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    TICS AND I.R.C. SECTION 1031: SELECTED CASES 

     As a brief background, a Section 1031 exchange refers to a method of deferring capital gains 
taxes on the sale of investment real property by exchanging the proceeds from the sale of the real 
property into the purchase of a like-kind investment real property of equal or greater value. The 
IRS places stringent time limits on the identification and consummation of the replacement 
property transaction, along with numerous requirements regarding valuation and debt. 

1. Nature or character of the property: Per I.R.C. section 1031(a) and Treas. Reg. section
1.1031(a)-1(b), the properties exchanged must be alike in terms of their character, but not
in terms of their grade or class.

A. Exelon Corp. v. Commissioner, 147 T.C. 230 (2016), aff’d, 906 F.3d 513 (7th Cir.
2018)
Denied section 1031 status where the taxpayer exchanged power plants for an
interest in financial instruments. The court held that the transactions failed the
substance over form inquiry. They were loans rather than leases, as they did not
transfer the benefits and burdens of ownership to the taxpayer. This was an issue of
first impression, because the court had never ruled on the tax consequences of a
like-kind exchange involving a SILO (sale-in/lease-out) transaction funded fully by
a taxpayer's own equity contribution.

B. VIP's Indus., Inc. v. Commissioner, 105 T.C.M. (CCH) 1890 (2013)
Denied section 1031 status where the taxpayer transferred its leasehold interest in
a property with a remaining term of twenty-one years and four months in exchange
for fee interests in two other properties. Applying precedent, the court concluded
that the leasehold interest was not of like kind to a fee interest under section 1031.
The leasehold interest was not similar enough to the thirty-year leasehold interest
that Treas. Reg. section 1.1031(a)-1(c), recognizes as the equivalent of a fee
interest.

C. Wiechens v. United States, 228 F. Supp. 2d 1080 (D. Ariz. 2002)
Denied section 1031 status, holding that while water rights are an interest in real
property, they are not alike in kind to a fee simple interest in farm land and that a
fifty-year limited right is not the same as a leasehold for thirty or more years. In
this case, the water rights were limited in quantity, priority, and duration.
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D. I.R.S. Private Letter Ruling 200019014 (February 10, 2000)*  
Affirmed section 1031 status for partnerships’ transfer of fee simple interests in real 
and personal property in exchange for undivided interests in like-kind real and 
personal property to be held as tenants in common. 

E. Koch v. Commissioner, 71 T.C. 54 (1978) 
Affirmed section 1031 status for transfer of a fee interest in real estate in exchange 
for real estate subject to ninety-nine year leases. The court determined that the 
taxpayers' right to receive rent from the acquired property was part of the bundle of 
rights associated with ownership of the property and did not change the fact that 
the properties were alike in kind. 

F. Estate of Meyer v. Commissioner, 503 F.2d 556 (9th Cir. 1974)  
Denied section 1031 status where a general partnership interest was exchanged for 
a limited partnership interest, because the limited interest does not hold the same 
responsibilities and liability as the general interest. The court found that “[t]he 
different character of [the taxpayer’s] ownership interest made it property of a 
different class rather than property of a different grade.” Meyer, 503 F.2d at 558.  

G. Rev. Rul. 68-331, 1968-1 C.B. 352  
Affirmed section 1031 status for transfer of interest in a producing lease of an oil 
deposit, extending until the exhaustion of the deposit, in exchange for a fee interest 
in an improved ranch. For income tax purposes, the interest of a lessee in a 
producing oil lease is an interest in real property. The I.R.S. excluded the personal 
residence portion of the ranch from section 1031 eligibility, as it would not be used 
for income-producing purposes. 

H. Miller v. United States, 63-2 U.S.T.C. (CCH) 9606 (S.D. Ind. 1963)  
Affirmed section 1031 status for transfer of a partnership interest in one partnership 
for a partnership interest in another partnership. The court held that the partnership 
interests exchanged were alike in kind as they both represented property held for 
productive use in trade or business or for investment and were not stock in trade or 
evidence of indebtedness or interest. The taxpayer’s additional investment in the 
second company was found to be a continuation of his investment in the first 
company, because it was unliquidated and carried over. 

I. Commissioner v. P.G. Lake, Inc., 356 U.S. 260 (1958) 
Denied like-kind exchange status for transfer of land for oil-production payments 
that were restricted to a specific dollar value of production. This case consolidated 
five cases involving the same question of law. The court found that “consideration 
was paid for the right to receive future income, not for an increase in the value of 
the income-producing property.” Lake, 356 U.S. at 266. 

J. Rev. Rul. 55-749, 1955-2 C.B. 295    
Affirmed section 1031 status for transfer of a one-half fee interest in land in 
exchange for perpetual water rights in an irrigation district. The I.R.S. held that 
“where the water right, whatever its size, is in perpetuity . . . the water rights and 
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the land involved are regarded as sufficiently similar to constitute property of like 
kind within the meaning of section 1031(a) of the Code.” Rev. Rul. 55-749. The 
I.R.S. asserted that the like-kind analysis must consider “the nature and character 
of the title conveyed or the rights of the parties therein . . . [T]he rights vested in 
the respective grantees in and to the properties exchanged must be of the same 
general character or of substantial equality.” Rev. Rul. 55-749. 

K. Commissioner v. Crichton, 122 F.2d 181 (5th Cir. 1941) 
Affirmed like-kind exchange status for transfer of an improved city lot for a mineral 
interest in unimproved agricultural land. The statute does not “draw any distinction 
between parcels of real property however dissimilar they may be in location, in 
attributes and in capacities for profitable use.” Crichton, 122 F.2d at 182.  

2. Differentiating a sale from an exchange: Per I.R.C. section 1031(a) and Treas. Reg. 
section 1.1031(a)-1(a), the replacement property must be acquired through an exchange of 
properties, not through a sale and subsequent purchase. Per Treas. Reg. section 1.1031(k)-
1(f), a gain or loss is recognized if money or non-like-kind property is received before the 
receipt of like-kind property. The taxpayer’s access to funds from the sale must be 
restricted during the deferral period. Per Treas. Reg. section 1.1031(k)-1(g)(4), if a 
qualified intermediary takes possession of the sale proceeds, this will not implicate 
constructive receipt of the proceeds. 

 
A. Crandall v. Commissioner, T.C. Summary Opinion 2011-14 (T.C. Feb. 15, 2011)  

Denied section 1031 status, because the transactions were determined to be a sale 
and reinvestment of the proceeds. The taxpayers were in constructive receipt of the 
proceeds because the escrow agreement “did not expressly restrict petitioners' 
access to and use of the funds held in the escrow account.” Crandall, T.C. Summary 
Opinion 2011-14. The court arrived at this finding, notwithstanding the fact that the 
taxpayers did use the funds to purchase replacement property. 

B. Swaim v. United States, 651 F.2d 1066 (5th Cir. 1981) 
Denied section 1031 status where the taxpayers received cash and promissory notes 
in exchange for the property. The funds received were totally unrestricted; the 
taxpayers were under no obligation to purchase the replacement property until the 
other party met certain conditions, including the making of certain improvements 
to the land, which might never have occurred. The improvements were not 
completed until more than three months after the taxpayers transferred title. The 
court found that the transactions were both severable and severed. 

C. Griffin v. Commissioner, 49 T.C. 253 (1967) 
Denied section 1031 status where the farm received in the exchange was held 
primarily for sale. The farm could not have been held for use in the taxpayers’ trade 
or business or for investment, because they had a binding contract to sell the farm 
to another party once they acquired it. The taxpayers did in fact complete the sale 
of the farm on the same day that they acquired it. 
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D. Cowden v. Commissioner, 24 T.C.M. (CCH) 1528 (T.C. 1965), aff’d, 365 F.2d 832 
(1st Cir. 1966).  
Denied section 1031 status where the taxpayer (trust) sold property and 
subsequently constructed a building on a parcel of land contiguous to the property. 
In consideration for the transfer of the ten lots, the trust received no property other 
than money.  

