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Commercial landlords, particularly in the office and industrial sectors, enter into tenant leases 

that, although plain vanilla in many respects, are subject to the rent accrual rules of 

section 467.
1
 Landlords may fail to apply these rules correctly (or even realize that they apply) 

due to their complexity, their reputation as being “anti-abuse” rules, and the often 

counterintuitive results they produce. Noncompliance with section 467 can result, for a 

landlord, in income being accrued in the “wrong” tax year. In the case of a taxpayer that is 

not a real estate investment trust (“REIT”), this type of timing difference may have a 

relatively minor impact; in some circumstances, the application of section 467 can even have 

the effect of deferring the recognition of a rent payment into a subsequent year and, so, be 

landlord friendly. This article explains why a REIT—which is subject to, among other things, a 

95 percent gross income test for which it may have little “cushion”—may not necessarily be 

able to absorb such a shift, particularly if it is unexpected or, worse, identified after the 

relevant year or years have passed. 

 

Rental income is taxable to an accrual-basis landlord when “all the events” have occurred that fix the 

right to receive the income and the amount of the income can be determined with reasonable  
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1
     Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
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accuracy.2 This is known as the “all events” test. Generally, all the events that fix the right to receive 

rental income occur at the earliest of when (1) the rent payment is actually or constructively received; 

(2) the rent payment is due; or (3) the rent payment is earned by performance (i.e., as the property is 

provided).3 Further, advanced rental payments generally must be reported as income in the year of 

receipt, regardless of the period covered or the method of accounting used.4 These general may not 

apply, however, if the lease is a section 467 lease.  Instead, if the lease is a section 467 lease, the 

detailed accrual rules under section 467 will control the timing of rental income and expense.5  

Section 467 Leases 

Generally, any lease of tangible property (including a lease of real property) that (1) requires rent 

payments that increase from one year to the next and (2) contemplates total rent payments that exceed 

$250,000 is a section 467 lease, unless an exception applies. For example, some leases will be exempt 

because increases in rent are attributable solely to a rent holiday allowing for reduced rent (or no rent) 

for a period of three months or less at the beginning of the lease term.6 If section 467 ultimately applies, 

then, generally, it will require the landlord and the tenant to report rental income and expense, 

respectively, equal to the amount of rent payable under the lease during the year. This means, among 

other things, that when rent is paid in a year by the tenant prior to the year in which it is payable (i.e., 

the year it is due), the payment will not be taken into income until that subsequent year. 

Example 

To illustrate, assume a REIT and a tenant enter into a lease of a warehouse beginning on May 

1, 2017, and ending on December 31, 2022. No rent is payable until January 1, 2018. After the 

rent holiday expires, the rent is $240,000 per calendar year, and is payable annually on 

January 1. The lease is a section 467 lease because the rent holiday extends beyond the first 

three months of the lease term, the total rent payments under the lease exceed $250,000, and 

the amount of rent payable during calendar year 2018 ($240,000) is more than the amount of 

rent payable during calendar year 2017 ($0). Assuming the lease states only when rent is 

payable and does not provide for a specific “allocation” of rent to particular periods (which 

usually is the case in a typical commercial office lease, for instance), section 467 would require 

the landlord and the tenant to follow the payment schedule to report rental income and 

expense. Accordingly, the parties would report $0 of rental income (and expense) during 

calendar year 2017, and $240,000 of rental income (and expense) during each succeeding 

calendar year in the lease term.7 Assume further that the rent payment of $240,000, which is  

                                                        
 
 
2
  See sections 1.446-1(c)(1)(ii) and 1.451-1(a).   

3
  Schlude v. Commissioner, 372 U.S. 128 (1963). 

4
  See section 1.61-8(b). 

5
  Sections 1.61-8(b), 1.451-1(g), 1.461-1(a)(1), 1.461-1(a)(2)(iii)(E), and 1.461-4(d)(3)(ii)(B).  

6
  See section 1.467-1(c)(2)(i)(B). 

7
  See section 1.467-1(d)(2)(iii); see also TAM 9406003 (Feb. 11, 1994) (ruling that a provision abating rent allocates zero rent to 

the rent holiday period). 
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due on January 1, 2018, is paid in advance on December 31, 2017. Because the lease is 

subject to section 467, the landlord and the tenant would each be treated as accruing that 

payment during calendar year 2018, even if either or both are cash basis taxpayers.8  

In more complex transactions, a lease may be structured to accelerate or defer the amount of rental 

income and expense that the parties report each year by allocating the rent under the lease to years 

different from the years the rent payments are due. Sometimes, a lease will include a detailed and often 

highly negotiated exhibit that contains a both payment schedule, which specifies the amount of rent to 

be paid by the parties during each rental period of the lease term, and a separate allocation schedule, 

which specifies the amount of rent to be accrued during each period. In other cases, a lease may 

include a less conspicuous provision that simply allocates the rent in a manner different from the 

payment schedule. For example, a lease may provide that all the rent payable under the lease is due at 

lease inception; however, in accordance with section 467, the parties agree to take the rental income 

and expense from that payment into account ratably over the lease term. 

