1995 (44 U.S.C. 3507) under controlor treated as a rent reduction) by a lesse

number 1545-1661. Responses to thef®m a lessor under a short-term lease c

collections of information are mandatory.retail space, provided the purpose and e»
An agency may not conduct or sponsopenditure requirements are met.

and a person is not required to respond to, ) _

a collection of information unless the col-EXPenditure Requirement

T.D. 8901 lection of information displays a valid The proposed regulations required tha

control number. a qualified lessee construction allowance
DEPARTMENT OF THE TREASURY  The estimated annual burden per rg5e ‘expended by the lessee in the taxab

Internal Revenue Service spondent varies from .5 hours t0 1.3, received on the construction or im-
26 CFR Parts 1 and 602 hours, depending on individual circum+5yement of qualified long-term real

stances, with an estimated average of ﬂroperty for use in the lessee’s trade o
Qualified Lessee Construction hour. _ business at the retail space. However, th
Allowances for Short-Term Comments concerning the accuracy Qfroposed regulations deemed an amour
Leases these burden estimates and suggestiofSpaye peen expended by a lessee in tt

~ for reducing these burdens should be sepfyapie year in which the construction al-
AGENCY: Internal Revenue Serviceto thelnternal Revenue Service Alin: o ance was received by the lessee if th

(IRS), Treasury. IRS Reports Clearance Officer,ymaynt is expended within 8 1/2 monthe
OP:FS:FP, Washington, DC 20224, and tQ¢er the close of that taxable year.

the Office of Management and Budget  geyeral commentators maintained tha
SUMMARY: This document contains Attn: Desk Officer for the Department ofy, hronosed rule prescribing a time limit
final regulations concerning an exclusiohe Treasury, Office of Information and, making the expenditure is not requirec
from gross income for qualified lessediegulatory Affairs, Washington, DCyy ihe statute or the legislative history anc
construction allowances provided by 20503. should be eliminated. One commentator
lessor to a lessee for the purpose of con- Books or records relating to this collecs,, example, pointed out the absence o
structing long-lived property to be usedion of information must be retained ag, gypiicit expenditure requirement in
by the lessee pursuant to a short-terfiNg as their contents may become mategyiion 110 like the one found in sectior
lease. The final regulations affect a lessd@! in the administration of any internaly 1 g(cy(2)(B), which requires that an ex-
and a lessee paying and receiving, respd@venue law. Generally, tax returns anfangityre relating to a nontaxable contri-
tively, qualified lessee construction altax return information are confidential, ag, tion in aid of construction be made be-

ACTION: Final regulations.

lowances that are depreciated by a lessgtquired by 26 U.S.C. 6103. fore the end of the second taxable yea
as nonresidential real property and ©Xgackground after the year in which such amount wa:
cluded from the lessee’s gross income. received.

The final regulations provide guidance on On September 20, 1999, the IRS pub- Section 110 does not provide an ex
the exclusion, the information required tdished proposed regulations (REG-plicit expenditure time limit, but it also
be furnished by the lessor and the lesseE)6010-98, 1999-40 1.R.B. 493) in thejoes not toll the statute of limitations until
and the time and manner for providing-ederal Register(64 F.R. 50783) invit- the taxpayer notifies the Secretary that th
that information to the IRS. ing comments under section 110. A pubamount has been expended as does se
. lic hearing was held January 19, 200Qjon 118. The lack of a statute of limita-

?ATES: E:ffectyveOD?t% Tgesz‘zorggma' Numerous comments have been receivedlon tolling provision in section 110
IOBZtaer%feAi(;;i\::Zbil(i:t; IScr)r ote of - After consideration of all the commentswould be troublesome if there was no lim-
the proposed regulations are adopted @gtion on the time period to make the

plicability of §1.110-1, see 81.110-1(d). eyised by this Treasury decision. qualified expenditure. In addition, sec-
FOR FURTHER INFORMATION CON- b hiic Comments tion 110(a) provides that an amount may
TACT: Paul Handleman, (202) 622-3040 be excluded only to the extent that sucl
(not a toll-free number). In accordance with section 110(a), thamount does not exceed the amount e

_ proposed regulations provided thapended by the lessee for the constructio

SUPPLEMENTARY INFORMATION: amounts provided to a lessee by a lessor improvement of qualified long-term
Paperwork Reduction Act for property to be constructed and used bgal property.

