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Dear

This letter responds to a letter dated Septenber 7, 2001,
fromyour authorized representative, as well as subsequent
correspondence, requesting a ruling that the rental incone
recei ved by Conpany fromthe Property is not passive investnent
i nconme within the neaning of 8§ 1362(d)(3)(C (i) of the Internal
Revenue Code

FACTS

Conpany was i ncorporated under the laws of State on a and
el ect ed under
8§ 1362(a) to be an S corporation effective b. Conmpany is
primarily engaged in | easing and operating a retail shopping
center (the Property), with approximately ¢ tenants. It also
operates certain small retail and service businesses within the
Property, as well as running Subsidiary and engagi ng i n extensive
real estate devel opnent.

Conpany represents that it is directly and actively invol ved
in the day-to-day operations of the Property. Through
approxi mately d enpl oyees and officers (all but 2 of whom work
full-tine), Conpany provides various services to the Property in
its real estate |easing and managenent business. (In addition,
Conpany enpl oys approximately e persons to operate the snall
busi nesses within the Property and f persons to operate
Subsidiary.) The services provided include nmaintai ni ng common



areas, including restroons; bussing tables and cl eaning food
trays; providing electricity, water, heating, and air

condi tioning; maintaining property exteriors, including roofs;
mai ntai ning the parking lots; constructing tenant nodifications;
noni tori ng and coordi nating safety measures; pronoting and
coordi nating holiday activities; |andscaping and grounds

mai nt enance; carpentry repairs and nodifications; trash renoval;
pest control; security services; and common marketing. In
addition to the services provided to tenants, Conpany handl es the
usual | easing and adm nistrative functions involved in managi ng
real estate.

Conpany received or accrued approximately g in rents and
paid or incurred approximtely h in relevant expenses for i on
t he Property.

LAW AND ANALYSI S

Except as provided in 8§ 1362(g), § 1362(a)(1l) provides that
a smal |l business corporation nmay elect, in accordance with the
provi sions of § 1362, to be an S corporation.

Section 1362(d)(3)(A) (i) provides that an el ection under §
1362(a) term nates whenever the corporation (lI) has accumnul at ed
earnings and profits at the cl ose of each of three consecutive
tax years, and (l1) has gross receipts for each of such tax years
nore than 25 percent of which are passive investnent incone.

Except as otherwi se provided in 8§ 1362(d)(3)(C), 8§
1362(d) (3)(C) (i) provides that the term "passive investnent
i ncone” neans gross receipts derived fromroyalties, rents,
di vidends, interest, annuities, and sales or exchanges of stock
or securities.

Section 1.1362-2(c)(5)(ii)(B)(1) of the Income Tax
Regul ati ons provides that "rents" neans anounts received for the
use of, or the right to use, property (whether real or personal)
of the corporation.

Section 1.1362-2(c)(5)(ii)(B)(2) provides that "rents" does
not include rents derived in the active trade or business of
renting property. Rents received by a corporation are derived in
an active trade or business of renting property only if, based on
all the facts and circunstances, the corporation provides
significant services or incurs substantial costs in the rental
busi ness. GCenerally, significant services are not rendered and
substantial costs are not incurred in connection with net |eases.
Whet her significant services are perfornmed or substantial costs
are incurred in the rental business is determ ned based upon al
the facts and circunstances including the nunber of persons



enpl oyed to provide the services and the types and anounts of
costs and expenses incurred (other than depreciation).

Based solely on the facts submtted and representations
made, we conclude that the rents Conpany receives fromthe
Property are not passive investnent 1 ncome under §
1362(d) (3) (O (i) .

Except for the specific ruling above, we express or inply no
opi ni on concerning the federal tax consequences of the facts of
this case under any other provision of the Code. Specifically,
we express or inply no opinion regarding Conpany's election to be
treated as an S corporation. Further, the passive investnent
I ncone 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 renmai ns passive for purposes of § 469.

Under a power of attorney on file with this office, we are
sending a copy of this letter to your authorized representative.

This ruling is directed only to the taxpayer who requested
it. According to
8 6110(k)(3), this ruling may not be used or cited as precedent.

Si ncerely,

JEANNE SULLI VAN

Seni or Techni ci an Revi ewer, Branch 3
O fice of Associate Chief Counsel
(Passt hroughs and Speci al |ndustries)

encl osure: copy for 8 6110 purposes



