Notice of Proposed Rulemaking tion on the IRS Home Page, or by submitestimates of capital or start-up costs ar

and Notice of Public Hearing ting comments directly to the IRS Internetosts of operation, maintenance, and pt

site at http://www.irs.ustreas.gov/ tax_chase of services to provide information.
Qualified Lessee Construction regs/regslist.html. The public hearing will The requirement for the collection of in
Allowances for Short-Term be held in room 2615, Internal Revenuéormation in this notice of proposed rule
Leases Building, 1111 Constitution Avenue, NW, making is in §1.110-1(c). The informatiot

Washington, DC. is required so that a taxpayer receiving
REG-106010-98 construction allowance as lessee from tl

_ . FOR FURTHER INFORMATION CON- |essor may establish the amount qualifyir
AGENCY: Internal Revenue ServiceTacT. Conceming the regulations, Paufor the safe harbor under section 110(z
(IRS), Treasury. Handleman, (202) 622-3040; concerninghe collection of information is manda:
submissions, the hearing, and/or to bgyry. The likely respondents are business
placed on the building access list to attengnd other for-profit organizations.
the hearing, Michael Slaughter, (202) 622gstimated total annual reporting burder

ACTION: Notice of proposed rulemak-
ing and notice of public hearing.

SUMMARY: This document contains /180 (not toll-free numbers). 1%000 hoursa ! burd

proposed regulations concerning an exs ;op| EMENTARY INFORMATION: The estimated annual burden per respc
clusion from gross income for qualified * dentvaries from .5 hours to 1.5 hours, d
lessee construction allowances provideBaperwork Reduction Act pending on individual circumstances
by a lessor to a lessee for the purpose of with an estimated average of 1 hour.

constructing long-lived property to be The collection of information con- Estimated number of respondents

used by the lessee pursuant to a shof@ined in this notice of proposed rulemaki0,000.
term lease. The proposed regulations a9 has been submitted to the Office oEstimated annual frequency of response

fect a lessor and a lessee paying and rl(\;(Lanagemer?t and Budget for review in acence.

ceiving, respectively, qualified lessegcordance with the Paperwork Reduction An agency may not conduct or sponsc
construction allowances that are deprecﬁ‘Ct of 1995 (44 U.S.C. 3507(d)). Com-and a person is not required to respond-
ated by a lessor as nonresidential re§€nts on the collection of informationa collection of information unless the col
property and excluded from the lessee$hould be sent to th@ffice of Ma}nage- lection of informat?on displays a yalid
gross income. The proposed regulatiorf§'e”t and Budget Attn: Desk Ofncer.for control number assigned by the Office c
provide guidance on the exclusion, the inthe Department of the Treasury, Offl(_:e oManagement and Budget.

formation required to be furnished by ihdnformation and Regulatory Affairs, Books or records relating to a collec
lessor and the lessee, and the time af¥ashington, DC 20503, with copies tdion of information must be retained a
manner for providing that information tothe Internal Revenue ServiceAttn: IRS long as their contents may become mate
the IRS. This document also provides ndRepo_rts Clearance Officer, OP:FS:FHRal in the administration of any interna
tice of a public hearing on these propose\4}lash|ngton, DC 20224. . ' revenue Ia_tw. Ger_1era||y, tax r_etums ar
regulations. Comments on the collection of informa-tax return information are confidential, a

tion should be received by November 1%equired by 26 U.S.C. 6103.

DATES: Written and electronic com-1999.

ments must be received by December 26;0mments are specifically requested co
1999. Outlines of topics to be discusse@erning: _ _ This document contains propose
at the public hearing scheduled for Jand/hether the proposed collection of inforymengments to the Income Tax Regul
ary 19, 2000, must be received by Decenination is necessary for the proper perfoljons (26 CFR part 1) to provide regula

@Background

ber 29, 1999. mance of the functions of the IRS, includs;y s under section 110 of the Interns
ing whether the information will have ravenue Code of 1986. Section 110 w:
ADDRESSES: Send submissions topractical utility; added to the Code by section 1213(a)