3. Ineligibility of partnerships: I.R.C. section 1031(a)(2)(D) and Rev. Proc. 2002-22 specify 
that an interest in a partnership cannot qualify as replacement property. I.R.C. section 
761(a) defines a partnership for federal tax purposes. Treas. Reg. §1.761-1(a) states that 
merely sharing expenses is not sufficient to indicate a partnership. Treas. Reg. section 
301.7701-1(a)(2) provides that where state and federal rules differ on classification (e.g., 
as real property or a partnership interest), federal tax law controls. Treas. Reg. section 
301.7701-1(a)(2) specifies that while sharing expenses does not necessarily create a 
partnership, a joint venture “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.”  

 
A. I.R.S. Private Letter Ruling 200625010 (Jun. 23, 2006)* 

Approved section 1031 status where the property manager’s compensation was 
based on a percentage of gross receipts but did not exceed customary payments to 
similar property managers. The arrangement did not violate Rev. Proc. 2002-22, 
section 6.11. The I.R.S. stated that “[a]ctivities will be treated as customary 
activities for this purpose if the activities would not prevent an amount received by 
an organization described in section 511(a)(2) from qualifying as rent under section 
512(b)(3)(A) and the regulations thereunder.” 

B. I.R.S. Private Letter Ruling 200513010 (Apr. 1, 2005)* 
Approved section 1031 status, even though the sponsor had a permanent interest 
and promoted other real estate deals. The sponsor’s business activities were not 
imputed to the TIC. 

C. Long v. Commissioner, 77 T.C. 1045 (1981) 
The court held that an excess of liabilities received in a like-kind exchange, 
constitutes money under section 1031(d) and, thus, gain was realized in the 
transaction. The taxpayers jointly owned a fifty-percent share of a partnership and 
a joint venture. Their principal asset was mortgaged rental real estate. They 
exchanged their fifty-percent interest in the first property for the other fifty-percent 
interest in the second property, with the result that they owned all of the second 
property and none of the first. The court established that when non-qualifying 
property is received as part of a 1031 exchange, gain under section 1031(b) should 
be determined based on a partnership entity basis. This treatment is essential as it 
disallows parties from “delaying[ing] the recognition of gain resulting from an 
excess of liabilities relieved by simply equalizing the liabilities through a 
reallocation of liabilities among the exchanging partners.” Long, 77 T.C. at 1078. 
The court further established that joint venture status, for Federal income tax 
purposes, is not determined by state law or common law. 

https://plus.lexis.com/api/permalink/4cdd2762-f3d7-45c6-8805-7b55419aa712/?context=1530671
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D. Madison Gas & Elec. Co. v. Commissioner, 633 F.2d 512 (7th Cir. 1980) 
Denied section 1031 status where co-tenants of a power plant manufactured 
electricity for resale. Co-tenants combined capital to build a nuclear power plant, 
and each received a share of the jointly produced electricity, to resell to customers. 
The court found that this was an in-kind profit distribution. Manufacturing goods 
supports a finding of a business partnership. The court stated that the degree of 
business activity is the “business activities test” that differentiates mere co-owners 
from co-owners who are engaged in a partnership. 

E. M.H.S. Co. v. Commissioner, 575 F.2d 1177 (6th Cir. 1978)  
Denied like-kind exchange status where the court found that the taxpayer had 
invested in a joint venture and a partnership rather than in a tenant-in-common 
arrangement. The replacement property was, thus, a partnership interest and was 
properly classified as personal property rather than real property. As a result, the 
exchange was between real property and a partnership interest and was not a like-
kind transfer.  

F. Rev. Rul. 75-374, 1975-2 C.B. 261  
Affirmed section 1031 status where co-tenants in an apartment building hired a 
third-party property manager. The third-party property manager’s activities did not 
justify a finding that the co-tenancy constituted a business enterprise, as the 
activities were customary rental services and not income-producing services. 
Services provided by the third-party property manager included: rent collection, 
payment of taxes and insurance, provision of heating and cooling, maintenance of 
common areas, provision of unattended parking, trash removal.  

4. Holding-purpose: Per I.R.C. section 1031(a), the relinquished property must have been 
held as a productive business or investment immediately prior to the exchange. Treas. Reg. 
section 1.1031(k)-1(j)(2)(iv) specifies that the taxpayer must demonstrate that at the time 
the replacement property was received, there was a bona fide intent to hold the replacement 
property for business or investment.  

 
A. Weintrob v. Commissioner, 60 T.C.M. (CCH) 895 (1990) 

Denied section 1031 status where taxpayer exchanged land for gravesites, as they 
did not intend to hold the gravesites for an investment or business purpose. The 
taxpayers acquired them with the purpose of making donations to tax-exempt 
entities.  

B. Maloney v. Commissioner, 93 T.C. 89 (1989) 
Affirmed section 1031 status where the taxpayer received real property from a 
corporate liquidation with the intent of exchanging it for replacement real estate to 
be held for business or investment. The court relied on precedent establishing that 
section 721 and section 333 transactions are not incompatible with section 1031 
tax-free exchanges. 

C. Gangi v. Commissioner, 54 T.C.M. (CCH) 1048 (1987)   

https://plus.lexis.com/api/permalink/0f1900dd-dcbf-4aac-9912-0e447811eefd/?context=1530671
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Denied section 1031 status where the taxpayer liquidated their investment by 
transforming an apartment building into individual condominium units and sold 
them. The court held that the property was held primarily for sale, because the sale 
of the individual units was different from the previous rental arrangement.  When 
evaluating whether real property is held primarily for sale, the court considers 
several factors: the nature of the property acquisition, the frequency and continuity 
of sales, the nature and extent of the taxpayer’s business, the activity of the seller, 
the substantiality of the transactions. 

D. Magneson v. Commissioner, 753 F.2d 1490 (9th Cir. 1985)  
Affirmed section 1031 status where the taxpayers exchanged a fee interest in 
income-producing real estate for other income-producing real estate, which they 
held as tenants in common with the other party. The court specified that section 
1031(a) does not prohibit the exchange of partnership interests and found that the 
taxpayers had exchanged investment property for like-kind investment property 
“which they continue to hold for investment, albeit in a different form of 
ownership.” Magneson, 753 F.2d at 1495. The court focused on the "to be held" 
language of section 1031(a) and concluded that holding the property to contribute 
to a partnership is “holding” the property for investment.   

E. Bolker v. Commissioner, 760 F.2d 1039 (9th Cir. 1985) 
Affirmed section 1031 status where the taxpayer continued long-term real estate 
investment through purchase of replacement property, even where the relinquished 
real estate was received through a corporate liquidation. The taxpayer did not have 
an intent to liquidate. The court distinguished this from a situation in which the 
taxpayer receives distribution of real property from a liquidation and then disposes 
of the real estate investment for cash.  

F. Rev. Rul. 77-337, 1977-2 C.B. 305   
Denied section 1031 status where the taxpayer prearranged transfer of a shopping 
center acquired from the liquidation of the taxpayer’s wholly owned corporation, 
in exchange for like-kind property. The I.R.S. found that the taxpayer had no intent 
to hold the shopping center for productive use for trade or business or for 
investment. The I.R.S. held that the transaction “was a prearranged plan whereby 
[the corporation] was liquidated to facilitate a further exchange between [the 
taxpayer] and [the other party] of their respective properties.” Rev. Rul. 77-337. 
“The productive use of the shopping center by [the corporation] prior to the 
liquidation cannot be attributed to [the taxpayer].” Rev. Rul. 77-337. 

