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TYPES OF SPECIAL TAX EXEMPT REAL ESTATE HOLDING ENTITIES

By Elka T. Sachs, Esq. and Samuel Nagler, Esq.

Krokidas & Bluestein LLP, Boston, Massachusetts

A.
501(c)(2) Title Holding Corporations (single-parent)
1.
Background, Reasons for creating
An organization that is tax exempt under Section 501(c)(3) of the Internal Revenue Code is permitted to own real estate directly.  However, it may choose to utilize Section  501(c)(2) and create a single-parent title-holding corporation for non-tax reasons.

IRC 501(c)(2) exempts certain corporations that hold title to property on behalf of another tax exempt organization from income taxation.  The statutory predecessor to IRC 501(c)(2) goes back to 1916.  The statute was enacted largely to overcome state law obstacles against the direct holding of title by an exempt organization, including property used in the organization’s exempt function (e.g., a church’s church building).  Thereafter, IRC 501(c)(2) organizations increasingly came to be used for holding investment property, and the Service approved such use in Rev. Rul. 69-381, 1969-2 C.B. 113.

A major reason for having a title-holding company is to enable the corporation’s parent to limit the liability which might otherwise result from property ownership (by placing the property in the title-holding corporation, a separate entity).  Other reasons are to improve the owner’s ability to borrow; clarify title; simplify administration and accounting; or comply with state law requirements.

Donations to 501(c)(2) organizations are generally not tax-deductible to the donor. I.R.S. Pub. 557.

2.
Requirements
The 501(c)(2) organization must be formed for the exclusive purpose of holding title to property, collecting the income from the property, and turning over the entire amount, less expenses, to an organization which is tax exempt under Section 501(c) of the Internal Revenue Code.  I.R.C. §501(c)(2).  The purposes of the 501(c)(2) organization must be limited both in its organizing documents and in practice. The tax exempt status of the 501(c)(2) is threatened if:

(a)
It has any income considered to be unrelated business taxable income (UBTI) other than rental income which is considered to be UBTI.  Examples of rental income considered to be UBTI include rental income (i) received from debt financed property deemed to be UBTI under section 514; or (ii) determined in whole or in part from the tenant’s income or profits; or (iii) obtained from a controlled for-profit or a controlled tax-exempt and determined to be UBTI under I.R.C. §512(b)(13); or (iv) allocable to personal property is more than incidental to the rents allocable to real property under the same lease (i.e. more than 50% of the rent).  Treas. Reg. 1.501(c)(2)-1(a). 

(b)
Ten percent or more of the 501(c)(2) organization’s gross income is rental income considered to be UBTI  unless the organization establishes to the satisfaction of the Secretary that the receipt of gross income in excess of such limitation was inadvertent and reasonable steps are being taken to correct the circumstances giving rise to such income.  I.R.C. §501(c)(25)(G).  

(c)
It accumulates income (rather than turning it over to the associated 501(c)(3) organization), Treas. Reg. 1.501(c)(2)-1(b), other than sufficient funds to service its debt and to make reasonable additions to depreciation and other reserves that would be proper for a business corporation holding and maintaining title to property. I.R.S. Pub. 557.

B.
501(c)(25) Title Holding Corporations (multi-parent)
1.
Reasons for Creating

In 1986, this category of title holding corporation was added, primarily because the Internal Revenue Service had been unwilling to allow 501(c)(2) organizations to support more than one tax-exempt parent organizations. In many ways, the 501(c)(25) is similar to the 501(c)(2).  The reasons that one would create a 501(c)(2), listed above, are also reasons that one would create a 501(c)(25) - to facilitate borrowing and administration, to segregate liabilities, and to comply with state law requirements, where applicable. In addition, although many of the unrelated business taxable income issues apply to the 501(c)(25), the 501(c)(25) is excepted from the debt financed property provisions of Section 514, if certain conditions apply.

One drawback to the 501(c)(25) over the 501(c)(2) is that rent attributable to personal property leased in connection with real property may not exceed 15% of the total rent under the lease, or the 501(c)(25)’s tax exempt status is threatened.  I.R.C. § 501(c)(25)(F).  

2.
Requirements
Like the 501(c)(2), the 501(c)(25) must be formed for the exclusive purpose of holding title to real estate, collecting the income from real estate, and turning over the income less expenses to the beneficiaries or the organization.  In addition:

(a)
The 501(c)(25) may not have more than 35 shareholders or beneficiaries.  I.R.C. §501(c)(25)(A)(i).

(b)
The 501(c)(25) may have only one class of stock or beneficial interests. I.R.C. §501(c)(25)(A)(ii).

(c) The 501(c)(25) may not hold property as a tenant in common.  I.R.C. §501(c)(25)(A).

(d) The organizational documents of the corporation or trust must permit its shareholders or beneficiaries:

(i) to dismiss the corporation’s investment adviser, following reasonable notice, upon a vote of beneficiaries holding a majority of interest in the corporation; and 

(ii) to terminate their interest in the corporation either 

(aa) by selling their interests to a permissible beneficiary so long as the number of beneficiaries does not exceed 35; or 

(bb) 
by having the corporation redeem their shares with up to 90 days notice.

I.R.C. §501(c)(25)(D).

(e)
UBTI incidentally received from the holding of real estate may not equal or exceed 10% of the 501(c)(25) organization’s gross income.

* * *


Please note that we could find no evidence of either a 501(c)(2) or 501(c)(25) entity being approved as an eligible borrower under a tax-exempt bond issuance.

C. 
Single-Member Disregarded Entity LLC
1. Reasons for Creating
A tax exempt organization may wish to segregate the liabilities associated with real estate ownership, but avoid the financial formalities involved in creating and maintaining a separately incorporated title-holding corporation.  If the tax exempt entity creates a limited liability of which it is the sole member, and the LLC does not make a “check-the-box” election to be treated as an association or corporation, and does not submit an application for tax exemption, the LLC will be treated as a disregarded entity for tax purposes.  However, depending on state law, it seems likely that the LLC will be treated as a separate entity for liability purposes, allowing the tax exempt parent to segregate the liabilities associated with real estate ownership.  As with the 501(c)(2) and 501(c)(25) title-holding corporations, holding real estate in a single member LLC would seem to facilitate borrowing and administration. Because the single member LLC is disregarded for tax purposes, donations made to the LLC are tax-deductible.  See, e.g., PLR 200230005 and PLR 200230007.
2. Requirements
The requirements for creating and maintaining a single member limited liability company which is the disregarded entity of a tax exempt parent mirror those of the parent: 

(a) It may be advisable for the operating agreement (or limited liability company agreement) of the single member LLC which is a disregarded entity of its tax exempt parent to reflect the operational limitations which apply to its parent. In one private letter ruling, the Internal Revenue Service noted that the articles of organization and operating agreement for the limited liability company under review included provisions consistent with those found in the articles of organization of a tax exempt organization, and limited its powers and purposes to those of its tax exempt parent.  PLR 200134025. Although the insertion of these provisions was not stated to be a requirement, the provisions do reflect the fact that the single member LLC which is treated as a disregarded entity is subject to the same requirements as its parent, for tax purposes. 

(b) For tax reporting purposes, the disregarded entity will be treated as a branch or division of its owner, and the owner must include the LLC’s financial and operational information on the information returns that the owner submits to the Internal Revenue Service. Announcement 99-102, 1999-43 IRB 545.
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