
purpose requirement under section
1.110–1(b)(3) of the Income Tax Regula-
tions does not require a lease agreement
to provide that the entire construction al-
lowance is for the purpose of constructing
or improving qualified long-term real
property.  However, only the portion of
the construction allowance actually ex-
pended on qualified long-term real prop-
erty for use in the lessee’s trade or busi-
ness at the retail space may qualify as a
qualified lessee construction allowance.

Rev. Rul. 2001–20

ISSUE

Must a lease agreement provide that an
entire construction allowance is for the pur-
pose of constructing or improving qualified
long-term real property to satisfy the pur-
pose requirement under § 1.110–1(b)(3) of
the Income Tax Regulations?

FACTS

X is in the business of selling tangible
personal property to the general public.
On February 5, 2001, X and Y sign a 10-
year agreement for the lease by X of retail
space located in Y’s newly constructed
shopping center.  The 10-year lease term
starts March 1, 2001.  A provision of the
lease agreement provides that Y will pro-
vide X with a construction allowance in
the amount of $1 million for the retail
space.  The lease agreement provides that,
to the extent the $1 million construction
allowance is spent on qualified long-term
real property, it is for the purpose of con-
structing or improving qualified long-term
real property for use in X’s business at the
retail space located at Y’s shopping center.

During X’s 2001 taxable year, X re-
ceives the $1 million construction al-
lowance and spends $800,000 on quali-
fied long-term real property and $100,000
on section 1245 property for the leased re-
tail space located in Y’s shopping center.
X is permitted to retain any excess over
the amount it actually spends improving
the retail space. 

LAW AND ANALYSIS

Section 61(a) of the Internal Revenue
Code provides that gross income means
“all income from whatever source de-
rived” except as otherwise provided in
subtitle A of the Code.

Section 110(a) provides a safe harbor
excluding from gross income any amount
received in cash (or treated as a rent re-
duction) by a lessee from a lessor under a
short-term lease of retail space, for the
purpose of the lessee’s constructing or im-
proving qualified long-term real property
for use in the lessee’s trade or business at
the retail space, but only to the extent that
the amount does not exceed the amount
expended by the lessee for the construc-
tion or improvement (a qualified lessee
construction allowance).

Section 110(c)(1) defines the term
“qualified long-term real property” as
nonresidential real property which is part
of, or otherwise present at, the retail space
referred to in § 110(a) and which reverts
to the lessor at the termination of the
lease.  Section 1.110–1(b)(2)(i) further
defines qualified long-term real property
as not including property qualifying as
section 1245 property under section
1245(a)(3).

Section 110(c)(2) defines the term
“short-term lease” as a lease (or other
agreement for occupancy or use) of retail
space for 15 years or less (as determined
under the rules of § 168(i)(3)).  Section
110(c)(3) defines the term “retail space”
as real property leased, occupied, or oth-
erwise used by a lessee in its trade or
business of selling tangible personal prop-
erty or services to the general public.

Under the purpose requirement in
§ 1.110–1(b)(3), an amount is excluded
from gross income under § 110(a) only to
the extent that the lease agreement for the
retail space expressly provides that the
construction allowance is for the purpose
of constructing or improving qualified
long-term real property for use in the
lessee’s trade or business at the retail
space.

The intent of the purpose requirement
in § 1.110–1(b)(3), which requires the
lease agreement expressly provide that the
construction allowance is for the purpose
of constructing or improving qualified
long-term real property, is to ensure that
the lessor and the lessee take consistent
tax positions.  The requisite provision in
the lease agreement serves as an acknowl-
edgment by the lessor and the lessee that,
to the extent the construction allowance is
spent on qualified long-term real property,
the improved or constructed property will
be treated as owned by the lessor.  The

purpose requirement in § 1.110–1(b)(3)
does not require a lease agreement to pro-
vide that the entire construction allowance
is for the purpose of constructing or im-
proving qualified long-term real property.
However, only the portion of the construc-
tion allowance actually spent on qualified
long-term real property may qualify as a
qualified lessee construction allowance.
Accordingly, of the $1 million construc-
tion allowance provided by Y to X,
$800,000 qualifies as a qualified lessee
construction allowance that may be ex-
cluded from income under § 110(a).