CC:DOM:CORP:R (REG-106010-98),The accuracy of the estimated burden ag;q Taxpayer Relief Act of 1997, Publi
room 5226, Internal Revenue Servicesociated with the proposed collection of aw 105-34 (Act). Under section 1213(e
POB 7604, Ben Franklin Station, Washinformation (see below); of the Act, the amendment made by se
ington, DC 20044. Submissions may bélow the quality, utility, and clarity of the tion 1213(a) applies to leases entered in
hand delivered Monday through Fridayinformation to be collected may be eNafter August 5, 1997.

between the hours of 8 a.m. and 5 p.m. thianced;

CC:DOM:CORP:R (REG-106010-98),How the burden of complying with the Explanation of Provisions

Courier’s Desk, Internal Revenue Servicegroposed collection of information may )
1111 Constitution Avenue, NW, Washing-be minimized, including through the ap-1eX Treatment of Lessee Construction
ton, DC. Alternatively, taxpayers mayplication of automated collection tech-Allowances

submit comments electronically via theniques or other forms of information tech- Section 61(a) provides that gross ir
Internet by selecting the “Tax Regs” opnology; and come means “all income from whateve



source derived” except as otherwise prgrovements if they wear out prior to thenonresidential real property which is pal
vided in subtitle A of the Internal Revenueend of the lease term; and, if the usefubf, or otherwise present at, the retail spa
Code. Generally, the receipt of a conness of the leasehold improvements exeferred to in section 110(a) and which re
struction allowance by a lessee from &ends beyond the lease term, who has tlverts to the lessor at the termination of tt
lessor for property to be constructed antemainder interest in the improvements. lease. Section 110(c)(2) defines the ter
used by the lessee pursuant to a lease repTo the extent the lessee holds the bentshort-term lease” as a lease (or othe
resents an accession to wealth includibliéts and burdens of ownership of theagreement for occupancy or use) of retc
in gross income in the year of receiptleasehold improvements constructed witBpace for 15 years or less (as determin
However, amounts received by a lessdbe construction allowance, the lessee hasder the rules of section 168(i)(3)). Se«
that are expended by the lessee on assatsaccession to wealth and income undéibn 110(c)(3) defines the term “retail
owned by the lessor are not includible irsection 61(a). However, to the extent thepace” as real property leased, occupie
the lessee’s gross income because therdéssor holds the benefits and burdens ok otherwise used by a lessee in its tra
no accession to wealth. Thus, the propewnership, the lessee is acting merely asg business of selling tangible person:
tax treatment of construction allowancedn agent of the lessor and the constructiqsroperty or services to the general public
turns on whether the lessee or the lessallowance is not includible in the gross in- Consistent with section 110(c)(1), th
owns the property constructed with theome of the lessee. proposed regulations define the terr
allowance. Congress was concerned that the tradigualified long-term real property” as
Ownership for tax purposes generallyional factors used by the IRS in makinghonresidential real property under sectic
is determined by applying a “benefits andhe determination of who is the tax ownen68(e)(2)(B), which is section 1250 prop
burdens of ownership” test to the fact®f property may be applied differently byerty other than residential rental propert
and circumstances surrounding the tran$ae lessor and the lessee and may leaddad property with a class life of less tha
action. The benefits and burdens of owrcontroversies between the IRS and tax7.5 years. The proposed regulations
ership test was developed by the TaRayers. H.R. Rep. No. 148, 105th Congnot require a direct tracing of the con
Court to determine whether a purportedst Sess. 423 (1997) (House Report); Struction allowance, but assume that tt
lease should be treated as a sale for Fédep. No. 33, 105th Cong., 1st Sess. 232onstruction allowance is used to cor
eral income tax purposes. The court s&3 (1997) (Senate Report). Consequentlytruct or improve the lessor’s property i
forth the following factors to determinethe Act provides a safe harbor whereby @ualified long-term real property is con.
whether the taxpayer had the benefits arid assumed that a construction allowancgructed by the lessee at the leased ret
burdens of ownership of the leased progs used to construct or improve lessogpace. The IRS and the Department
erty: (1) whether legal title passes; (2property (and is properly excludable byrreasury specifically request comment
how the parties treat the transaction; (3)€ lessee) when long-lived property isn whether the definition of “retail space
whether an equity interest was acquired ifonstructed or improved and used pueeds to be clarified.
the property; (4) whether the contract cresuant to a short-term lease. The Act also The proposed regulations recogniz
ates a present obligation on the seller erovides a reporting requirement to enthat a lessee may not be able to constrt
execute and deliver a deed and a preseitre that both the lessee and the lessgfe qualified long-term real property ir
obligation on the purchaser to make payconsistently treat the property subject tghe same taxable year as it receives t
ments; (5) whether the right of possessiofiie construction allowance as nonresideRpnstruction allowance from the lesso
is vested in the purchaser; (6) which partjjal real property owned by the lessorTnys, the proposed regulations give tr
pays the property taxes; (7) which partyiouse Report at page 424; Senate Repgksee additional time to satisfy the sa

