Federal Register / Vol. 58, No. 212 / Thursday, November 4, 1993 / Rules and Regulations 58787

DEPARTMENT OF THE TREASURY
internal Revenue Service

26 CFR Part 1
[TD 845]
RIN 1545-A061

Passive Activity Loss Limitations—
Developer Rule

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains final
and temporary regulations relating to
the limitations on passive activity losses
and credits. The final regulations clarify
the treatment of tenant solicitation

. (lease-up services) for purposes of -

applying the income recharacterization
rules that are part of these limitations.
The final regulations affect taxpayers
who develop, rent out, and then sell
certain property less than 12 months

" after the rental starts.

DATES: These regulations are effective
November 4, 1993,

‘These regulations apply to tax years
ending after May 10, 1992. "
FOR FURTHER INFORMATION CONTACT:
Martin Schaffer, (202) 622-3080 {not a
toll-free number).

SUPPLEMENTARY INFORMATION:
Background.

This document contains final
regulations under §§ 1.469-2T (f)(5) (ii),
(iii), and (iv) of the temporary
regulations. Section 1.469-2T(f)(5) was
first issued by TD 8175, 53 FR 5686
(February 25, 1988), and was amended
by TD 8253, 54 FR 20527 (May 12,
1989), and TD 8318, 55 FR 48107

. (November 19, 1990). Section 1.469-

2T(f)(5)(i) was adopted as final by TD
8417, 57 FR 20747 (May 15, 1992).

No written comments and no requests
for a public hearing were received in
response to the cross reference notice of
proposed rulemaking (PS-071-89)
published November 19, 1990, 55 FR
48135.

This document also amends the

. temporary regulations to provide cross

roferences to the final regulations.
Explanation of Provisions

The preamble to the temporary .
regulations explains the final
regulations.

Effective Date

The final regulations are effective for
tax years ending after May 10, 1992 (see
§1.469-11(a)(1) of the regulations).

Special Analyses

. It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. It has also been

- determined that section 553(b) of the

Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flexibility
Act (5 U.S.C. chapter 6) do not apply to
these regulations, and, therefore, a )
Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking for these
regulations was submitted to the Small
Business Administration for comment
on its impact on small business.

Drafting Information

The principal author of these
regulations is Martin Schaffer of the

~Office of Assistant Chief Counsel -

(Passthroughs & Special Industries),
Internal Revenue Service, However,
other persons from the IRS and the
Treasury Department participated in
their development.

List of Subjects in 26 CFR Part 1
Income taxes, Reporting and
recordkeeping requirements.
Adoption of Amendments to the
Regulations
-Accordingly, 26 CFR part 1 is

_amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The éuthority citation
for part 1 continues to read in part as
follows:.

Authority: 26 U.S.C. 7805 * * *.

Par. 2. Section 1.469-0 is amended
by: .
1. Revising the entries for designated
§1.469-2, paragraphs (f)(5) (ii) through
W, ‘ ) \11) throu

. 2. Revising the entries for designated
§ 1.469-2T, paragraphs (f)(5) (ii) through
(iv). :

3. The revisions read as follows:
§1.469-0 Table of contents.

L L] L] » *

§ 1.469-2 Passive activity loss. .
- % & e e
(ﬂ LI S
(5) LI 3
{ii) Commencement of uso.
(iii) Services performed for the purpose of.

enhancing the value of proporty.
(iv) Examples. )
L ] L J » » [ 2

»

§1.469-2T Passive activity loss (temporary).

L - » ~ L

(0. LI
(s)n L3 )

(ii) Commencement of use [Reserved].
{iii) Services perfornid for the purpose of
enhancing the value of property [Reserved].
(iv) Examples [Reserved].
» " . " . )
Par. 3. Section 1.469-2 is amended by
revising paragraphs (f)(5) (ii) through
(iv) to read as follows:

§1.469-2 Passive aclivity loss.

.. [ ] ~ » *

(n..'