HOLDING

The purpose requirement under
§ 1.110–1(b)(3) does not require a lease
agreement to provide that the entire con-
struction allowance is for the purpose of
constructing or improving qualified long-
term real property.  However, only the
portion of the construction allowance ac-
tually expended on qualified long-term
real property for use in the lessee’s trade
or business at the retail space may qualify
as a qualified lessee construction al-
lowance.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Paul Handleman of the Office of
Associate Chief Counsel (Passthroughs
and Special Industries).  For further infor-
mation regarding this revenue ruling, con-
tact Mr. Handleman at (202) 622-3040
(not a toll-free call).

Section 2032A.—Valuation of
Certain Farm, Etc., Real
Property

26 CFR 20.2032A–4:  Method of valuing farm real
property.

Special use value; farms; interest rates.
The 2001 interest rates to be used in com-
puting the special use value of farm real
property for which an election is made
under section 2032A of the Code are
listed for estates of decedents.

Rev. Rul. 2001–21

This revenue ruling contains a list of
the average annual effective interest rates
on new loans under the Farm Credit Bank
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system.  This revenue ruling also contains
a list of the states within each Farm Credit
Bank District.

Under § 2032A(e)(7)(A)(ii) of the Inter-
nal Revenue Code, rates on new Farm
Credit Bank loans are used in computing the
special use value of real property used as a
farm for which an election is made under
§ 2032A.  The rates in this revenue ruling
may be used by estates that value farmland
under § 2032A as of a date in 2001.

Average annual effective interest rates,
calculated in accordance with
§ 2032A(e)(7)(A) and § 20.2032A–4(e)
of the Estate Tax Regulations, to be used

under § 2032A(e)(7)(A)(ii), are set forth
in the accompanying Table of Interest
Rates (Table 1).  The states within each
Farm Credit Bank District are set forth in
the accompanying Table of Farm Credit
Bank Districts (Table 2).

Rev. Rul. 81–170, 1981–1 C.B. 454,
contains an illustrative computation of an
average annual effective interest rate.
The rates applicable for valuation in 2000
are in Rev. Rul. 2000–26, 2000–22 I.R.B.
1124.  For rate information for years prior
to 2000, see Rev. Rul. 99–20, 1999–1
C.B. 972, and other revenue rulings that
are referenced therein.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Lane Damazo of the Office of
the Associate Chief Counsel
(Passthroughs and Special Industries).
For further information regarding this
revenue ruling, contact Lane Damazo at
(202) 622-3090 (not a toll-free call). 
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REV. RUL. 2001–21 TABLE 1
TABLE OF INTEREST RATES

(Year of Valuation 2001)

Farm Credit Bank District in Interest 
Which Property Is Located Rate

Columbia  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.90
Omaha/Spokane  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.98
Sacramento  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.99
St. Paul  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.13
Springfield  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.97
Texas  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.22
Wichita  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.22

REV. RUL. 2001–21 TABLE 2

TABLE OF FARM CREDIT BANK DISTRICTS
District States

Columbia . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Delaware, District of Columbia, Florida,
Georgia, Maryland, North Carolina,
Pennsylvania, South Carolina, Virginia, West 
Virginia

Omaha/Spokane. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Alaska, Idaho, Iowa, Montana, Nebraska,
Oregon, South Dakota, Washington, Wyoming.

Sacramento . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Arizona, California, Hawaii, Nevada, Utah.
St. Paul . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Arkansas, Illinois, Indiana, Kentucky, 

Michigan, Minnesota, Missouri, North Dakota,
Ohio,  Tennessee, Wisconsin.

Springfield . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Connecticut, Maine, Massachusetts,
New Hampshire, New Jersey, New  York,
Rhode Island, Vermont.        

Texas . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Alabama, Louisiana, Mississippi, Texas
Wichita . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Colorado, Kansas, New Mexico, Oklahoma


