ap- property to satisfy the purpose requirement unde

ing § 1.110-1(b)(3) of the Income Tax Regulations? Se

8-3 Rev. Rul. 2001-20, beginning on this page.

-2,

oc- . g

ugh Section 110.—Qualified Lessee

108ection 61.—Gross Income Construction Allowances for
Defined Short-Term Leases

26 CFR 1.110-1: Qualified lessee construction
allowances. (Also § 61; 1.61-1.)

ue Must a lease agreement provide that an entire . .
C€ construction allowance is for the purpose of conQuUalified lessee construction al-
IghSructing or improving qualified long-term real lowances for short-term leases.The

26 CFR 1.61-1: Gross income.



purpose requirement under section Section 110(a) provides a safe harbgurpose requirement in § 1.110-1(b)(3)
1.110-1(b)(3) of the Income Tax Regulaexcluding from gross income any amoundoes not require a lease agreement to pro
tions does not require a lease agreemerdceived in cash (or treated as a rent reide that the entire construction allowance
to provide that the entire construction alduction) by a lessee from a lessor underia for the purpose of constructing or im-
lowance is for the purpose of constructinghort-term lease of retail space, for theroving qualified long-term real property.
or improving qualified long-term real purpose of the lessee’s constructing or inHowever, only the portion of the construc-
property. However, only the portion ofproving qualified long-term real propertytion allowance actually spent on qualified
the construction allowance actually exfor use in the lessee’s trade or business lahg-term real property may qualify as a
pended on qualified long-term real propthe retail space, but only to the extent thajualified lessee construction allowance.
erty for use in the lessee’s trade or busthe amount does not exceed the amouAtccordingly, of the $1 million construc-
ness at the retail space may qualify asexpended by the lessee for the construton allowance provided by to X,
qualified lessee construction allowance. tion or improvement (a qualified lessees800,000 qualifies as a qualified lessee
construction allowance). construction allowance that may be ex-
Rev. Rul. 2001-20 Section 110(c)(1) defines the terncluded from income under § 110(a).
“qualified long-term real property” as
ISSUE nonresidential real property which is parf"OLD”\IG

Must a lease agreement provide that &, or otherv_vise present at, the _retail SPace The purpose requirement under
entire construction allowance is for the purtéferred to in § 110(a) and which revertg 1 110_1(h)(3) does not require a lease
pose of constructing or improving qualified® the Iessor at the termination of theyeement to provide that the entire con-
long-term real property to satisfy the purl€ase. Section 1.110-1(b)(2)(i) furthegrction allowance is for the purpose of
pose requirement under § 1.110-1(b)(3) éfefines qualified long-term real property,qnstrycting or improving qualified long-
the Income Tax Regulations? as not including property qualifying asyerm real property. However, only the

section 1245 property under sectiogion of the construction allowance ac-
FACTS 1245(3)_(3)' _ tually expended on qualified long-term
Section 110(c)(2) defines the terMygq) property for use in the lessee’s trade

. short-term lease” as a lease (or oth ; ; ;
agreement for occupancy or use) of retalg 5 qualified lessee construction al-

On February 5, 200X and'¥ sign a 1(.)' space for 15 years or less (as determinggl,ance
year agreement.for the leaseXypf retall under the rules of § 168(i)(3)). Section .
space located ii's newly constructed g y3) gefines the term “retail spaceDRAFTING INFORMATION

shopping center. The 10-year lease teril oal property leased, occupied, or oth-

starts March 1, 2001. A provision of the, . ise ysed by a lessee in its trade or 1he Principal author of this revenue
lease agreement provides thawill pro-

. : . __business of selling tangible personal prog4ling is Paul Handleman of the Office of
vide X with a construction allowance in
the amount of $1 million for the retail

erty or services to the general public, ~ ASsociate Chief Counsel (Passthroughs
. Under the purpose requirement m’:lnd_Spemal In_dustr!es). For further infor-

space. The lease agreement provides th§t1.110_1(b)(3) an amount is excludefation regarding this revenue ruling, con-

to the extent the $1 million constructionfrom gross incon’we under § 110(a) only tgact Mr. Handleman at (202) 622-3040

allowance is spent on qualified long-tery, . ‘o ot that the lease agreement for ti{BOt a toll-free call).

real p.roperty, ftis for the purpose of CONtetail space expressly provides that the

structing or improving qualified long-term

o . construction allowance is for the purpose
real property for use iX’s business at the

retail space located ¥s shopping center of constructing or improving qualified
: " long-term real property for use in the
During X's 2001 taxable yealiX re- g property

. - i lessee’s trade or business at the retail
ceives the $1 million construction al-

ace.
lowance and spends $800,000 on quali- The intent of the purpose requirement

fied long-term real property and $100,000, & 1 110-1(b)(3). which ires th
on section 1245 property for the leased r(?ré] 81 (b)(3), which requires the

tail space located iY’'s shopping center.
X is permitted to retain any excess ov
the amount it actually spends improvi
the retail space.

Xis in the business of selling tangible,

ase agreement expressly provide that the
construction allowance is for the purpose
6t constructing or improving qualified
ngiong-term real property, is to ensure that
the lessor and the lessee take consistent
LAW AND ANALYSIS tax positions. The requisite provision in
the lease agreement serves as an acknowl-
Section 61(a) of the Internal Revenu@dgment by the lessor and the lessee that,
Code provides that gross income means the extent the construction allowance is
“all income from whatever source de-spent on qualified long-term real property,
rived” except as otherwise provided inthe improved or constructed property will
subtitle A of the Code. be treated as owned by the lessor. The



