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LEGAL-EASE

O ne of the often-overlooked 
but crucial aspects of a lease 

negotiation for commercial real 
estate is the tax impact of how tenant 
improvements (TIs) are funded, whether 
by the landlord or the tenant. The examples, 
which follow, illustrate some of the alternative approaches to 
funding tenant improvements and the resulting federal income 
tax consequences. As the examples demonstrate, although 
the tax considerations may not drive a deal, they can have a 
material effect on the bottom line of the landlord and tenant.

These examples assume that the tenant requires  
$1 million of tenant improvements; the term of the lease is 
10 years; and the tenant improvements are considered real 
property depreciable on a straight-line basis over 39 years 
under applicable federal income tax laws.

1. The landlord could pay for and own the tenant improve-
ments for tax purposes. From a tax perspective, this 
approach is the least favorable to the landlord because the 
landlord can only recover its $1 million cash outlay ratably 
over 39 years as deductions for depreciation. This arrange-
ment produces no tax consequences for the tenant, unless 
the tenant also contributes to the improvements.

2. The landlord could provide the tenant with a $1 million 
improvement allowance and the tenant would be the owner 
of the tenant improvements for tax purposes. Under this 
approach, the landlord can amortize its $1 million cash 
outlay ratably over the 10-year lease term as a leasehold 
acquisition cost. The landlord’s ability to recover its  
$1 million over 10 years, rather than over 39 years, makes 
this approach substantially more attractive to the landlord 
than the first example. However, because the $1 million 
improvement allowance is fully taxable to the tenant, many 
tenants may be reluctant to agree. As the tax owner of the 
improvements, the tenant (as with the landlord in the first 
example) can only recoup the taxes attributable to the  
$1 million over 39 years (unless the tenant vacates the 
leased premises at the end of the 10-year lease term, in 
which case the undepreciated balance can be written off by 
the tenant). The reversion of the tenant improvements is 
not a taxable event for the landlord.

Although many tenants may not want to incur the  
$1 million of taxable income, if the tenant has a large net oper-
ating loss carry forward for federal income tax purposes, the 
tenant may be more concerned about cash flow than tax con-
sequences. As a result, the tenant may be willing to absorb the 
income associated with a $1 million improvement allowance 
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How does your building 
need to perform? 

I need a roof that won’t 
back down when the 
weather gets rough.

I need a roof that won’t 
back down when the 
weather gets rough.

from the landlord in exchange for receiving the cash flow.
3. Instead of an improvement allowance, the landlord could pro-

vide the tenant with $1 million of free rent at the beginning 
of the lease term. This approach has the effect of allowing the 
landlord to recover its $1 million contribution to the tenant for 
its improvements immediately for tax purposes through the 
absence of any taxable rental income from the tenant during 
the free rent period. Not only does the tenant have  
$1 million of lost rental deductions during the initial period of 
the lease, but the tenant must then use its own funds or bor-
row funds in order to finance the $1 million of needed tenant 
improvements. And, as noted earlier, the tenant (as the tax 
owner of the improvements) would only be able to recover 
its $1 million outlay ratably over 39 years until the end of the 
term, at which point the tenant may deduct the remaining 
undepreciated basis in the improvements. 

4. The tenant could pay for and own the tenant improvements.  
The tenant then would be entitled to recover its $1 mil-
lion cash outlay ratably over 39 years. However, if the tenant 
abandoned the tenant improvements at the end of the 10-year 
lease term, the tenant could then deduct its remaining unam-
ortized basis in the improvements. This alternative has no tax 
consequences for the landlord. 

5. The tenant could pay for 
the tenant improvements and, 
upon their completion, con-
vey them to the landlord, who 
would become the tax owner of 
the improvements. This often 
occurs inadvertently when 
leases provide that all improve-
ments or alterations become the 
landlord’s property immediately 
upon completion. In this sce-
nario, the tenant can amortize 
the full cost of the improve-
ments over the 10-year lease 
term as a leasehold acquisition 
cost, but the landlord would 
correspondingly have $1 million 
of taxable income upon receipt 
of the tenant improvements 
(without receiving cash to pay 
the associated liability) and 
would only be able to depreci-
ate the property over 39 years. 

6. The landlord could, with 
borrowed funds, pay for and 
own the tenant improvements. 
In order to shift the economic 
cost of the improvements to the 
tenant, however, the tenant’s 

If a landlord 
could provide 
a tenant with 
$1 million of 
free rent at the 
beginning of 
the lease term, 
the landlord 
should be able 
to recover 
the $1 million 
contribution 
immediately for 
tax purposes 
through the 
absence of any 
taxable rental 
income from the 
tenant during the 
free rent period. 
From the tenant’s 
perspective, 
however, this 
approach may be 
the least desirable 
for tax purposes.
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 f One measurement system for both thermal  
 energy metering and gas flow measurements

 f For the monitoring and audit of heat  
 exchangers, heating and chiller plants as well  
 as whole compressed air or gas networks

 f Certified traceable accuracy of both flow and  
 temperature measurement 

FLEXIM AMERICAS Corporation 
Toll free: 1 888 852 74 73
salesus@flexim.com

Looking for lost BTUs?
Concerned about the consumption of compressed air?

 f Simply clamped-on to the pipe wall  
 outside – no risk of leaks, no processhut  
 down needed – instantly measurement ready

 f Extremely high turndown range, ability to  
 measure very low flow rates, no flow cut-off

 f Even applicable at high temperature water 
 lines above 390 °F

FLUXUS® is the answer.

The ideal system for temporary sub-metering, energy audits, plant optimization tasks 
and the verification of existing meters in the real estate sector!

The FLUXUS BTU meter is also available as a permanent measurement solution!
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LEGAL-EASE

rent would be increased in an amount sufficient to make all 
debt service payments on the loan obtained by the landlord. 
This approach avoids having the landlord recognize $1 million 
of income at the commencement of the lease term. While the 
landlord would have to include in taxable income the increased 
rental payments from the tenant, that income would be offset 
somewhat by the landlord’s deductions for interest payments 
on the $1 million loan and depreciation on the tenant improve-
ments. From the tenant’s perspective, this approach effectively 
allows the tenant to recover the cost of the $1 million of ten-
ant improvements ratably over the 10-year lease term through 
increased rental deductions.

7. As a variation on the previous example, the landlord could loan 
the tenant $1 million and the tenant would then pay for and own 
the improvements. To increase the likelihood that the Internal 
Revenue Service would respect the form of this transaction, the 
loan would be evidenced by a promissory note that probably 
would mature at the end of the lease term. This structure allows 
the tenant to avoid recognition of $1 million of income, albeit at 

the cost of having to repay the 
loan with interest. The tenant 
would be able to (i) recover 
the cost of the improvements 
ratably over 39 years; (ii) claim 
an abandonment loss once 
the tenant vacated the leased 
premises; and (iii) deduct 
the interest. As noted earlier, 
the reversion of the tenant 
improvements to the landlord 
is not a taxable event for the 
landlord. B
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The landlord could, 
with borrowed 
funds, pay for and 
own the tenant 
improvements. In 
order to shift the 
economic cost of 
the improvements to 
the tenant, however, 
the tenant’s 
rent would be 
increased in an 
amount sufficient 
to make all 
debt service 
payments on the 
loan obtained by 
the landlord.
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