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Proposed regulations on the definition of real
property for REITs

On May 9, 2014,the IRSreleased proposedregulations (“Proposed Regulations”) which are intendedto clarify
the definition of“real property” for purposes ofthe assettestsapplicable to real estate investment trusts
(“REITs”).1 The IRS's expectation is that taxpayers will be able to utilize theadditional guidancein the proposed
regulationsto analyze whethertheirassets qualify as real property in lieu ofseeking private letter rulings.

The definition ofreal property isimportant to REITs for avariety ofreasons. In particular, (i) real property and
obligationssecuredby mortgages on real property are qualifyingassets for purposes ofthe REIT asset testsand
(ii) rentsfrom real property and interestderived fromobligations secured by mortgagesonreal property can be
qualifyingincome for purposes ofthe REIT income tests. It shouldbe noted thatthe Proposed Regulations do
notpurporttodeal with theincometests. Thus, whether the useofa particular type ofassetproduces qualifying
rentsfrom real property ormortgage interest will remain an uncertain area.

Under the current regulations, “real property”includes land, improvements, such as buildings, and other
inherently permanent structures such as structural components ofbuildings or structures. In addition, theterm
“real property”includes interestsin real property. The currentregulations include a list of specificitems thatare
includedinreal property and note thatthe term does notinclude assets accessory to the operation ofabusiness,
suchas machinery, printing press, transportation equipment which is notastructural componentofthe
building, office equipment, refrigerators, individual air-conditioning units, grocery counters, and furnishings of
a motel, hotel, oroffice building, etc.,even though such items may be termed fix tures under local law.?

The Proposed Regulations definereal property to include the same threebroadcategories: (1) land,

(2) inherently permanentstructures and (3) structural components. In addition, unlikethe current regulations,
the Proposed Regulations identify certain types ofintangible assetsthat arereal property for purposes ofthe
REIT asset tests.

The Proposed Regulations provide that each distinct asset (each unit of property) is tested individually to
determine whether thedistinct assetisreal property (i.e., land, inherently permanentstructure, or structural
component) orpersonal property. The Proposed Regulations provide a safe harborlist ofassetsthatare
inherently permanent structures or structural components and thereforeare treatedas real property for
purposesofthe REIT asset tests. Ifan assetis not specifically listed in the regulations as constituting real
property, thenthe relevantfacts and circumstances must be analyzed.

1 The proposed regulations are scheduled to be published in the Federal Register on May 14, 2014.
2 Treas.Reg. §1.856-3(d).



The Proposed Regulations eliminate the concept of “assets accessory to theoperation ofabusiness”whichisa
sourceofuncertainty amongpractitioners. Under thecurrentregulations, “assets accessory to the operation ofa
business”are nottreated as real property regardlessofwhether they are affixed to real property. In contrast, the
Proposed Regulation adopt an approach that considers whether the distinct asset in question eitherservesa
passivefunctioncommonto real property (inwhichcasethe distinct asset is considered real property) or an
active function thatproduces or contributes to the production ofincome otherthan income fromthe use or
occupancy ofspace (inwhichcasethe distinct asset is not real property).

Significantly, the Proposed Regulations contain 13 industry examples which illustrate the application ofthe
definition ofreal property for REIT asset tests purposes. The IRSacknowledges that the Proposed Regulations
areintendedto be aclarification and not a modification ofthe existingdefinition of real property. Thus, itis
expectedthatvirtually every category ofassetthat the IRShas ruled isreal property underthe current
regulationswould be treated as real property underthe Proposed Regulations.

The IRS recognizes that different Code provisions (e.g., Section 168 or Section 897) may havedifferent policies
for real property vs.personal property delineations that create the need for different definitionsthaninthe REIT
context, and the IRSis requestingcomments on the coordination ofthe common terms used in different
provisionswith the REIT provisions.

The followingisasummary ofthe Proposed Regulations.

Land

Land is treated as real property and includes water and air space superjacentto land. While air rights had
previously been treated as real property in Rev.Rul. 71-286, water rights have only been treatedas real property
in a privateletterruling.® Therefore, the proposedregulations would provide comfort to owners of marinas that
waterrightsareinterestsinreal property and consequently, boat slipsat the marinamay qualify as real estate
assetsfor REIT purposes.