the lessee pursuant to a lease are not in-The IRS and Treasury Department be

The collections of information con- cludible in the lessee’s gross income if theéeve that the absence of an extension ¢

tained in these final regulations have beemmount is a qualified lessee constructiothe statute of limitations and use of the

reviewed and approved by the Office oallowance. The proposed regulations deerm “expended” in the past tense indicate

Management and Budget in accordandined a qualified lessee construction althat the amount must be expended by th

with the Paperwork Reduction Act oflowance as any amount received in castnd of the taxable year it is received. Ac:



cordingly, the final regulations retain thethis language to “substantially provides’sales area and not be limited only to area
expenditure time limitation. However, inor using a standard that would lead a reavhere customers purchase products an
recognition that a lessee may not be abkonable person to conclude that the puservices. Section 110(c)(3) and the pro
to expend the amount in the same taxabfpose of the construction allowancegosed regulations only require that the
year the lessee receives the constructi@mount is for the construction or im-property be used “in the trade or business
allowance from the lessor, the final requprovement of qualified long-term realof selling tangible personal property or
lations also retain the 8 1/2 month rulgroperty. The final regulations do notservices to the general public. In respons
provided in the proposed regulationsadopt these suggestions. The IRS and the these comments, the final regulations
This 8 1/2 month rule, which grants theTreasury Department believe that this exstate that the term “retail space” includes
lessee an additional 8 1/2 months after th@ess language is consistent with the rewot only the space where the retail sale
close of the taxable year in which the conguirements of section 110(a) and is neceare made, but also space where activitie
struction allowance was received to exsary to help ensure that the lessor and tlsepporting the retail activity are per-
pend the amount, is consistent with th&essee take consistent tax positions. formed (such as an administrative office, &
time period, including extensions, that a In addition, commentators noted thastorage area, and an employee lounge).
corporate taxpayer has to file its return fokease agreements do not necessarily ad- .. ..
the taxable year in which the constructiodress construction allowances. The corﬁeflnltlon of Lease Term
allowance is received. struction allowance provisions may be Consistent with section 110(c)(2), the
Commentators requested that to the exontained in another document executegroposed regulations defined a short-tern
tent the final regulations retain the expencontemporaneously with the lease agregease as a lease (or other agreement fc
diture requirement, the requirementent or executed during the lease termyccupancy or use) of retail space for 1-
should be modified to include construcfor example, the lessor may provide gears or less (as determined pursuant t
tion allowances used to reimburse lessemnstruction allowance during the leasgection 168(i)(3)). Section 168(i)(3) pro-
expenditures made in a prior year. In reterm for the remodeling of the retail spacgides rules on determining when renewa
sponse to these comments, the final regby the lessee. In response to these coptions will be considered part of the
lations clarify that, provided the lesseements, the final regulations clarify that anease term. Section 168(i)(3)(B) provides
has not depreciated the expenditures, rancillary agreement executed contemp@hat, in the case of nonresidential real
imbursements received in a taxable yeaaneously with the payment of a construcproperty or residential rental property,
after the year in which the expendituresion allowance, whether executed with th@ny option to renew at fair market value,
are made by the lessee are timely for purease or during the term of the lease, igetermined at the time of renewal, is not
poses of the expenditure requirement.  considered a provision of the lease agregsken into account for purposes of deter-
ment for this purpose. mining the lease term.
. - - Definition of Retail Space A cor_nmentgtor suggested that the final
Consistent with section 110(a), the pro- regulations stipulate that certain commor
posed regulations provided that a quali- Section 110(c)(3) defines the term “rerenewal options will be considered to be
fied lessee construction allowance mugtil space” as real property leased, occ@t fair market value. For example, the
be under a short-term lease of retail spagged, or otherwise used by a lessee in ig@mmentator suggested that if a lease se
and for the purpose of constructing or imtrade or business of selling tangible perent at a certain percentage of sales for th
proving qualified long-term real propertysonal property or services to the generdlriginal lease term and uses that sam
for use in the lessee’s trade or business pitblic. The proposed regulations specifipercentage of sales for renewal options
the retail space. The proposed regulatiomslly requested comments on whether tH8€ renewals should be considered to be ¢
required that the lease agreement for thaefinition of “retail space” needs to befair market value. As the comment relates
retail space expressly provide that thelarified. to the determination of lease term unde
construction allowance is for the purpose In response to comments, the final regsection 168 and would affect other provi-
of constructing or improving qualified ulations clarify that offices for hair styl- Sions in addition to section 110 that refer-
long-term real property for use in theists, tailors, shoe repairmen, doctorsgnce section 168(i)(3), such as section:
lessee’s trade or business at that retddwyers, accountants, insurance agent$42 and 280F, the comment is beyond th
space. The purpose requirement was ifinancial advisors, stock brokers, securiscope of this regulation. Accordingly, the
tended to further Congressional intent ofies dealers (including dealers who sell séinal regulations do not adopt the sug-
ensuring consistency in the treatment afurities out of inventory), and bankers argested comment.
the construction allowance by both théncluded in the definition of retail space.
lessor and the lessee. The final regulations also clarify that a
Commentators suggested deleting thiaxpayer is selling to the general public if The proposed regulations required
requirement in the proposed regulationthe products or services for sale are madpialified lessee construction allowance
that the lease agreement “expressly pravailable to everyone even though onlynformation to be furnished by the lessor
vides” that a construction allowance be&ertain customers or clients are targeted.and the lessee to the IRS, and describe
for the purpose of constructing or improv- A commentator suggested that retailhe time and manner for providing that in-
ing qualified long-term real property.space should include back-office suppoiformation to the IRS. The proposed regu-
Other commentators suggested changirfgnctions that are contiguous to the retalations also provided that a lessor or ¢