G. Rev. Rul. 75-292, 1975-2 C.B. 33 
Denied section 1031 status where a taxpayer, in a prearranged transaction, 
transferred land and buildings in exchange for land and an office building owned 
by a corporation and used in its trade or business and, immediately afterwards, 
transferred the land and office building to the taxpayer's newly created corporation. 
The taxpayer did not exchange the land and buildings with an intent to hold them 
for productive use in trade or business or for investment. The I.R.S. held that the 

https://plus.lexis.com/api/permalink/702c9d2d-8f69-470b-8789-9cd9a6957e70/?context=1530671
https://plus.lexis.com/api/permalink/0128f37a-3034-466e-b28e-53f733d4c2c9/?context=1530671
https://plus.lexis.com/api/permalink/db8712ba-8540-49f3-97d3-6877628e3f72/?context=1530671
https://plus.lexis.com/api/permalink/5399c3cc-a402-4390-8c7c-581f7ad2279a/?context=1530671
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newly created corporation's eventual use of the land and office building in trade or 
business is not attributable to the taxpayer, its sole shareholder. 

5. Transactions between related persons and intent of tax avoidance: Passed in 1989 to 
close a loophole, section 1031(f) limits like-kind exchanges between related individuals. 
Further, under section 1031(f)(4), any transaction that has a principal purposes of tax 
avoidance is ineligible for like-kind treatment. Section 1031(f)(4)(1) states that if within 
two years after an exchange of like-kind property between related parties, one party 
disposes of the property received in the exchange, section 1031 will not apply to the 
transaction. This is intended to disallow tax avoidance for an exchange in which the 
taxpayer has a prearranged plan to transfer property to an unrelated party who then 
exchanges the property with a party related to the taxpayer within two years of the previous 
exchange.  

 
A. Malulani Grp., Ltd. & Subsidiary v. Commissioner, 112 T.C.M. (CCH) 530 (2016), 

aff’d sub nom. Malulani Grp., Ltd., & Subsidiary v. Commissioner, 771 F. App’x 
800 (9th Cir. 2019)   
Denied section 1031 status where the taxpayer failed to demonstrate that tax 
avoidance was not one of the principal purposes of the exchange. Though the 
transfer did not involve the exchange of low-basis property for high-basis property, 
one party was able to offset the gain recognized by using net operating losses. This 
resulted in net tax savings to the taxpayer and the other party, as an economic unit. 
“Net tax savings achieved through use of the related party's NOLs may demonstrate 
the presence of a tax-avoidance purpose notwithstanding a lack of basis shifting.” 
Malulani, 112 T.C.M. 

B. Ocmulgee Fields, Inc. v. Commissioner, 613 F.3d 1360 (11th Cir. 2010)  
Denied section 1031 status where the taxpayer structured the transactions to avoid 
section 1031(f). Evidence included the unnecessary complexity of the transactions, 
as well as the fact that the taxpayer sold the low-basis property but paid taxes only 
on the gains from the related party's sale of the high-basis second property. 

C. Teruya Bros., Ltd. v. Commissioner of Internal Op. Revenue, 580 F.3d 1038 (9th 
Cir. 2009)  
Denied section 1031 status where the improper avoidance of federal income tax 
was one of the principal purposes behind a four-party real-estate exchange. The IRS 
determined that the transactions were structured to avoid section 1031(f)'s 
purposes, as the related parties used them to cash out of an investment in low-basis 
real property.  

6. Use of a qualified intermediary: Treas. Reg. section 1.1031(k)-1(g)(4) and section 
1.1031(k)-1(k) define a deferred exchange through a qualified intermediary and identify 
persons who may not act as intermediaries because they are related to the taxpayer in 
certain ways or are an agent of the taxpayer (e.g., certain relatives, employees, attorneys, 
investment brokers, accountants, real estate brokers). Section 1.1031(k)-1(k)(3) also 
specifies that a business entity may not act as a qualified intermediary if the taxpayer, 
taxpayer’s agent, or taxpayer’s family has an interest of ten percent or more in the business. 

https://plus.lexis.com/api/permalink/aadb56da-1538-435f-9b06-ef553ea6b54c/?context=1530671
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A. Blangiardo v. Commissioner, 107 T.C.M. (CCH) 1543 (2014)  

Denied section 1031 status where the intermediary attorney used in the transaction 
was the son of the taxpayer. A lineal descendant is a disqualified person, and the 
regulation makes no exception based on his/her profession.  

7. Guidelines specific to TIC arrangements: Rev. Proc. 2002-22 states that unanimous 
approval of the co-owners is required for a sale, lease, or release of a portion or all of the 
property, as well as for any negotiation or renegotiation of indebtedness secured by a 
blanket lien, the hiring of a manager, or the negotiation, extension, or renewal of a 
management contract. For all other actions, the co-owners may agree to be bound by the 
vote of those holding more than fifty percent of the undivided interests. 

 
A. I.R.S. Private Letter Ruling 20162208 (February 23, 2016)* 

The I.R.S. stated that tenancy in common interests in property are not interests in a 
business entity and can qualify for like-kind exchange treatment under section 
1031. At the time of the execution of the lease, one of the owners entered into an 
option agreement to sell all or a percentage interest in the property to the future 
tenant in common. In considering section 6.10 of Rev. Proc. 2002-22, the I.R.S.  
determined that the arrangement described by the taxpayer did not violate the 
purpose of the put prohibition (the requirement that a co-owner may not acquire a 
put option to sell the co-owner's undivided interest to another co-owner). The put 
option in this case would not cause the fractional interests in the property to 
constitute interests in a business entity, because the put is not an option to sell an 
existing undivided interest that was previously acquired by the taxpayer but, 
instead, it was an option to sell property held by the taxpayer prior to entering into 
the proposed transaction.  

B. In re Geneva ANHX IV LLC, 496 B.R. 888 (Bankr. C.D. Ill. 2013)   
The court held that bankruptcy did not change the requirement of unanimous 
consent of all thirty-three TIC owners in order to change the form of ownership of 
the property. Only thirteen of the thirty-three TIC owners filed voluntary chapter 
eleven petitions to use bankruptcy in an attempt to transition from TIC ownership 
to a more flexible association model. The court stated that “a tenancy-in-common 
is an inflexible form of ownership.” Geneva, 496 B.R. at 904. 

C. I.R.S. Private Letter Ruling 200327003 (July 3, 2003)* 
Affirmed section 1031 status where all tenants retained the right to terminate the 
management agreement and all tenants received annual notice of their right to 
terminate. This was established, notwithstanding the fact that the management 
contract would remain in place in the absence of any express termination. 

D. I.R.S. Private Letter Ruling 200019014 (February 10, 2000)*  
Affirmed section 1031 status and tenant-in-common status for a partnership that 
sought to own and operate replacement properties that would be managed by a 
corporation that was also a general partner in all of the involved partnerships. The 
I.R.S. found that the corporation would provide only usual and customary services 

https://plus.lexis.com/api/permalink/5528bf8d-9ead-43be-9c26-42fa00ff787b/?context=1530671
https://plus.lexis.com/api/permalink/b8d24b30-c52f-4de7-9b99-a413bdce0734/?context=1530671
https://plus.lexis.com/api/permalink/be272944-fc6c-4d44-90db-e4fcd9f4678b/?context=1530671
https://www.irs.gov/pub/irs-wd/0327003.pdf
https://plus.lexis.com/document/documentlink/?pdmfid=1530671&crid=8206fba6-c353-4706-8f1b-0b4721482d8c&pddocfullpath=%2Fshared%2Fdocument%2Fadministrative-materials%2Furn%3AcontentItem%3A4085-NRK0-0023-G2B2-00000-00&pdcontentcomponentid=6119&pdproductcontenttypeid=urn%3Apct%3A5&pdiskwicview=false&pdpinpoint=&prid=6fb7b60a-9afa-47b9-b639-a5c173745bb8&ecomp=1gkck
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needed to maintain the properties (heat, air conditioning, hot and cold water, 
unattended parking, normal repairs, cleaning of public areas, trash removal). 