The proposed regulations also provide that land includesnatural products and deposits that are unsevered from
the land. Once the cropsor othernatural products are detached or removed from the land, they ceaseto be real
property.

Inherently permanent structures

Inherently permanent structures aretreated as real property and include structures, including buildings, that
(1) are “inherently permanent” and (2) do not have an “active” function. Under the Proposed Regulations, a
structurewill be treated as inherently permanent ifitis permanently affixedto a building or otherstructure. In
addition to themethodofattachment, an asset may be treated as affixedbased on the weight ofthe structure
alone.

Safe harbor list: Buildings, which include houses, apartments, hotels, factory and office buildings,
warehouses, barns, enclosed garages, enclosed transportationstations and terminals, and stores. Other
inherently permanent structures, which include microwave transmission, cell, broadcast, and electrical
transmission towers, telephone poles, parkingfacilities, bridges, tunnels, roadbeds, railroad tracks, transmission
lines, pipelines,fences, in-ground swimming pools, offshores drilling platforms, storage structures such as silos

3See PLR 20130020 (December 5,2012) (boat slipsat a marina constituted real estate assetsunder Section
856(c)(4)).
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and oil and gas storage tanks, stationary wharves and docks, and “outdoor advertising displays” for which an
election has been properly made under Section 1033(g)(3).*

Factsandcircumstancestest: Ifadistinctasset does notserve an activefunction or not otherwise listed in
the safe harborlist, then the determination ofwhethersuchassetis aninherently permanent structure is based
onthe following factors: (a) the mannerinwhich the distinct asset is affixed to real property; (b) whetherthe
distinctassetisdesignedto be removed or toremainin placeindefinitely; (c) the damage thatremoval ofthe
distinctassetwould cause to theitem itselfor to thereal property to which itis affixed; (d) any circumstances
that suggest theexpected period ofaffixation is notindefinite (e.g., aleasethat requires orpermitsremoval of
the distinctasset upon theexpiration ofthe lease); and (e) the time and expense requiredto move thedistinct
asset. These tests aresubstantially the same as the factorsdelineated in Whiteco I ndustries, Inc. v.
Commissioner,®>and are widely used to determinewhether property is real or personal for federal income tax
purposes.

Structural components

A structural component is treated as real property and is generally adistinct asset that isa constituentpartof,
and integrated into, an inherently permanent structure that serves the structure in its passive function and does
notproduceor contributeto the production ofincome otherthan consideration forthe use oroccupancy of
space. Anentire systemisanalyzed as asingle distinctassetand asasingle structural component ifthe
componentsofthe system work together to servethe inherently permanent structure with a utility-likefunction
(suchassystemsthat provideabuilding withelectricity, heat, or water).

Structural components are real property only ifthe REIT holds an equivalent interestin both the inherently
permanent structure and the structural component towhich itis functionally related. This section ofthe
Proposed Regulations represents amajordeparture from the current regulations in that the active/passive rule
for structural componentsessentially replaces the “assets accessory to theoperation ofa business”rule.

Safe harbor list: Wiring; plumbing systems; central heating and air conditioning systems; elevatorsor
escalators; walls; floors; ceilings; permanent coverings ofwalls, floors, and ceilings; windows; doors; insulation;
chimneys; fire suppression systems, such as sprinkler systems and fire alarms; fire escapes; central refrigeration
systems; integrated security systems; and humidity control systems.

Factsandcircumstancestest: Ifadistinctassetis not otherwise listed in the safe harbor list above, then the
determination ofwhether theasset isastructural componentis based on the following factors: (a) the manner,
time, and expense ofinstalling and removing the distinct asset; (b) whether thedistinctassetis designed to be
moved; (c) the damagethat removal ofthe distinctassetwould causeto the itemitselfor tothe inherently
permanentstructure to which itis affixed; (d) whether the distinctassetserves a utility-like function with
respectto theinherently permanentstructure; (e) whetherthe distinct asset serves the inherently permanent
structureinits passive function; (f) whetherthe distinct asset produces income from consideration for the use or
occupancy ofspace inor upon the inherently permanent structure; (g) whetherthe distinct asset is installed
during construction ofthe inherently permanentstructure; (h) whether the distinctassetwill remainifthe
tenant vacates the premises; and (i) whether the ownerofthe real property isalso the legal ownerofthe distinct
asset.

