices are not prohibited. See section 6.14 of this
revenue procedure for restrictions on who nmay be a | ender. Mreover, the co-
owners, the sponsor, or the | essee may have a right of first offer (the right
to have the first opportunity to offer to purchase the co-ownership interest)
with respect to any co-owner's exercise of the right to transfer the co-
ownership interest in the Property. In addition, a co-owner nay agree to offer
the co-ownership interest for sale to the other co-owners, the sponsor, or the
| essee at fair market value (determined as of the tinme the partition right is
exerci sed) before exercising any right to partition.

.07 Sharing Proceeds and Liabilities upon Sale of Property. If the
Property is sold, any debt secured by a blanket lien nust be satisfied and the
remai ni ng sal es proceeds nust be distributed to the co-owners.

.08 Proportionate Sharing of Profits and Losses. Each co-owner nust share
in all revenues generated by the Property and all costs associated with the
Property in proportion to the co-owner's undivided interest in the Property.
Nei t her the other co-owners, nor the sponsor, nor the manager nay advance funds
to a co-owner to meet expenses associated with the co-ownership interest,
unl ess the advance is recourse to the co-owner (and, where the co-owner is a
di sregarded entity, the owner of the co-owner) and is not for a period
exceedi ng 31 days.

.09 Proportionate Sharing of Debt. The co-owners nust share in any
i ndebt edness secured by a blanket lien in proportion to their undivided
interests.

.10 Options. A co-owner nmay issue an option to purchase the co-owner's
undi vided interest (call option), provided that the exercise price for the cal
option reflects the fair market value of the Property determ ned as of the tinme
the option is exercised. For this purpose, the fair narket value of an
undi vided interest in the Property is equal to the co-owner's percentage
interest in the Property multiplied by the fair nmarket value of the Property as
a whole. A co-owner may not acquire an option to sell the co-owner's undivided
interest (put option) to the sponsor, the | essee, another co-owner, or the
| ender, or any person related to the sponsor, the |essee, another co-owner, or
the | ender.

.11 No Business Activities. The co-owners' activities nust be linmted to
those custonmarily perforned in connection with the maintenance and repair of
rental real property (custonary activities). See Rev. Rul. 75-374, 1975-2 C. B
261. Activities will be treated as customary activities for this purpose if the
activities would not prevent an anount received by an organization described in
§ 511(a)(2) fromaqualifying as rent under § 512(b)(3)(A) and the regul ations
thereunder. In determning the co-owners' activities, all activities of the co-
owners, their agents, and any persons related to the co-owners with respect to




the Property will be taken into account, whether or not those activities are
performed by the co-owners in their capacities as co-owners. For exanple, if
the sponsor or a lessee is a co-owner, then all of the activities of the
sponsor or |essee (or any person related to the sponsor or |essee) with respect
to the Property will be taken into account in determning whether the co-
owners' activities are customary activities. However, activities of a co-owner
or arelated person with respect to the Property (other than in the co-owner's
capacity as a co-owner) will not be taken into account if the co-owner owns an
undi vided interest in the Property for less than 6 nonths.

.12 Managenent and Brokerage Agreenents. The co-owners nay enter into
managenent or brokerage agreenents, which nust be renewable no | ess frequently
than annually, with an agent, who may be the sponsor or a co-owner (or any
person related to the sponsor or a co-owner), but who nmay not be a | essee. The
managenent agreenment nmay aut horize the nmanager to maintain a common bank
account for the collection and deposit of rents and to of fset expenses
associated with the Property against any revenues before di sbursing each co-
owner's share of net revenues. In all events, however, the manager nust
di sburse to the co-owners their shares of net revenues within 3 nonths fromthe
date of receipt of those revenues. The managenent agreenent may al so aut horize
the manager to prepare statenents for the co-owners showi ng their shares of
revenue and costs fromthe Property. In addition, the managenent agreenent may
authorize the manager to obtain or nodify insurance on the Property, and to
negoti ate nodifications of the ternms of any | ease or any indebtedness
encunbering the Property, subject to the approval of the co-owners. (See
section 6.05 of this revenue procedure for conditions relating to the approval
of | ease and debt nodifications.) The determ nation of any fees paid by the co-
ownership to the nanager nust not depend in whole or in part on the incone or
profits derived by any person fromthe Property and may not exceed the fair
mar ket val ue of the nmanager's services. Any fee paid by the co-ownership to a
br oker nmust be conparable to fees paid by unrelated parties to brokers for
simlar services.

.13 Leasi ng Agreenents. Al |easing arrangenents nust be bona fide | eases
for federal tax purposes. Rents paid by a | essee nust reflect the fair narket
value for the use of the Property. The determi nati on of the ambunt of the rent
nmust not depend, in whole or in part, on the incone or profits derived by any
person fromthe Property | eased (other than an anount based on a fixed
percent age or percentages of receipts or sales). See section 856(d)(2)(A) and
the regul ations thereunder. Thus, for exanple, the anount of rent paid by a
| essee may not be based on a percentage of net income fromthe Property, cash
flow, increases in equity, or simlar arrangenents.

.14 Loan Agreenents. The |l ender with respect to any debt that encunbers
the Property or with respect to any debt incurred to acquire an undivi ded
interest in the Property may not be a related person to any co-owner, the
sponsor, the manager, or any |essee of the Property.

.15 Paynments to Sponsor. Except as otherwi se provided in this revenue
procedure, the anmount of any paynent to the sponsor for the acquisition of the
co-ownership interest (and the anpbunt of any fees paid to the sponsor for
services) nust reflect the fair market value of the acquired co-ownership
interest (or the services rendered) and may not depend, in whole or in part, on
the income or profits derived by any person fromthe Property.

SECTI ON 6. EFFECT ON OTHER DOCUMENTS

Rev. Proc. 2000-46 is superseded. Rev. Proc. 2002-3 is nodified by
renmovi ng sections 5.03 and 5. 06.

SECTI ON 7. DRAFTI NG | NFORVATI ON



The principal authors of this revenue procedure are Jeanne Sullivan and
Deane Burke of the Ofice of Associate Chief Counsel (Passthroughs and Speci al
Industries). For further information regarding this revenue procedure, contact
Ms. Sullivan or M. Burke at (202) 622-3070 (not a toll-free call).