E. Rev. Rul. 73-476, 1973-2 C.B. 300 
Affirmed section 1031 status where three individuals each owned an undivided 
interest as a tenant in common in three separate properties held for investment. No 
gain or loss was realized on the transfer by each of them of his interest in the three 
separate parcels in exchange for a one-hundred percent ownership of one parcel.  

8. Assumption of liabilities: Regulation Treas. Reg. section 1.1031 (d)-2, states that any 
liabilities assumed by the other party or any liabilities to which the transferred property is 
subject are treated as money received by the taxpayer.  

 
A. Rev. Rul. 59-229, 1959-2 C.B. 180  

The I.R.S. held that when a section 1031 exchange involves a reciprocal assumption 
of mortgages, any gain resulting from the exchange is subject to section 1231, 
which taxes it as a gain on the sale of a capital asset, and any loss is not recognized 
under section 1031(c). The taxpayers exchanged their respective farm properties, 
and the lands, buildings, and residences on both properties had substantial 
mortgages which were reciprocally assumed by the parties.  

9. Deferral period: I.R.C. section 1031(a)(3)(B) establishes a 180-day maximum limit on the 
time between the sale and the receipt of the replacement property. I.R.C. section 
1031(a)(3)(A) specifies that the taxpayer must identify potential replacement properties 
within forty-five days of selling the relinquished property. 

 
A. Christensen v. Commissioner, 71 T.C.M. (CCH) 3137 (1996), aff’d, 142 F.3d 442 

(9th Cir. 1998)  
Denied section 1031 status due to the taxpayer’s failure to complete the exchange 
on or before the tax return filing date in the preceding year. The taxpayer was not 
entitled to an automatic tax return extension and failed to file a request for an 
extension.  

10. Disregarded entities: Rev. Rul. 2004-77 held that if an entity has two members under 
local law, but for federal tax purposes, one of the members is disregarded as an entity 
separate from the other member, then the eligible entity cannot be classified as a 
partnership and is either disregarded as an entity separate from its owner or an association 
taxable as a corporation. Rev. Rul. 2004-77, 2004-2 C.B. 119.  

 
A. I.R.S. Private Letter Ruling 200807005 (November 9, 2007)* 

The I.R.S. affirmed that section 1031 status would apply to a transaction in which 
the taxpayer used a newly created state-law partnership as an entity that would be 
disregarded for federal income tax purposes. In the exchange, the disregarded entity 
would receive one-hundred percent of the interests of the partners in a partnership 
that held real property. The partnership would be disregarded because it was not 
classified as a partnership under § 7701(a)(2). As a result, the taxpayer would be 
considered the  owner of the replacement property. Further, because the taxpayer 

https://plus.lexis.com/api/permalink/e136ecc0-70af-4a99-8ffe-6ee69c4e49d7/?context=1530671
https://advance.lexis.com/api/permalink/d558dcd4-e08e-4f41-b180-b0f180e98517/?context=1000516
https://plus.lexis.com/api/permalink/33d33389-3700-4554-baef-d442b6bfcca2/?context=1530671
https://plus.lexis.com/api/permalink/33d33389-3700-4554-baef-d442b6bfcca2/?context=1530671
https://plus.lexis.com/api/permalink/a925268b-7e11-4b9d-9082-6710df4a695c/?context=1530671
https://plus.lexis.com/api/permalink/55d3c9b4-2afc-4f0e-88d3-0007dbaacd63/?context=1530671
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would acquire one-hundred percent of the partners' interests, the taxpayer would be 
treated as having acquired the real property assets of the partnership rather than as 
having acquired partnership interests from the partners. The I.R.S. stated that the 
transaction did not constitute an abuse of the type contemplated by section 
1031(a)(2)(D). 

11. Property used as a residence: Residences are not property held for productive use in a 
trade or business or for investment. Gain or loss from an exchange of personal residences 
may not be deferred under section 1031. Rev. Proc. 2008-16 defines a safe harbor that 
taxpayers can use to establish that a vacation home or second home is property held for 
productive use in a trade or business or for investment. Rev. Proc. 2008-16, 2008-1 C.B. 
547.  

 
A. Yates v. Commissioner, 105 T.C.M. (CCH) 1205 (2013), aff’d, 548 F.App’x 68 (4th 

Cir. 2013)    
Denied section 1031 status where the taxpayers failed to demonstrate a business 
motive, as they did not submit any evidence of efforts to use the property for 
business purposes. Additionally, the taxpayers began using the property as their 
personal residence, beginning only four days after the exchange.  

B. Reesink v. Commissioner, 103 T.C.M. (CCH) 1647 (2012)  
Affirmed section 1031 status despite the fact that the taxpayers moved into the 
home eight months after the exchange. The taxpayers satisfactorily demonstrated 
their investment intent at the time of the exchange through efforts to rent the home, 
including placement of flyers and showing the property to potential renters. 

C. Goolsby v. Commissioner, 99 T.C.M. (CCH) 1249 (2010)    
Denied section 1031 status where the taxpayers failed to satisfy the burden of 
demonstrating their investment intent at the time of the exchange. The taxpayers 
asserted that they had entered into the exchange for the purpose of using the 
replacement real estate as a rental property. In its denial, the court cited the 
taxpayers’ failure to research whether rental use was allowed by certain covenants, 
their minimal efforts to rent the property, and the fact that they moved into the 
property within two months of the exchange. 

D. Moore v. Commissioner, 93 T.C.M. (CCH) 1275 (2007)  
Denied section 1031 status where the taxpayers sold their first vacation home and 
purchased a second one, because the homes were used for recreation rather than for 
investment. The court asserted that merely moving out of a house does not eliminate 
its residential status and that listing a residence for sale shortly after moving out is 
strong evidence that the taxpayer is not holding the property primarily for 
investment. “The holding of a primary or secondary (e.g., vacation) residence 
motivated in part by an expectation that the property will appreciate in value is 
insufficient to justify the classification of that property as property ‘held for 
investment’ under section 212(2) and, by analogy, section 1031.” Moore, 93 
T.C.M. at 30. As evidence of the lack of investment motives, the court cited: no 
attempts were made to rent the properties, improvements and furniture upgrades 

https://advance.lexis.com/api/permalink/26cc0bf1-7591-4480-87d5-84220f0d5ee3/?context=1000522
https://advance.lexis.com/api/permalink/26cc0bf1-7591-4480-87d5-84220f0d5ee3/?context=1000522
https://plus.lexis.com/api/permalink/6231be04-f8a9-4ede-bec1-dc51b7b459d7/?context=1530671
https://plus.lexis.com/api/permalink/6231be04-f8a9-4ede-bec1-dc51b7b459d7/?context=1530671
https://plus.lexis.com/api/permalink/dae6a99b-e9a5-48ee-83b1-6e990647ee69/?context=1530671
https://plus.lexis.com/api/permalink/84d67612-535b-4053-b0d7-9516055009b4/?context=1530671
https://plus.lexis.com/api/permalink/c22003ca-86d1-4b19-9339-10523985f76d/?context=1530671
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were consistent with recreational use of the properties by the taxpayers, and the 
taxpayers kept their boat at the properties. Further, on their tax returns, the 
taxpayers did not claim any deductions for maintenance expenses or depreciation 
and treated their interest deductions as home mortgage interest rather than 
investment interest.  

E. Starker v. United States, 602 F.2d 1341 (9th Cir. 1979) 
The court recognized the well-established rule that the exclusive use of property by 
the owner as a residence will demonstrate that the property is not held for 
investment. Further, the court found that the taxpayer did not complete an exchange 
of properties as conceived by section 1031, because the replacement properties 
were received by his daughter and not by the taxpayer.   

