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October 31, 2006

The Honorable Charles E. Grassley The Honorable Max Baucus
Chairman Ranking Member
Committee on Finance Committee on Finance

U.S. Senate U.S. Senate

Washington, D.C. 20510 Washington, D.C. 20510

Re: Comments on §. 4026, the Tax Technical Corrections Act of 2006 (TTCA 2006)

Dear Chairman Grassley and Ranking Member Baucus:

In response to the Committee’s request, dated September 29, 2006, for comments on the
Tax Technical Corrections Act of 2006 (8. 4026) and proposals for additional technical
corrections, we respectfully request that you consider including in the bill a new provision that
would clarify the application of the “transient basis” test that is used to define a “lodging
facility™ in section 856(d)(9)(D)(ii) for purposes of the real estate investment trust (“REIT")
rules regarding taxable REIT subsidiaries 1;“'1"115").l

We are submitting this request on behalf of Extended Stay, Inc. (“ESI™), which isa
hospitality industry REIT with over 600 lodging properties located across the United States—
approximately 550 of which are owned by ESI and leased to TRSs. As its name suggests, ESI
specializes in a hospitality market segment that consists of longer term (but nevertheless
lemporary) occupancies. As discussed more fully below, a clarification of the TRS transient
basis test would address an area of significant uncertainty for all hospitality industry REITs that
utilize a TRS structure.

BACKGROUND

~ To qualify as a REIT, an entity must derive at least 95 percent of its gross income from
sources listed in section 856(c}(2) and at least 75 percent of its gross income from sources listed
in section 856(c)(3). Although rents from real property generally are treated as qualifying
income for purposes of these tests, income from providing hotel accommodations to guests is not
treated as qualifying income due to the service element associated with providing hotel
accommodations, However, the REIT rules provide that a REIT s pross income derived from a
hotel property can be treated as qualifying income if the REIT leases the hotel property to a third
party operator or a TRS (which, in turn, must contract with a third party to operate the property).

' Unless otherwise noted herein, all references to “section” are to the Internal Revenue Code of 1986, as
amended (the *Code™)
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The lease payments from a TRS to the REIT under such an arrangement are treated as
rents from real property (i.e., qualifying income under the REIT income tests), provided the
leased property constitutes a “lodging facility” (among other requirements). Section
856(d)(9)(D)(ii) defines a “lodging facility” as a “hotel, motel, or other establishment more than
one-half of the dwelling units in which are used on a transient basis.” The term “transient basis”
is not defined in section 836 or any regulations thereunder, notwithstanding the fact that a failure
to satisfy the transient basis test could result in a loss of REIT status.

In the aftermath of Hurricanes Katrina and Rita last year, the hospitality industry
provided (and continues to provide) lodging for evacuees, employees of displaced businesses,
and relief workers for extended periods of time. To assist hospitality industry REITs in meeting
these critical housing needs without impacting their compliance with the transient basis test, the
Internal Revenue Service (the “IRS"™) issued two notices providing a limited and temporary
clarification of the transient basis test.

The IRS announced in Notice 2005-89, 2005-49 L.R.B. 1077, that, for purposes of the
*lodging facility” definition under section §56(d)(9){(D)}ii), it would treat a dwelling unit within
a property as being used on a transient basis if the unit was used to provide shelter to evacuees,
displaced employees or relief workers during the 6-month period beginning on August 28, 2005
(the date of the President’s first major disaster declaration resulting from Hurricane Katrina).
Due to the magnitude of the damage resulting from Hurricanes Katrina and Rita, the IRS later
extended and modified this guidance with the issuance of Notice 2006-58, 2006-28, L.R.B. 59,

In both Notices, the IRS acknowledged that “Section 856 and the regulations thereunder do
not define the term ‘transient basis’.”

PERMANENT CLARIFICATION OF THE TRANSIENT BASIS TEST

While the IRS Notices provided welcome and needed clarification of the section
B36(d)( ) D)(ii) transient basis test under extenuating circumstances, this clarification is only
temporary and limited to occupancies related to Hurricanes Katrina and Rita. As an addition to
the pending technical corrections bill, we respectfully request that the application of the section
B56(d)(9K(D)(ii) transient basis test be clarified permanently and generally, either by providing a
6-month quantitative standard for the test (Alternative #1) or by clarifying that the transient basis
test does not apply to properties that are hotels or motels (Alternative #2).