bears the risk of loss or damage to th@t Page 233. harbor by allowing the construction al
property; and (8) which party receives th<=Safe Harbor under Section 110 lowance to be expended for qualifie
profits from the operation and sale of the long-term real property until¥8 months

property. See Grodt & McKay Realty, Section 110(a) provides, in generalafter the close of the taxable year in whic
Inc. v. Commissioner77 T.C. 1221 that gross income of a lessee does not ithe construction allowance was receive
(1981), andColeman v. Commissioner,clude any amount received in cash (oby the lessee.
T.C. Memo. 1987-19%ff’d, 16 F.3d 821 treated as a rent reduction) by a lessee The legislative history of the Act state:
(7th Cir. 1994). from a lessor under a short-term lease ¢fiat no inference is intended as to tf
In a coordinated issue paper dated Ocetail space, for the purpose of suclreatment of amounts that are not subje
tober 7, 1996, the IRS enumerated certalassee’s constructing or improving qualito the safe harbor provision. In suc
specific factors that help establish whethefied long-term real property for use incases, the provisions of IRS coordinate
the benefits and burdens of ownership afuch lessee’s trade or business at such isesue paper and present law (includin
the leasehold improvements are with th&il space, but only to the extent that suctase law) will continue to apply where ap
lessee or the lessdre., who carries per- amount does not exceed the amount eglicable. H.R. Conf. Rep. No. 220, 105tl
sonal property and liability insurance orpended by the lessee for such constructid®ong., 1st Sess. 658-59 (1997). Thus,
the leasehold improvements; who is ther improvement. construction allowance failing to qualify
beneficiary under those policies; who is Section 110(c)(1) defines the ternmunder the safe harbor provision is not ir
responsible for replacing the leasehold imqualified long-term real property” as cludible in the lessee’s gross income if th



lessor has the benefits and burdens ofive Order 12866. Therefore, a regula- An agenda showing the scheduling c
ownership of the property constructedory assessment is not required. It ithe speakers will be prepared after tf
with the construction allowance. Ownerhereby certified that the collection of in-deadline for receiving outlines ha:
ship of the property is determined undeformation in these regulations will notpassed. Copies of the agenda will &
general principles of Federal tax lawhave a significant economic impact on available free of charge at the hearing.
based on all the facts and circumstancessubstantial number of small entities. This

_ certification is based upon the fact thaPrafting Information
Consistency between Lessee and LessoLy hyrden on taxpayers is minimal.

and Reporting Requirements AC- The principal author of these regula

cordingly, & Regulatory Flexibility Analy- tions is Paul F. Handleman, Office of th

Section 110(b) provides that qualiﬁeoSiS under the Regulgtory Flexib.ility Act (5Assistant Chief Counsel (Passthrougt
U.S.C. chapter 6) is not required. Pur;

long-term real property constructed or im- : nd Special Industries), IRS. Howeve
proved in connection with any amount exduant to section 7_805(f)_0f the Interna ther personnel from the IRS and Tre:
cluded from a lessee’s income by reasolﬁevenu_e Code, this no_hce of propo_seglury Department participated in thei
of section 110(a) shall be treated as noﬁglemaklng will be submitted to the Chleffdevelopment.

residential real property of the |essopounsel for Advocacy of the Small Busi-

. . R ini i i * ok x Kk ok
(|nclud|ng for purposes of Sectlon.ness Administration for comment on its