12. Replacement property gifted to family members: Treas. Reg. section 1.1031(k)-
1(j)(2)(iv) specifies that the taxpayer must demonstrate that, at the time the replacement 
property was received, there was a bona fide intent to hold the replacement property for 
business or investment. 

 
A. Click v. Commissioner, 78 T.C. 225 (1982) 

Denied section 1031 status where the taxpayer’s children moved into the 
replacement properties immediately after the exchange, and she gifted the 
properties to the children seven months later. The court found that taxpayer 
received the replacement property with the intent of gifting it and never had an 
intent to use the property for business purposes. The taxpayer’s intent is determined 
at the time of the exchange. 

B. Wagensen v. Commissioner, 74 T.C. 653 (1980) 
Affirmed section 1031 status where the taxpayer received real property with the 
intent of using it for business or investment but gifted it to his children nine months 
after receipt. The court found that the taxpayer had no plans to make the gift at the 
time of the like-kind exchange and that he did use the property for business 
purposes between taking possession and making the gift. 

 

https://plus.lexis.com/api/permalink/2b673d9a-47a0-4e47-888c-cd2712ec50af/?context=1530671
https://plus.lexis.com/api/permalink/3e9c1bd8-cb47-4e0b-9f3b-11029ee1a278/?context=1530671
https://plus.lexis.com/api/permalink/ce0f554f-7d18-4aba-adc5-fe6939e852cf/?context=1530671
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REVENUE PROCEDURE 2002-22; A PRIMER 

A. Introduction 

Unlike a partnership interest, a tenancy-in-common interest is eligible for nonrecognition 
treatment under Section 1031 of the Internal Revenue Code of 1986, as amended (the “Code”). As 
a result, the tenancy-in-common has become a popular method of holding title to property. 
Throughout the 1980s and 1990s, taxpayers regularly turned to tenant-in-common (“TIC”) 
fractional ownership interests (“TIC Interests”) as replacement property, and an entire cottage 
industry developed in which sponsors promoted TIC Interests to the real estate community. 
However, the relationship among tenants-in-common must not exceed the mere co-ownership of 
property and engage in business together, like partners would otherwise do, or the IRS may 
recharacterize the tenancy-in-common as a business entity (either a partnership or corporation) and 
disallow an exchange of the tenant-in-common’s interest. 

To address this issue, several sponsors of TIC programs approached the IRS and requested 
advance rulings to approve their particular TIC ownership as a non-business entity. In late 2000, 
the IRS issued Revenue Procedure 2000-46 stating that it would no longer accept requests for 
revenue rulings on this issue. Then, on March 20, 2002, the IRS issued Revenue Procedure 2002-
22 (“Rev. Proc. 2002-22”), rescinding Revenue Procedure 2000-46 and setting forth conditions 
under which the IRS would once again consider requests for advance rulings dealing with TIC 
Interests in rental real property (other than certain mineral property). 

B. Revenue Procedure 2002-22 

Rev. Proc. 2002-22 outlines 15 requirements for submission to obtain an advance ruling: 

1. Tenancy in Common Ownership. Each co-owner must hold title (either directly 
or through a disregarded entity) as a tenant in common under state law. 

2. Number of Co-Owners. No more than 35 persons (husband and wife and all 
persons who acquire interests from a co-owner by inheritance treated as a single 
person). 

3. Treatment of Co-Ownership as an Entity. The co- ownership may not: 

− file a partnership or corporate tax return, 

− conduct business under a common name, 
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− execute an agreement identifying the co-owners as partners, shareholders or 
members of a business entity, or otherwise hold itself out as a partnership or 
other form of business entity (nor may the co-owners hold themselves out as 
such). If the co-owners held interests in the property through a partnership or 
corporation immediately prior to the formation of the co-ownership, the IRS 
will not issue an advance ruling. 

4. Co-Ownership Agreement. The co-owners may enter into a limited co-ownership 
agreement that may run with the land. 

5. Voting. The co-owners must unanimously approve: 

− the hiring of any manager (including contract negotiation, extension or 
renewal), 

− the sale or other disposition of the Property, 

− any leases of a portion or all of the Property, or 

− the creation or modification of a blanket lien. 

For all other actions, the vote of those holding more than 50 percent of the 
undivided interests in the Property is acceptable. Powers of attorney may be used 
only to execute specific documents after the co-owner has consented to the action. 

6. Restrictions on Alienation. In general, each co-owner must have the rights to 
transfer, partition and encumber the co-owner’s undivided interest without the 
agreement or approval of any person. However, restrictions on these rights required 
by a lender (consistent with customary commercial lending practices) are 
permitted. Section 6.14 restricts who may be a lender. Rights of first offer and 
agreements to offer to co-owners before exercising the right of partition may be 
given. 

7. Sharing Proceeds and Liabilities upon Sale of Property. If the property is sold, 
any debt secured by a blanket lien must be satisfied and the remaining sales 
proceeds must be distributed to the co-owners. 

8. Proportionate Sharing of Profits and Losses. Each co-owner must share in 
revenues and costs in proportion to the co-owner’s undivided fractional interest in 
the property. Neither the other co-owners, nor the sponsor, nor the manager may 
advance funds to a co-owner to meet expenses associated with the TIC interest, 
unless the advance is recourse to the co-owner (and, where the co-owner is a 
disregarded entity, the owner of the co-owner) and is not for a period exceeding 31 
days. 

9. Proportionate Sharing of Debt. The co-owners must share in any indebtedness 
secured by a blanket lien in proportion to their undivided fractional TIC Interests. 
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10. Options. A co-owner may issue an option to purchase the co-owner’s interest (call 
option), provided the exercise price reflects the fair market value at time of exercise. 
A co-owner may not acquire an option to sell the co-owner’s interest (put option) 
to the sponsor, the lessee, another co-owner, or the lender, or any person related to 
any of them. 

11. No Business Activities. Generally, the co-owners’ (including their agents and 
related persons) activities must be limited to those customarily performed in 
connection with the maintenance and repair of rental real property.  No carrying on 
of any other business activities is permitted under Rev. Proc. 2002-22. 

12. Management and Brokerage Agreements. The co-owners may enter into 
management or brokerage agreements, which must be renewable no less 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 may not be a lessee. The manager 
must disburse to the co-owners their shares of net revenues within 3 months from 
the date of receipt of those revenues. The management agreement may authorize 
the manager: 

− to maintain a common bank account, 

− to prepare statements for the co-owners showing their shares of revenue and 
costs from the Property, 

− to obtain or modify insurance on the property, and 

− to negotiate modifications of the terms of any lease or any indebtedness 
encumbering the property, subject to the approval of the co-owners. 

Management fees must not depend on income or profits derived from the Property 
and may not exceed the fair market value of the manager’s services. Any fee paid 
by the co-ownership to a broker must be comparable to fees paid by unrelated 
parties to brokers for similar services. 

13. Leasing Agreements. All leasing arrangements must be bona fide leases for federal 
tax purposes. Rents must reflect the fair market value for the use of the property 
and must not depend on the income or profits derived from the property leased 
(other than an amount based on a fixed percentage or percentages of receipts or 
sales). 

14. Loan Agreements. The lender with respect to any debt that encumbers the property 
or any debt incurred to acquire an undivided interest may not be a related person to 
any co-owner, the sponsor, the manager or any lessee of the Property.  Please note 
that specific lender requirements are addressed in the accompanying PowerPoint 
presentation. 

15. Payments to Sponsor. Except as otherwise provided in Rev. Proc. 2002-22, the 
amount of any payment to the sponsor for the acquisition of the coownership 
interest (and the amount of any fees paid to the sponsor for services) must reflect 
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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 
from the property. 

