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The REIT proposed to acquire the interest in the manager-partnership held by the taxable REIT 
subsidiary. As a partner in the manager-partnership, the REIT would have gross income attributable to 
its share of management fee income earned by the partnership.  The manager-partnership currently 
does not, but may provide similar asset management services to existing and future joint ventures in 
which the REIT owns an interest and, thus, may be compensated by those joint ventures. The REIT 
represented that it would treat its gross income attributable to any fees earned by the manager-
partnership that would be attributable to third parties as non-qualifying income. 

After the acquisition, the REIT would have gross income for tax purposes as a partner in partnerships 
that own commercial real estate and as a partner in the manager-partnership.   

The IRS reasoned that: 

Because the Management Fees are derived from the same Investments that generate the 
Investment Income, including Taxpayer’s share of the Management Fees in Taxpayer’s gross 
income would cause the amounts to be counted twice for purposes of the gross income tests 
under section 856(c). 

The IRS continued: 

Taxpayer’s gross income attributable to Manager’s Management Fee income represents an 
amount that Taxpayer, as a partner in Manager, is charging itself to perform functions that, based 
on Taxpayer’s representations, Taxpayer could perform directly without adverse tax consequences. 

In effect, the taxpayer was paying itself.  Accordingly, the IRS exercised its authority under section 
856(c)(5)(J) and ruled that REIT’s gross income attributable to its allocable share of the management 
fees will be disregarded for purposes of the income tests. 
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