Purpose Requirement

Information Requirement



lessee that fails to furnish the required inMoreover, the reporting requirement in secate Chief Counsel (Passthroughs and Sp
formation may be subject to a penaltyion 110(d) specifically provides that bothcial Industries), IRS. However, other per-

under section 6721. the lessor and the lessee should furnish isennel from the IRS and Treasury Depart
A commentator suggested that the reformation. ment participated in their development.
quired information to be furnished should *okokokok

be the information that is current at the tim&ffective Date _
Amendments to the Regulations

the lease is e_xecuted. According to the e proposed regulations proposed an
commentator, it would not be unusual for @ective date applicable to leases entered Accordingly, 26 CFR parts 1 and 602
lease to be executed years prior to the P, on or after the date final regulations arare amended as follows:

ment and receipt of the c_onstructlon alpublished in théederal Register A com-

L(z\:avanhczf\}e gggnogéhiife?fs ;?];:‘heelrefsﬁentator suggested delaying the effectiBART 1—INCOME TAXES

e o sy e 1 1 o o e g . ey ot

art 1 is amended by adding an entry ir
changed. ness - - , Part , :
: - practices to the final regulations. Thg merical order to read in part as follows:
The final regulations do not adopt thein5| regulations adopt this suggestion by Authority: 26 U.S.C. 78(5)5 ok k

suggestion. The purpose of the informatioH]akin the requlations effective 30 da ; ]

reporting by the lessor and the lessee is igyq, tr?e date t%]e final regulations are pg%esctéorlllo.(ld;():}*also Issued under 2
ensure consistent treatment of the constrUspe in theFederal Register e 11001 is added 1
tion allowance as nonre3|de_nt|al property Although the final regulations do not,ggq és f;'_)||0WS' :

owned by the lessor. Accordingly, it is im-qyide for an election to apply the regu- '

perative that the identity of the persons payayions retroactively, taxpayers who com§1.110-1 Qualified lessee construction
ing and receiving the construction alyy \ith the rules set forth in the regula-allowances.

lowance amount and relevant informationons for leases entered into after August _ _
provided be correct. 5, 1997, and prior to the effective date of (a) Overview Amounts provided to a

A_commen_tator suggested that the inforg, o regulations (other than the reportinbessee by a lessor for property to be cor
matlor_1_ reqwrgment s_hould absolve th?equirement) will be treated as meetin?tru‘:ted and used_ by the Ie_ssee pursua
party filing the information statement fromy, requirements of section 110. 0 a lease are not includible in the lessee

any penalty under section 6721 if the party gross income if the amount is a qualifiec
relied upon incorrect information receivedSpecial Analyses lessee construction allowance under pare
from the other party or if the information graph (b) of this section.

cannot be obtained from the other party 't has been determined that this Trea- ) qyalified lessee construction al-
after reasonable efforts. Section 6724(UrY decision is not a significant regulayg\yance (1) In general A qualified
provides that no penalty shall be imposetP!Y action as defined in Executive Orde[eggee construction allowance means ar
under section 6721 with respect to any failt2866. Therefore, a regulatory assesgynqnt received in cash (or treated as
ure if it is shown that such failure is due tgnent is not required. It also has been deant reduction) by a lessee from a lessor—
reasonable cause and not willful neglectérmined that section 553(b) of the Ad- ) ynder a short-term lease of retalil
Thus, no penalty under section 6721 willhinistrative Procedure Act (5 U.S.C.gnace.