C. Summary 

Rev. Proc. 2002-22 makes clear the required elements for a sponsor or a taxpayer to obtain 
an advance ruling on the creation of TIC Interests as replacement property.  Given the formality 
and specificity of this process, interested parties should seek the advice of tax and legal 
professionals before submitting a request for the advanced ruling. 
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LENDER REQUIREMENTS FOR TIC FINANCING 

This outline discuss mortgage lender requirements for tenancy-in-common (TIC) transactions. 
Considering that such requirements may vary per financial institution, this outline primarily 
focuses on key issues that lenders confront when financing TICs.  It serves as a companion to the 
PowerPoint slides in today’s presentation. 

Several issues may arise for lenders due to the inherent characteristic of TICs that grants each co-
owner an “undivided but separate” interest in the property. The implication of this unique principle 
is that each co-owner has a right to possess the whole undivided property, but the co-owner’s 
interest may also be transferred without the consent or knowledge of the other owners and without 
eliminating the TIC. As a result of this, each co-owner has a fractional interest in any loan 
financing the TIC, and the potential for issues arising during the repayment process substantially 
increases. To ensure that such concerns are mitigated, there are ten key issues that mortgage 
lenders should be aware of when financing a TIC.  

1.  Nature and Identity of Co-Owners 

The inherent nature of a TIC is that a loan to one is a loan to every individual co-owner of the TIC. 
As a result, each individual member is jointly and severally liable for the repayment of a loan 
financing the TIC in proportion to their undivided interests.1 This underlying principle of “separate 
but undivided” ownership can raise several issues when it comes to repayment—particularly if the 
TIC consists of a substantial number of members. To mitigate issues in the repayment process, 
lenders should (1) ensure that every individual co-owner signs the loan document, (2) require or 
encourage each co-owner to be a disregarded entity, (3) consider whether a recourse or non-
recourse loan is appropriate according to each individual’s financial standing, (4) receive 
suretyship protections from each co-owner, and (5) be certain the customer identification 
requirements passed as part of the USA PATRIOT Act applies to each individual co-owner. These 
measures will assist in ensuring that each co-owner is liable for repayment in the case of a breach. 

 

 

                                                
1 Rev. Proc. 2002-22 § 6.09. 



2.  Leasing Requirements 

One of the most difficult requirements imposed by Rev. Proc. 2002-22 is that all tenants in 
common must unanimously approve of any lease or re-lease of a portion or the entirety of a 
property.2 One way to address the problem is by using the master lease structure. A master lease 
separates ownership from the daily leasing activities, and the terms are fixed at the time of 
investment. Changes to the document should rarely be necessary during its term. Under a master 
lease, the master lessee bears the risk of market rent fluctuations, but it also flattens the risk curve 
for the co-owners and the lender. Lenders are typically familiar and comfortable with the master 
lease structure so long as it is subordinated to the lender’s deed of trust and the master tenant gives 
a leasehold mortgage (or assignment of the property leases and rents) to the lender. An alternative 
to addressing the problem of unanimity is to include buy-out provisions in the original TIC 
agreement. 

3.  Partition and Ouster 

Under most state laws, an ouster or action for partition risk ending a TIC and the underlying loan 
financing its existence. To prevent an overzealous co-owner from doing so, lenders should require 
that the TIC agreement includes a waiver of the right to partition and a waiver of the right to claim 
an ouster. In further addressing ouster, the agreement should also provide that none of the co-
owners have a right to possession of the underlying property. 

4.  Transfer of Interests 

Considering the importance of each co-owner’s financial standing when granting the initial loan 
to a TIC, lenders should not permit free transfer of TIC interests without the lender’s review and 
approval of the proposed transferee, the terms of transfer, an assumption of the loan obligations 
by the transferee, and an amendment to the original TIC agreement adding the transferee. Although 
Rev. Proc. 2002-22 requires that each co-owner maintains free transferability of their interests, it 
also states that “restrictions on the right to transfer that are required by a lender and that are 
consistent with customary commercial lending practices are not prohibited.”3  

5.  Management Decisions 

Rev. Proc. 2002-22 requires that certain important decisions affecting the property must be 
approved by a unanimous vote among the co-owners.4 These important decisions include hiring a 
manager, selling or disposing of the property, and creating or modifying a lien on the whole of the 
property; such decisions may be delegated to a professional property manager.5 For management 
of the issues and relationships affecting the TIC, the agreement should designate a single co-owner 
as the contact for the lender for matters such as delivery of notices and other questions. 

For more important property decisions that involve the votes of each co-owner, lenders should 
require TIC agreements to include provisions that prevent potential deadlock situations (e.g., buy-
sell options that allow co-owners to buy the interests of dissenting co-owners). 

 

                                                
2 Rev. Proc. 2002-22, § 6.05. 
3 Rev. Proc. 2002-22, § 6.06. 
4 Rev. Proc. 2002-22, § 6.05. 
5 Rev. Proc. 2002-22, § 6.05. 



6.  Subordination 

Inherent in any transaction are agreements binding the parties to certain obligations. As a result, 
lenders should subordinate such agreements to the mortgage, or the lenders risk being paid last or 
not at all.  Important documents that should be subordinated include the TIC agreement, other loan 
agreements, and the master lease. By subordinating these documents, the lender mitigates the risk 
of nonpayment in the event of default or bankruptcy by the TIC member. 

7.  Fees 

A promoter is a person or group of people that are all real estate professionals who will identify 
properties to purchase. If the TIC was formed by a promoter, there are likely to be numerous fees 
for the logistics performed by the promotor during the TIC’s formation. As a result, the lender 
should seek out a provision ensuring that the payment of such fees by the members are deferred or 
prohibited if the loan is not paid in a timely manner. 

8.  Obligations of the Promoter/Manager 

Under circumstances in which the TIC was formed and is led by a promoter, it is possible that the 
co-owners would be asked to indemnify against certain losses that may be suffered as a result of 
the transaction (e.g., investment losses, hazardous substance response costs, or litigation loss). If 
there are such indemnity obligations to the promoter, lenders should remove, limit, cap condition, 
or subordinate them. 

9.  Revenues 

For a TIC to qualify for an I.R.C. § 1031 tax-deferred exchange, co-owners may only engage in 
activities “performed in connection with the maintenance and repair of rental real property.”6 As 
a result, lenders should review the TIC’s business activities to ensure that they are within the 
prescribed scope. If the TIC is disqualified from a 1031 exchange, it could limit the liquidity of 
the TIC interests and reduce repayment prospects.  

10.  Bankruptcy 

In the event a co-owner is in bankruptcy, that co-owner may seek to have the TIC agreement 
rejected as an executory contract. Successful rejection would allow the filing co-owner to invoke 
waived rights, such as partition, to reduce financing. A short-term solution for lenders is to 
continue seeking out single purpose bankruptcy remote entities and to include provisions that allow 
non-filing co-owners to purchase the interests of filing tenants in common. These methods will not 
necessarily prevent bankruptcy, but they are likely to make the bankruptcy much more 
manageable. 
 
 
 

                                                
6 Rev. Proc. 2002-22. § 6.11. 
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Rev. Proc. 2002-22 
 
SECTION 1. PURPOSE 

 
This revenue procedure specifies the conditions under which the Internal Revenue 

Service will consider a request for a ruling that an undivided 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 meaning of � 301.7701-2(a) of the Procedure and 

Administration Regulations. 