: impact on small business.
168(i)(8)(B))- _ Proposed Amendments to the Regulatio
Section 110(d) provides that, undegomments and Public Hearing
regulations, the lessee and lessor de- Accordingly, 26 CFR part 1 is pro-

scribed in section 110(a) must, at such Before these proposed regulations afgosed to be amended as follows:
times and in such manner as may be prédopted as final regulations, considera-
vided in such regulations, furnish to thdion will be given to any written com- PART 1—INCOME TAXES
Secretary information concerning thenents (a signed original and eight (8)
amounts received (or treated as a rent r_éogleiz grt'eleICtrtontlﬁ C&Fgmt_%r%ts Itlggt ar.rt 1 is amended by adding an entry
duction) and expended as described igHbmitied imely fo ne IR>. The anG umerical order to read in part as follow:
section 110(a), and any other informatiodreasury Department specifically request Authority: 26 U.S.C. 7805 * * *
which the Secretary deems necessary €mments on the clarity of the proposed g, i,n"1 110-1 also issued under
carry out the provisions of section 110. rule and how it may be made easier to uny o ~ 120(dl); * * *

The Act provides that the lessor Wi||derstan.d..AII comments will pe available Par. 2. Séction 1110-1 is added
treat any qualified long-term real propertyfor public inspection and copying. read as follows:
constructed or improved with a construc- A public hearing has been scheduled for
tion allowance excluded from the lessee¥Vednesday, January 19, 2000, at 10 a.r81.110-1 Qualified lessee construction
gross income under section 110(a) as nofit room 2615, Internal Revenue Buildingallowances.

residential real property owned by thel111Constitution Avenue, NW, Washing- _ _
lessor. However, the lessee’s exclusion (&N, DC. Due to building security proce- (a) Overview. Amounts provided to a

not dependent upon the lessor’s treatmeftres, visitors must enter at the 10th Stret@ssee by a lessor for property to be co
of the property as nonresidential rea@ntrance, located between Constitutiofitructed and used by the lessee pursu
property. House Report at page 424: SeAnd Pennsylvania Avenues, NW. In addito a Iegse are not includible in the Ies_s_ee
ate Report at page 233. tion, all visitors must present photo identigross income if the amount is a qualifie
The proposed regulations prescribe thication to enter the building. Because ofessee construction a_lllowance under pa
information required to be furnished byACCeSS restrictions, visitors will not be adgraph (b) of this section. .
the lessor and the lessee and the time afftitted beyond the immediate entrance (b) Qualified lessee construction al-
manner for providing that information to@r€a more than 15 minutes before thiewance—(1) In general. A qualified
the IRS. A lessor or a lessee that fails tBearing starts. For information about havilessee construction allowance means a
furnish the required information may bend your name placed on the building acamount received in cash (or treated as
subject to a penalty under section 6721, C€SS list to attend the hearing, see tirent reduction) by a lessee from a Iessor
“FOR FURTHER INFORMATION CON- (i) Under a short-term lease of retal

Paragraph 1. The authority citation fo

Proposed Effective Date TACT” section of this preamble. space;
. The rules of 26 CFR 601.601(a)(3) (ii) For the purpose of constructing o
The regulations are proposed to be aRpply to the hearing. improving qualified long-term real prop-

plicable to leases entered into on or after pe,gqns who wish to present oral comerty for use in the lessee’s trade or bus
the date final regulations are published ifyents at the hearing must submit an oubess at that retail space; and
the Federal Register. line of the topics to be discussed and the (iii) To the extent the amount is ex:
time to be devoted to each topic (signefdended by the lessee in the taxable ye
original and eight (8) copies) by Decem+eceived on the construction or improve
It has been determined that this noticber 29, 1999. ment of qualified long-term real property
of proposed rulemaking is not a signifi- A period of 10 minutes will be allotted for use in the lessee’s trade or business
cant regulatory action as defined in Execto each person for making comments. that retail space.

Special Analyses



(2) Definitions—(i) Qualified long- structed or improved with any amount exname), employer identification number
term real propertyis nonresidential real cluded from a lessee’s gross income btaxable year and the following informa:
property under section 168(e)(2)(B) thateason of paragraph (a) of this sectiotion for each lease:
is part of, or otherwise present at, the renust be treated as nonresidential real (A) The lessee’s name (in the case of
tail space referred to in paragraplproperty owned by the lessor (for purconsolidated group, the parent’s name).
(b)(2)(i) of this section and which revertsposes of depreciation under 168(e)(2)(B) (B) The address of the lessee.
to the lessor at the termination of thend determining gain or loss under section (C) The employer identification num-
lease. Thus, qualified long-term reall68(i)(8)(B)). For purposes of the precedber of the lessee.
property does not include property qualiing sentence, the lessor must treat the con-(D) The location of the retail space (in
fying as section 1245 property under sectruction allowance as fully expended ircluding mall or strip center name, if ap
tion 1245(a)(3). the manner required by paragraplplicable, and store name).