apply to a lessor (or a lessee) if the failur&NapPter 5) does not apply to these regula- iy For the purpose of constructing or
to furnish qualified lessee construction altions. Itis hereby certified that the collec;

' X it ~improving qualified long-term real prop-
lowance information resulted from thefion of information in these regulationsgy for yse in the lessee’s trade or busi
will not have a significant economic im-

lessee (or the lessor) providing incorrect in- X ness at that retail space; and
formation to the other party to the leas8aCt 0N a substantial number of small en- iy T4 the extent the amount is ex-
upon which the lessor (or the lessee) religifi€s- This certification is based upon theyondeq by the lessee in the taxable ye
in good faith. fact that any burden on taxpayers is MiNkgceived on the construction or improve-
Another commentator suggested that tH8!- Accordingly, & Regulatory Flexibil- ot of qualified long-term real property
information to be furnished by a lessor idY Analysis under the Regulatory Flexi-o, se in the lessee’s trade or business .
duplicative because the lessee is required 21ty Act (5 U.S.C. chapter 6) iS nOty, ¢ retail space.
furnish the same information to the IRSFeauired. Pursuant to section 7805(f) of (o) pefinitions—(i) Qualified long-
According to the commentator, the lessed® Intermnal Revenue Code, the notice Qb real propertyis nonresidential real
should bear the entire burden of filing th&roPosed rulemaking preceding these regioherty under section 168(e)(2)(B) tha
required information because the lessee {ations was submitted to the Chief Coung nart of, or otherwise present at, the re
the primary beneficiary of section 110. Th&€! for Advocacy of the Small Business,j| space referred to in paragraph

final regulations do not adopt the commerfrdministration for comment on its impact(py1)(i) of this section and which reverts
on small business.

tator's suggestion. The information pro- to the lessor at the termination of the
vided by the lessor is helpful in corroborat]:)raﬂing Information lease. Thus, qualified long-term real
ing the information provided by the lessee property does not include property quali-

and ensures that the lessor treats the amouni he principal author of these regulation$ying as section 1245 property under sec
as nonresidential real property on its returis Paul F. Handleman, Office of the Assocition 1245(a)(3).



(i) Short-term leasés a lease (or other struction allowance received and the exar the lessee’s, as applicable, timely filed
agreement for occupancy or use) of retagenditures made for qualified long-term(including extensions) Federal income tax
space for 15 years or less (as determineeal property. return for the taxable year in which the
pursuant to section 168(i)(3)). (i) Time when expenditures deemedonstruction allowance was paid by the

(i) Retail spacas nonresidential real made For purposes of paragrapHessor or received by the lessee (either il
property under section 168(e)(2)(B) thafb)(1)(iii) of this section, an amount iscash or treated as a rent reduction), as a
is leased, occupied, or otherwise used leemed to have been expended bypicable. A lessor or a lessee may repor
the lessee in its trade or business of selessee in the taxable year in which théhe required information for several quali-
ing tangible personal property or servicesonstruction allowance was received byied lessee construction allowances on :
to the general public. The termtail the lessee if— combined statement. However, a lessor’
spaceincludes not only the space where (A) The amount is expended by theor a lessee’s failure to provide informa-
the retail sales are made, but also spatessee within 8 1/2 months after the closgeon with respect to each lease will be
where activities supporting the retail acof the taxable year in which the amountreated as a separate failure to provide in
tivity are performed (such as an adminiswas received; or formation for purposes of paragraph
trative office, a storage area, and em- (B) The amount is a reimbursemen(c)(4) of this section.
ployee lounge). Examples of servicefrom the lessor for amounts expended by (3) Information requiree—(i) Lessor
typically sold to the general public in-the lessee in a prior year and for which th€he statement provided by the lessor mus
clude services provided by hair stylistslessee has not claimed any depreciatiacontain the lessor’s name (and, in the cas
tailors, shoe repairmen, doctors, lawyergleductions. of a consolidated group, the parent’s
accountants, insurance agents, stock bro-(5) Consistent treatment by lessorname), employer identification number,
kers, securities dealers (including dealei@ualified long-term real property con-taxable year and the following informa-
who sell securities out of inventory), fi-structed or improved with any amount extion for each lease:
nancial advisors and bankers. For pucluded from a lessee’s gross income by (A) The lessee’s name (in the case of
poses of this paragraph (b)(2)(iii), a taxfreason of paragraph (a) of this sectiononsolidated group, the parent’s name).
payer is selling to the general public if thenust be treated as nonresidential real (B) The address of the lessee.
products or services for sale are madgroperty owned by the lessor (for pur- (C) The employer identification num-
available to the general public, even if thposes of depreciation under 168(e)(2)(Bder of the lessee.
product or service is targeted to certaiand determining gain or loss under sec- (D) The location of the retail space (in-
customers or clients. tion 168(i)(8)(B)). For purposes of thecluding mall or strip center name, if ap-