This revenue procedure supersedes Rev. Proc. 2000-46, 2002-2 C.B. 438, which 

provides that the Service will not issue advance rulings or determination 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)(1) of the Internal Revenue 

Code and whether arrangements where taxpayers acquire undivided fractional interests in 

real property constitute separate entities for federal tax purposes under � 7701.  This 

revenue procedure also modifies Rev. Proc. 2002-3, 2002-1 I.R.B. 117, by removing 

these issues from the list of subjects on which the Service will not rule.  Requests for 
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advance rulings described in Rev. Proc. 2000-46 that are not covered by this revenue 

procedure, such as rulings concerning mineral property, will be considered under 

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

SECTION 2.  BACKGROUND 

Section 301.7701-1(a)(1) provides that whether an organization is an entity 

separate from its owners for federal tax purposes is a matter of federal law 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 arrangement 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 mere co-

ownership of property that is maintained, kept in repair, and rented or leased does not 

constitute a separate entity for federal tax purposes.   

Section 301.7701-2(a) provides that a business entity is any entity recognized for 

federal tax purposes (including an entity with a single owner that may be disregarded as 

an entity separate from its owner under � 301.7701-3) that is not properly classified as a 

trust under � 301.7701-4 or otherwise subject to special treatment under the Internal 

Revenue Code.  A business entity with two or more members is classified for federal tax 

purposes as either a corporation or a partnership.   
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Section 761(a) provides that the term �partnership� includes a syndicate, group, 

pool, joint venture, or other unincorporated organization through or by means 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 Regulations provides that the term 

�partnership� means a partnership as determined under �� 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 deemed to own individually a physically 

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 from the property, to transfer the interest, and to 

demand 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 detriment of the other tenants in common.  7 Richard R. Powell, Powell 

on Real Property �� 50.01-50.07 (Michael Allan Wolf ed., 2000). 

Rev. Rul. 75-374, 1975-2 C.B. 261, concludes that a two-person co-ownership 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 employed an agent to manage 

the apartments on their behalf; the agent collected rents, paid property taxes, insurance 

premiums, repair and maintenance expenses, and provided the tenants with customary 

services, such as heat, air conditioning, trash removal, unattended parking, and 

maintenance of public areas.  The ruling concludes that the agent�s activities in providing 

customary services to the tenants, although imputed 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 business entity where three 
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individuals transferred ownership of a commercial building subject to a net lease to a trust 

with the three individuals as beneficiaries. 

Where a sponsor packages co-ownership interests for sale by acquiring property, 

negotiating a master lease on the property, and arranging for financing, the courts have 

looked at the relationships not only among the co-owners, but also between the sponsor 

(or persons related to the sponsor) and the co-owners in determining whether the co-

ownership gives rise to a partnership.   For example, in  Bergford v. Commissioner, 12 

F.3d 166 (9th Cir. 1993),  seventy-eight investors purchased �co-ownership� interests in 

computer equipment that was subject to a 7-year net lease.  As part of the purchase, the 

co-owners authorized the manager to arrange financing and refinancing, purchase and 

lease the equipment, collect rents and apply those rents to the notes used to finance the 

equipment, prepare statements, and advance funds to participants on an interest-free basis 

to meet cash flow.  The agreement allowed the co-owners to decide by majority vote 

whether to sell or lease the equipment at the end of the lease.  Absent a majority vote, the 

manager could make that decision.  In addition, the manager was entitled to a remarketing 

fee of 10 percent of the equipment�s selling price or lease rental whether or not a co-

owner terminated the agreement or the manager performed any remarketing.  A co-owner 

could assign an interest in the co-ownership only after fulfilling numerous conditions and 

obtaining the manager�s consent. 

The court held that the co-ownership arrangement constituted a partnership for 

federal tax purposes.  Among the factors that influenced the court�s decision were the 

limitations on the co-owners� ability to sell, lease, or encumber either the co-ownership 
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interest or the underlying property, and the manager�s effective participation in both 

profits (through the remarketing fee) and losses (through the advances). Bergford, 12 F.3d 

at 169-170.  Accord Bussing v. Commissioner, 88 T.C. 449 (1987), aff�d on reh�g, 89 

T.C. 1050 (1987); Alhouse v. Commissioner, T.C. Memo. 1991-652. 

  Under � 1.761-1(a) and �� 301.7701-1 through 301.7701-3, a federal tax 

partnership does not include mere co-ownership of property where the owners� activities 

are limited to keeping the property maintained, in repair, rented or leased.  However, as 

the above authorities demonstrate, a partnership for federal tax purposes is broader in 

scope than the common law meaning of partnership and may include groups not classified 

by state law as partnerships.  Bergford, 12 F.3d at 169.  Where the parties to a venture 

join together capital or services with the intent of conducting a business or enterprise and 

of sharing the profits and losses from the venture, a partnership (or other business entity) 

is created.  Bussing, 88 T.C. at 460.  Furthermore, where the economic benefits to the 

individual participants are not derivative of their co-ownership, but rather come from 

their joint relationship toward a common goal, the co-ownership arrangement will be 

characterized as a partnership (or other business entity) for federal tax purposes.  

Bergford, 12 F.3d at 169.   

SECTION 3.  SCOPE 

This revenue procedure applies to co-ownership of rental real property (other than 

mineral interests) (the Property) in an arrangement classified under local law as a 

tenancy-in-common.   
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This revenue procedure provides guidelines for requesting advance rulings solely 

to assist taxpayers in preparing ruling requests and the Service in issuing advance ruling 

letters as promptly 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.   

SECTION 4.  GUIDELINES FOR SUBMITTING RULING 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 circumstances of a particular case and whenever 

appropriate in the interest of sound tax administration.     

Where multiple parcels of property owned by the co-owners are leased to a single 

tenant pursuant to a single lease agreement and any debt of one or more 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 will generally not consider a ruling request under 

this revenue procedure unless: (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 independently, and (3) 

the parcels of property are properly viewed as a single business unit.  The Service will 

generally treat contiguous parcels as comprising a single business unit.  Even if the 

parcels are not contiguous, however, the Service may treat multiple parcels as comprising 
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a single business unit where there is a close connection between the business use of one 

parcel and the business use of another parcel.  For example, 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 contiguous.   

For purposes of this revenue procedure, the following definitions apply.  The term 

�co-owner� means 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 multiple co-ownership interests for the purpose of offering those interests 

for sale.  The term �related person� means a person bearing a relationship described in � 

267(b) or 707(b)(1), except that in applying � 267(b) or 707(b)(1), 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 from its 

owner for federal tax purposes.  Examples of disregarded entities include qualified REIT 

subsidiaries (within the meaning of � 856(i)(2)), qualified subchapter S subsidiaries 

(within the meaning 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 lien� means any 

mortgage or trust deed that is recorded against the Property as a whole. 

SECTION 5. INFORMATION TO BE SUBMITTED 

.01 Section 8 of Rev. Proc. 2002-1 outlines general requirements concerning the 

information to be submitted as part of a ruling request, including advance rulings under 

this revenue procedure.  For example, any ruling request must contain a complete 

statement of all facts relating to the co-ownership, including those relating to promoting, 
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financing, and managing the Property.  Among the information to be included are the 

items of information specified in this revenue procedure; therefore, the ruling request 

must provide all items of information and conditions specified below and in section 6 of 

this revenue procedure, or at least account for all of the items.  For example, if a co-

ownership arrangement has no brokerage agreement permitted in section 6.12 of this 

revenue procedure, the ruling request should so state.  Furthermore, merely submitting 

documents and supplementary 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 

documents submitted must be explained in the ruling request and may not be merely 

incorporated by reference.  All submitted documents and supplementary materials must 

contain applicable exhibits, attachments, and amendments.  The ruling request must 

identify and explain any information or documents 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 Information and Copies of Documents and Supplementary 

Materials.  Generally the following information and copies of documents and materials 

must be submitted with the ruling request: 

(1) The name, taxpayer identification number, and percentage fractional 

interest in Property of each co-owner;  
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(2) The name, taxpayer identification number, ownership of, and any 

relationship among, all persons involved in the acquisition, sale, lease and other use of 

Property, including the sponsor, lessee, manager, and lender; 

(3) A full description of the Property;  

(4) A representation that each of the co-owners holds title to the Property 

(including each of multiple parcels of property treated as a single Property under this 

revenue procedure) as a tenant in common under local law;  

(5) All promotional documents relating to the sale of fractional interests in 

the Property; 

(6) All lending agreements relating to the Property; 

(7) All agreements among the co-owners relating to the Property; 

(8) Any lease agreement relating to the Property; 

(9) Any purchase and sale agreement relating to the Property; 

(10) Any property management or brokerage agreement relating to the 

Property; and 

(11) Any other agreement relating to the Property not specified in this 

section, including agreements relating to any debt secured by the Property (such as 

guarantees or indemnity agreements) and any call and put options relating to the Property. 