(5) " " N

(ii) Commencemént of use—(A) In
general. For purposes of paragraph
{N(5)(i)(B) of this section, a taxpayer’s
use of an item of property in an activity
involving the rental of the property
commences on the first date on which—

(1) The taxpayer owns an interest in
the property;

(2) Substantially all of the property is
rented (or is held out for rent and is in
a state of readiness for rental); and

(3) No significant value-enhancing
services (within the meaning of
paragraph (£)(5)(ii)(B) of this section)
remain to be performed. %

(B) Value-enhancing services. For
purposes of this paragraph (f)(5)(ii), the
term value-enhancing services means
the services described in paragraphs
(N(s) (i)(C) and (iii) of this section,
except that the term does not include
lease-up. Thus, in cases in which this
paragraph (f)(5) applies solely because
substantial lease-up remains to be -
performed (see paragraph (f)(5)(iif)(C) of
this section), the twelve month period
described in paragraph (f)(5)(i)(B) of this

“soction will bogin when the taxpayer

acquires an interest in the property if
substantially all of the property is held
out for rent and is in a state of readiness
for rental on that date.

(iii) Services performed for the
purpose of enhancing the value of
property. For Kurposes of paragraph
(N(5){i)(C) of this section, services that
are treated as performed for the purpose
of enhancing the value of an item of
property include but are not limited
to— i

(A) Construction;

(B) Renovation; and .

(C) Lease-up (unless more than 5
percent of the property is leased on the
date that the taxpayer acquires an
interest in the propert‘y).

(iv) Examples. The following
examples illustrate the application of
this paragraph (f)(5):

Example 1. (i) A, a calendar year )
individual, is a partner in P, a calendar ycar
partnership, which develops real estate. In
1993, P acquiros an interest in undeveloped
land and arranges for the financing and C
construction of an office buildingon the .~
land. Censtruction is completed in February




* that is not
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1995, and substantially all of the building is
either rented or held out for rent and in ¢
state of readiness for rental beginning on
March 1, 1995. Twenty percent of the
building is leased as of March 1, 1995,

(ii) P rents the building (or holds it out for
rent) for the remainder of 1995 and il of
1996, and sells the building on Pebruary 1,
1997, pursuant to a contract entered into on
January 15, 1996. P did not hold the buiiding
(or any other buildings) for sale to customers
in the ordinary course of P’s trade or businass
(sec paragraph (c)(2)(v) of this section). A’s
distributive share of P's taxable losses from
the rental of the building is $50,000 for 1995
and $30,000 for 1996. All of A's losses from
the rental of the building are disallowed
under 1.469-1(a)(1)(i) (relating to the
disallowance of the passive activity loss for
the taxable yeer). A's distributive share of P's
gain from the sale of the building is $150,000.
A has no other gross income or deductions
from the activity of renting the building,

(iii) The real estate deve pmeat activity
that A bolds through P in 1003, 1994, and
1995 involves the) erform of ul;.viou
{e.g., construction purpose of
enhancing the value of the building,
Accordingly, an amount equal to A’s net
reatal activity income from the building may
be treated as gross incame that is not from
a passive activity if A’s use of the buildiog
in an activity involving the rental of the
buil commenced less that 12 months.
before the date of the disposition of the
building, In this case, the date of the
disposition of the building is January 15,
1998, the date of the binding contract for its
sale.