When an allocation of rent creates a timing difference between the payment and accrual of rent that 

causes a more-than-one-year lag between the cumulative reporting and payment of rent during any 

calendar year of the lease term, a deemed loan may also result (on which either the landlord (if the 

payment is accelerated) or the tenant (if deferred) could be the borrower).9 Further, if the IRS concludes 

that the rent allocations have a principal purpose of tax avoidance, the IRS may, depending on the facts 

and circumstances, require the parties to disregard the terms of the lease; instead, the IRS may require 

the rent to be accrued on a “straight-line” or “level-ized” basis, adjusted for an interest factor to reflect 

the time value of money.10  

Sufficed to say, then, the operation of section 467 can lead to results that are different from the normal 

rules for accrual of income. These differences can generate complexity and confusion in how rent is 

properly allocated for tax purposes.  Mistakes, as they say, are often made.  In many cases, the 

mistakes may offset each other or otherwise be cured (subject to a section 481 adjustment), or even be 

taxpayer unfavorable, thereby reducing the risks associated with a potential audit.  

Mistakes made by (or affecting) REITs can sometimes be worrisome. 

Section 467 Leases and REITs 

REITs are subject to several requirements with respect to their gross income that can make timing 

differences more than typically meaningful. In order to qualify as a REIT, at least 95 percent of the 

entity’s gross income must, on an annual basis, be composed of certain passive sources. Although as 

important but less likely to be an issue for most equity REITs, at least 75 percent of a REIT’s gross 

                                                        
 
 
8
  See sections 1.61-8(b) and 1.467-1(d)(2)(iii). 

9
  See section 1.467-1(c)(3). 

10
  See section 1.467-3. 
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income must, on an annual basis, be composed of certain passive real-estate sources. Rents from real 

property generally are qualifying or “good” income for purposes of both tests.  

A shift of gross rental income pursuant to section 467, particularly when the shift is unexpected, could 

make it difficult for a REIT to pass one or both gross income tests. There are a number of other ways in 

which the section 467 rules can raise the stakes for REITs. For instance, the rules applicable to 

“impermissible tenant services income” or “ITSI” generally treat as nonqualifying income all the income 

derived from the property if the ITSI generated by the property for the year exceeds one percent of 

gross income from the property for the year. This is often viewed, rightly, as a hair trigger. A shift of 

revenue from a particular property from one year to another might cause a REIT’s ITSI for that property 

to exceed this one percent threshold.  

Example 

Take, for example, a situation in which a REIT has $10,500 of ITSI from a particular property. 

Assume the ITSI resulted from a tenant service that cost approximately $7,000 and property 

management personnel provided the service without asking for advice from the REIT’s internal 

or external tax team. The REIT reported $1.1 million of income from the property for the same 

year, which included a $100,000 payment from the tenant on December 26 of the year, but 

which was not due until, and therefore properly should have been accrued under section 467, 

in the following year. The income derived from the property, taking into account the accrual 

rules of section 467, should only have been $1 million (and not $1.1 million).  Because $10,500 

is greater than one percent of $1 million, the entire $1 million of property income is 

nonqualifying income for REIT purposes.   

Even if the entire property had not been tainted by the ITSI rules, the improper accrual might still cause 

REIT problems. If, for example, the REIT in the example above had required an additional amount of 

qualifying gross income to pass the 95 percent gross income test, “losing” that gross income would 

potentially have harsh consequences. 

All may not be lost, however. Taxpayers in many circumstances can correct an impermissible method 

of accounting for reporting rental income under section 467 leases by filing a Form 3115, Application for 

Change in Accounting Method. If the change is to follow the payment schedule, the automatic change 

procedures generally apply. In many cases, the overall section 481 adjustment will be happily negative, 

because the taxpayer might be able to claim a refund for excess amounts paid in prior year. Although it 

is not clear whether the “audit protection” normally provided by a voluntary change of accounting 

method would protect against a violation of the REIT tests, there seems to be little downside of fixing 

any problems sooner rather than later. 
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