4 Section 1033(g)(3) contains anelection to treat “outdoor advertising displays” asreal property.

565 T.C.664(1975), acg. 1980-2 C.B.1. In Whiteco, the Tax Courtconcluded that certain outdoor advertisingsigns
weretangible personal property for purposes of the investmenttax credit. In previousprivate letter rulings, the IRS
has usedthe Whiteco analysisin the REI T context. See PLR 199904019 (October 30,1998).
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Intangibles

Under the Proposed Regulations, ifan intangible asset, including an intangible assetestablished under GAAP
rulesasaresultofanacquisition ofreal property oraninterestinreal property, (a) derivesitsvaluefromreal
property or aninterestinreal property, (b) isinseparablefrom thatrealproperty orinterestin real property, and
(c)doesnot produce orcontribute to the production ofincome otherthan consideration for the use or occupancy
of space,thentheintangibleisreal property oraninterestinreal property. Forexample, alicense, permit, or
other similar rightsolely for the use,enjoyment, oroccupation ofland or an inherently permanent structure that
is inthe nature ofaleasehold oreasement generally isan “interest in real property.” On the other hand, alicense
orpermittoengageinoroperate abusinessgenerally isnot real property or aninterestin real property because
it produces orcontributesto the production ofincome other than consideration for theuse or occupancy of
space.

The currentregulations donot coverintangibles,although the IRS had issueda numberofprivate letter rulings
coveringvarious issues. The Proposed Regulations deviate from prior IRSguidancewhich looked to whether the
intangibles were “inextricably and compulsorily tied” to thereal property.Itisunclearhow whether thechange
in the standardwill result in different conclusions.

The Proposed Regulations contain several examples to illustratewhen certain intangibles arereal property or
interestsinreal property. In Example11,goodwill which derivesits value and isinseparable fromthe acquisition
of hotelistreated as real property. In Example 12, aspecial use permitthata REIT receives from government to
placeacelltoweronfederal governmentland is determined tobe inthe natureofaleaseholdand thereforeisan
interestinreal property.In Example 13,aREIT's license tooperateacasinoinabuildingwhich itownswas
determinedto be alicense toengage inthe businessofoperating acasino and, thus,notreal property.

Effective date

The Proposed Regulations are proposed to be effectivefor calendar quarters beginningafter they are published
asfinal regulations in the Federal Register. Commentsare due by August 12, 2014.

While the Proposed Regulations are pending, the IRSis expectedto acceptand process ruling requests,
including ruling requests on the definition ofreal property for REIT purposes, in accordance with theircurrent
practice. However, futurerulings are likely to be required by the IRSto be consistent with the Proposed
Regulations.

Conclusion

The Proposed Regulations are awelcomedevelopment for REITs. When finalized, they should reduce
uncertainty regarding qualificationofassets as real property and reduce the need for ruling requests, whichcan
take many months and be costly to obtain. In particular, by specifically covering intangible assets, eliminating
the “assets accessory to theoperation ofabusiness”rule in favorofan active/passive rule, providing the safe
harbors for specific assets, and delineating the relevantfactsand circumstances, the Proposed Regulations will
make iteasier for REITs and their advisors to conclude on the qualification ofspecific assets as real property.

Itshould be notedthat the Proposed Regulationsdonot purport to deal with the incometests. Thus, whether the
use ofa particulartypeofasset produces qualifying rents from real property or mortgage interestwill remainan
uncertain area.

Inthe interim, REITs can take comfort thatthe IRSisnotchanging inamaterial way its current ruling policyin
thisarea.

Real Estate Alert | May 2014 4



For additional information concerning this issue, please contact:

Adam Handler
213-356-6499
adam.handler@us.pwc.com

Adam Feuerstein
703-918-6802
adam.s.feuerstein@us.pwc.com

Stephanie Tran
213-356-6113
stran@us.pwc.com
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