
IRS Issues New Safe-Harbor Rule for Real
Estate
The IRS de�nes a triple net lease as a lease agreement where the tenant or lessee is
required to pay taxes, fees and insurance and is responsible for maintenance
activities for a property in addition to rent and utilities.

Jul. 25, 2019

The Tax Cuts and Jobs Act (TCJA) provides a veritable tax bonanza for owners of
pass-through entities and self-employed individuals under new Section 199A: A
deduction of up to 20% of the taxpayer’s “quali�ed business income” (QBI), subject
to certain limits. However, there’s been some confusion over the availability of the
Section 199A deduction for rental real estate activities.

Fortunately, the IRS provided some much-needed guidance in Notice 2019-07, and
accompanying regulations, featuring a new safe-harbor rule. But we haven’t heard
the last word on this issue.
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Under the TCJA, the Section 199A deduction is available to pass-through entities
operating a trade or business like owners of S Corporations, partners in a partnership
and members of limited liability companies (LLCs), as well as sole proprietors. For
these purposes, capital gains and losses, dividends and interest income are excluded
from the QBI calculation, as well as employee compensation and guaranteed
payments to a partner.

However, the QBI deduction is phased out at certain income levels, depending in part
on whether or not you’re in a “speci�ed service trade or business” (SSTB). This
category includes most personal service ranging from doctors and lawyers to
painters and plumbers.

As to whether a rental real estate activity rises to the level of a trade or business, the
TCJA didn’t establish a bright-line test. Thus, taxpayers and practitioners alike were
pretty much left in the dark. At least Notice 2019-07 now provides some ray of light
in the form of a key safe harbor rule.

How it works: A rental activity (including multiple rental activities combined into a
single enterprise) is treated as trade or business if the taxpayer spends 250 hours of
more on rental services. To qualify for this 250-hour safe-harbor, the taxpayer must
also meet the following requirements.

The taxpayer maintains separate books and records for each rental activity (or the
combined enterprise); and
The taxpayer maintains contemporaneous records, including time reports and
similar documents, concerning hours of services performed, a description of all
services performed, the dates on which services are performed and the identities of
the parties performing the services.

Furthermore, some of the hours spend on activities relating to a rental estate
operation may not count toward the 250-hour threshold. For instance, Notice 2019-
17 speci�es that rental services do NOT include �nancial or investment management
activities, such as arranging �nancing; procuring property; studying and reviewing
�nancial statements or reports on operations; planning, managing, or constructing
long-term capital improvements; or hours spent traveling to and from the real estate.

Finally, certain rental activities are speci�cally excluded from the safe harbor rule,
such as:

Real estate you use as a residence for any portion of the year; and
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Any property rented on a triple net lease basis.

The IRS de�nes a triple net lease as a lease agreement where the tenant or lessee is
required to pay taxes, fees and insurance and is responsible for maintenance
activities for a property in addition to rent and utilities.

More to come: The IRS expects to issue additional guidance in this area. Stay tuned
for more developments.
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