(i) Short-term leasés a lease (or other (b)(1)(iii) of this section unless the lessor (E) The amount of the construction al
agreement for occupancy or use) of retai$ notified by the lessee in writing to thelowance.
space for 15 years or less (as determinedntrary. General tax principles apply for (F) The amount of the construction al
pursuant to section 168(i)(3)). purposes of determining when the lessdowance treated by the lessor as nonre:

(i) Retail spaces nonresidential real may begin depreciation of its nonresidendential real property owned by the lessol
property under section 168(e)(2)(B) thatial real property. The lessee’s exclusion (ii) Lessee.The statement provided by
is leased, occupied, or otherwise used bHyom gross income under paragraph (a) dhe lessee must contain the lessee’s na
the lessee in its trade or business of sethis section, however, is not depender(and, in the case of a consolidated grou
ing tangible personal property or servicespon the lessor’s treatment of the properthe parent’'s name), employer identifica
to the general public. as nonresidential real property. tion number, taxable year and the follow

(3) Purpose requirementAn amount (c) Information required to be fur- ing information for each lease:
will meet the requirement in paragrapmished—(1) In general. The lessor and (A) The lessor’s name (in the case of
(b)(1)(ii) of this section only to the extentthe lessee described in paragraph (b) ebnsolidated group, the parent's name).
that the lease agreement for the retaihis section who are paying and receiving (B) The address of the lessor.
space expressly provides that the cora qualified lessee construction allowance, (C) The employer identification num-
struction allowance is for the purpose ofespectively, must furnish the informatiorber of the lessor.
constructing or improving qualified long-described in paragraph (c)(3) of this sec- (D) The location of the retail space (in
term real property for use in the lessee®Bon in the time and manner prescribed ieluding mall or strip center name, if ap
trade or business at that retail space.  paragraph (c)(2) of this section. plicable, and store name).

(4) Expenditure requirement(i) In (2) Time and manner for furnishing in- (E) The amount of the construction al
general. Expenditures referred to in paraformation. The requirement to furnish in- lowance.
graph (b)(2)(iii) of this section will be formation under paragraph (c)(1) of this (F) The amount of the construction al
treated as being made first from theection is met by attaching a statemerdwance that is a qualified lessee cor
lessee’s construction allowance. Tracingith the information described in para-struction allowance under paragraph (k
of the construction allowance to the actuairaph (c)(3) of this section to the lessor’'sf this section.
lessee expenditures for the construction ar the lessee’s, as applicable, timely filed (4) Failure to furnish information.A
improvement of qualified long-term real(including extensions) Federal income talessor or a lessee that fails to furnish tt
property is not required. However, theeturn for the taxable year in which th@nformation required in this paragraph (c
lessee should maintain accurate records obnstruction allowance was paid by thenay be subject to a penalty under secti
the amount of the qualified lessee conlessor or received by the lessee (either #i721.
struction allowance received and the excash or treated as a rent reduction), as ap-(d) Effective date.This section is ap-
penditures made for qualified long-ternplicable. A lessor or a lessee may repoglicable to leases entered into on or aft
real property. the required information for several qualithe date final regulations are published i

(i) Time when expenditures deemetied lessee construction allowances on the Federal Register.
made. For purposes of paragraphcombined statement. However, a lessor’s

(b)(2)(iii) of this section, an amount isor a lessee’s failure to provide informa- Robert E. Wepzel,
deemed to have been expended byten with respect to each lease will be Deputy Commissioner
lessee in the taxable year in which th&eated as a separate failure to provide in- of Internal Revenue.

construction allowance was received byormation for purposes of paragraph _ ,
. . . . (Filed by the Office of the Federal Register on Sey
th_e _Iessee if the amount is expendeft)(4) of this se_ctlon. _ _ tember 17, 1999, 8:45 a.m., and published in tF
within 8% months after the close of that (3) Information requiree—(i) LeSSOI. jssue of the Federal Register for September 2
taxable year. The statement provided by the lessor mus$99, 64 F.R. 50783)
(5) Consistent treatment by lessorcontain the lessor’s name (and, in the case

Qualified long-term real property con-of a consolidated group, the parent’'s