(3) Purpose requirementAn amount preceding sentence, the lessor must trgglicable, and store name).
will meet the requirement in paragrapltihe construction allowance as fully ex- (E) The amount of the construction al-
(b)(2)(ii) of this section only to the extentpended in the manner required by pardewance.
that the lease agreement for the retagraph (b)(1)(iii) of this section unless the (F) The amount of the construction al-
space expressly provides that the cordessor is notified by the lessee in writindowance treated by the lessor as nonres|
struction allowance is for the purpose ofo the contrary. General tax principleglential real property owned by the lessor.
constructing or improving qualified long-apply for purposes of determining when (ii) Lessee The statement provided by
term real property for use in the lesseethe lessor may begin depreciation of itshe lessee must contain the lessee’s namn
trade or business at the retail space. Amonresidential real property. The lesseef@nd, in the case of a consolidated group
ancillary agreement between the lessaxclusion from gross income under parathe parent’s name), employer identifica-
and the lessee providing for a construggraph (a) of this section, however, is notion number, taxable year and the follow-
tion allowance, executed contemporanedependent upon the lessor’s treatment afg information for each lease:
ously with the lease or during the term ofhe property as nonresidential real prop- (A) The lessor’s name (in the case of ¢
the lease, is considered a provision of therty. consolidated group, the parent’s name).
lease agreement for purposes of the pre-(c) Information required to be fur- (B) The address of the lessor.
ceding sentence, provided the agreemenished—(1) In general The lessor and (C) The employer identification num-
is executed before payment of the corthe lessee described in paragraph (b) bkr of the lessor.
struction allowance. this section who are paying and receiving (D) The location of the retail space (in-

(4) Expenditure requirement(i) In a qualified lessee construction allowancesluding mall or strip center name, if ap-
general Expenditures referred to in pararespectively, must furnish the informatiorplicable, and store name).
graph (b)(1)(iii) of this section may bedescribed in paragraph (c)(3) of this sec- (E) The amount of the construction al-
treated as being made first from theion in the time and manner prescribed itowance.
lessee’s construction allowance. Tracingaragraph (c)(2) of this section. (F) The amount of the construction al-
of the construction allowance to the actual (2) Time and manner for furnishing in-lowance that is a qualified lessee con-
lessee expenditures for the construction dormation The requirement to furnish in-struction allowance under paragraph (b)
improvement of qualified long-term realformation under paragraph (c)(1) of thisf this section.
property is not required. However, thesection is met by attaching a statement (4) Failure to furnish information A
lessee should maintain accurate records with the information described in paradessor or a lessee that fails to furnish the
the amount of the qualified lessee congraph (c)(3) of this section to the lessor’formation required in this paragraph (c)



may be subject to a penalty under section Par. 4. In 8602.101, paragraph (b) is\pproved August 29, 2000.
6721. amended by adding an entry for 1.110-1

(d) Effective date This section is ap- to the table in numerical order to read as
plicable to leases entered into on or aftdollows:

Jonathan Talisman,
Acting Assistant Secretary

October 5, 2000. of the TreaSUry.
§602.101 OMB Control numbers.

PART 602—OMB CONTROL (Filed by the Office of the Federal Register on Sep:
Kk ok ok ok tember 1, 2000, 8:45 a.m., and published in the issu

NUMBERS UNDER THE (b) * kK of the Federal Register for September 5, 2000, 6

PAPERWORK REDUCTION ACT F.R. 53584)

Robert E. Wenzel,

Par. 3. The authority citation for part Vet
Deputy Commissioner

602 continues to read as follows:
Authority: 26 U.S.C. 7805. of Internal Revenue.