{ivXA) A taxpayer’s use of an item of
property in an activity involving the rental of
the property commences on the first date on
which—

(1) The taxpayer owns an interest in the
item of ﬂoporty:

(2) Substantially all of the is
reated (or is held out for rent and is in a state
of readiness for rental); and
( (::'L No u:igniﬁcnnt va}uo-cnhm services

within the meaning of peragraph (fS)iiXB.
of this section) remain to be e 5

(B) In this case, A's use of the building in
an activity involving the reatal of the

building commenced on March'1, 1995, less
than 12 months before January 15, 1996, the
date of disposition. Accordingly, if A
materially (or significantly) participated in
the real estate development activity in 1993,
1994, or 19895 (without regard to whether A
materially participated in the activity in more

. than one of those years), an amount of A's

gross rental sctivity income from the building
for 1997 equal to A’s net rental activity
income from the building for 1997 is treated
under this mylph (£)(5) as gross incomse
8 passive activity. Under

paragraph (f)(9)(iv) of this section, A’s net -
rental activity income from the building for
1?97 is gzgm ?;50.000 distributive share
of gain position of the building
minus $80,000 of reasonzbly allocable
passive activity deductions), '

Exampie 2. (i) X, a calendar year tax;
subject to section 469, acquires a bui
February 1, 1994, when the building is 28
percent leased. During 1994, X rents the

o

building (or holds it out for rent) and
materially participates in an activity that
involves the leese-up of the building. X's
activities do not otherwise involve the
grfbrmnnco of construction or other services
the purposs of enhancing the value of the
building, and X does not hold the building
(or any other building) for sale to customers
mMmdim{comaofX'l trade or
business. X sells the building on Decomber
1, 1994,
(i) (A) Undec paragraph (fX(5)(i1i)(C) of this
oy ol tl‘:o is consid . 4 nr:ii:; "
performed purpose of enhan e
value of property unless more than 50
percent of the property is leased on the date
Progery. Cses pusep i hia
y. 5 i
section, however, lease-up is not considered
8 value-enhancing service for purposes of
determining when the anyu commences
using an item of property in an activity
involving the rental of the pi .
Accordingly, X's acquisition of the bui
Constitutes a commencement of X's use of
building in & rental activity, because
February 1, 1904, is the first date on which—
(1) The taxpayer owns an interest in the

item of s
(5] Sumny all of the property is held
out for rent; and

(3) No significant value-enhancing secvices
(within the meaning of paragraph (f)(5)(ii)(B)
of this section) remain to be od.

(B) In this case, X disposes of the prope:
within 12 months of the date X commonc;?
using the building in a rental activity.
Accordingly, an amount of X's gross rental
activity income for 1994 equal to X’s net
rental activity income from the building for
1994 is treated under this paragraph (f)(5) as
gain that is not from a passive activity.

Examl‘ple 3. The ftlhc“u mththomumx asin

2, t at the s
the Dy 100 pareees
paragraph (£)(5)(iii}(C) of this section, lease-
up is not considered a service performed for
the purposs of enhancing the value of
propesty if more than 50 percent of the
propety is leased on the date the taxpayer
ncquh;’ an nii‘;iti.w lnltha property. by
Therefore, additional lease- r«fomad
thotnkenlntomount:g er this
paragraph ()(5). Since X's activities do not
otherwise involve the performance of
services for the purpose of enhancing the
valus of the building, none of X's gross rental
activity income from the building will be
treated as income that is not from a passive
activity under this paragraph {£)(5).

»

- * - L

Par. S, Section 1.460-2T is amended

by revisi raphs (f)(5)(ii) through
(i)\’r) to 1::3 as fo lovfrs:

§1.469-2T Passive activity loss
(tsmporary).

(5) L B

(ii) Commencement. [Reserved] See
§ 1.460-2(f)(5)ii) for rules relating to
this paragraph (f)(5)(ii).

(ii1) Services performed for the
purpose of enhancing the value of

property. [Reserved] See 1.469—
2(AL5)(iii) for rules relating to this
h (0)(5)(iii).

- para
(i v%nxamples. [Reserved] Sce § 1.469—

2(N(5)(iv) for examples relating to this

paragraph (f)(5)(iv).

- - - L ] -

Margaret Milner Richardson,

Commissioner of Internal Revenue.
Approved: October 13, 1993.

Leslie Samuels,

Assistant Secretary of the Treasury.

(FR Doc. 93-27002 Filed 11-3-93; 8:45 am)
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