SECTION 6.  CONDITIONS FOR OBTAINING  RULINGS 

The Service ordinarily will not consider a request for a ruling under this revenue 

procedure unless the conditions described below are satisfied.  Nevertheless, where the 

conditions described below are not satisfied, the Service may consider a request for a 
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ruling under this revenue procedure where the facts and circumstances clearly establish 

that such a ruling is appropriate.    

.01 Tenancy in Common Ownership.  Each of the co-owners must 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 whole may not be held by an entity recognized 

under local law.   

.02 Number of Co-Owners.  The number of co-owners must be limited to no more 

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 from 

a co-owner by inheritance are treated as a single person. 

.03 No Treatment of Co-Ownership as an Entity.  The co-ownership may not file a 

partnership or corporate tax return, conduct business under a common name, execute an 

agreement identifying any or all of the co-owners as partners, shareholders, or members 

of a business entity, or otherwise hold itself out as a partnership or other form of business 

entity (nor may the co-owners hold themselves out as partners, shareholders, or members 

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 immediately prior to the formation of the co-ownership.   

.04 Co-Ownership Agreement.  The co-owners may enter into a limited co-

ownership agreement that may run with the land.  For example, a co-ownership 

agreement may provide that a co-owner must offer the co-ownership interest for sale to 

the other co-owners, the sponsor, or the lessee at fair market value (determined as of the 
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time 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 behalf of the co-ownership require the vote of co-owners holding more 

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 must retain the right to approve the hiring of any 

manager, the sale or other disposition of the Property, any leases of a portion or all of the 

Property, or the creation or modification of a blanket lien.  Any sale, lease, or re-lease of a 

portion or all of the Property, any negotiation or renegotiation of indebtedness secured by 

a blanket lien, the hiring of any manager, or the negotiation of  any management contract 

(or any extension or renewal of such contract) must be by unanimous 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 holding more than 50 percent of the undivided interests in 

the Property.  A co-owner who has consented to an action in conformance with this 

section 6.05 may provide the manager or other person a power of attorney to execute a 

specific document with respect to that action, but may not provide the manager or other 

person with a global power of attorney.   

.06 Restrictions on Alienation.  In general, each co-owner must have the rights to 

transfer, partition, and encumber the co-owner�s undivided interest in the Property 

without the agreement or approval of any person.  However, restrictions on the right to 

transfer, partition, or encumber interests in the Property that are required by a lender and 

that are consistent with customary commercial lending practices are not prohibited.  See 
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section 6.14 of this revenue procedure for restrictions on who may be a lender.  

Moreover, the co-owners, the sponsor, or the lessee 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 may agree to offer the co-ownership interest for sale to 

the other co-owners, the sponsor, or the lessee at fair market value (determined as of the 

time the partition right is exercised) 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 must be satisfied and the remaining sales proceeds 

must be distributed to the co-owners. 

.08 Proportionate Sharing of Profits and Losses.  Each co-owner must 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.  Neither the other co-

owners, nor the sponsor, nor the manager may advance funds to a co-owner to meet 

expenses associated with the co-ownership interest, unless the advance is recourse to the 

co-owner (and, where the co-owner is a disregarded entity, the owner of the co-owner) 

and is not for a period exceeding 31 days.  

.09 Proportionate Sharing of Debt. The co-owners must share in any indebtedness 

secured by a blanket lien in proportion to their undivided interests. 

.10  Options. A co-owner may issue an option to purchase the co-owner�s 

undivided interest (call option), provided that the exercise price for the call option reflects 

the fair market value of the Property determined as of the time the option is exercised.  
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For this purpose, the fair market value of an undivided interest in the Property is equal to 

the co-owner�s percentage interest in the Property multiplied by the fair market 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 lessee, another co-owner, or the lender, 

or any person related to the sponsor, the lessee, another co-owner, or the lender.   

.11 No Business Activities.  The co-owners� activities must be limited to those 

customarily performed in connection with the maintenance and repair of rental real 

property (customary 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 

amount received by an organization described in � 511(a)(2) from qualifying as rent 

under � 512(b)(3)(A) and the regulations thereunder.  In determining 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 example, 

if the sponsor or a lessee is a co-owner, then all of the activities of the sponsor or lessee 

(or any person related to the sponsor or lessee) with respect to the Property will be taken 

into account in determining whether the co-owners� activities are customary activities.  

However, activities of a co-owner or a related 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 undivided interest in the Property for less than 6 months.   

.12 Management and Brokerage Agreements.  The co-owners may enter into 

management or brokerage agreements, which must be renewable no less frequently than 
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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 may not be a lessee.  The management  agreement 

may authorize the manager to maintain a common bank account for the collection and 

deposit of rents and to offset expenses associated with the Property against any revenues 

before disbursing each co-owner�s share of net revenues.  In all events, however, the 

manager must disburse to the co-owners their shares of net revenues within 3 months 

from the date of receipt of those revenues.  The management agreement may also 

authorize the manager to prepare statements for the co-owners showing their shares of 

revenue and costs from the Property.  In addition, the management agreement may 

authorize the manager to obtain or modify insurance on the Property, and to negotiate 

modifications of the terms of any lease or any indebtedness encumbering 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 lease and debt modifications.)  The determination of 

any fees paid by the co-ownership to the manager must not depend in whole or in part on 

the income or profits derived by any person from the Property and may not exceed the fair 

market value of the manager�s services.  Any fee paid by the co-ownership to a broker 

must be comparable to fees paid by unrelated parties to brokers for similar services.    

.13 Leasing Agreements.   All leasing arrangements must be bona fide leases for 

federal tax purposes.  Rents paid by a lessee must reflect the fair market value for the use 

of the Property.  The determination of the amount of the rent must not depend, in whole 

or in part, on the income or profits derived by any person from the Property leased (other 

than an amount based on a fixed percentage or percentages of receipts or sales).  See 
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section 856(d)(2)(A) and the regulations thereunder.  Thus, for example, the amount of 

rent paid by a lessee may not be based on a percentage of net income from the Property, 

cash flow, increases in equity, or similar arrangements. 

.14 Loan Agreements.  The lender with respect to any debt that encumbers the 

Property or with respect to any debt incurred to acquire an undivided interest in the 

Property may not be a related person to any co-owner, the sponsor, the manager, or any 

lessee of the Property.  

.15 Payments to Sponsor.  Except as otherwise provided in this revenue 

procedure, the amount of any payment to the sponsor for the acquisition of the co-

ownership interest (and the amount of any fees paid to the sponsor for services) must 

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 from the Property.    

SECTION 6.  EFFECT ON OTHER DOCUMENTS 

 Rev. Proc. 2000-46 is superseded.  Rev. Proc. 2002-3 is modified by removing 

sections 5.03 and 5.06. 

SECTION 7.  DRAFTING INFORMATION 

The principal authors of this revenue procedure are Jeanne Sullivan and Deane 

Burke of the Office of Associate Chief Counsel (Passthroughs and Special Industries).  

For further information regarding this revenue procedure, contact Ms. Sullivan or Mr. 

Burke at (202) 622-3070 (not a toll-free call). 
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