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A STUDY OF SELECTED ACCOUNTING AND INCOME TAX FACTORS

IN RESIDENTIAL LAND DEVELOPMENT
CHAPTER I
INTRODUCTION

The converéion of undeveloped land into residential
homesites (including residential resort sites for purchase
by individuals) is a rapidly expanding activity. The organi-
zations participating in the function range in size from small
firms owned by one or a few individuals to large publicly-owned
corporations. To a significant degree, the participation of
publicly-owned firms in the field is increasing in importance.

The residential land development activity may perhaps
be considered a part of an over-all land development industry
which includes the development of commercial, industrial, and
other types of sites as well. As a matter of fact, some land
development enterprises participate in a variety of different
land development activities, often developing various types
of sites in a single coordinated effort. However, a great

many land development firms devote their sole, or at least

1
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their major, efforts to the development of residential sites.
The characteristics of residential, commercial, indus-

trial, and other development operations tend to differ in many

respects. For example, the number of individual units (lots)

produced in a residential development project is generally much

greater than the quantity of production units to be found in a

commercial or industrial development venture. Furthermore,

such factors as the following frequently differ from one type

of land development activity to another: the means of promot-

ing sales of completed sites, the terms of sales, the methods

of financing the acquisition of raw land, the methods of financ-

ing site improvements, and the risks to be assumed by developers

in undertaking projects.

Purpose and Emphasis of the Study

The emphasis in this study is on those factors related

specifically to residential land development activities. Unless

otherwise specified, the term "land development" is used through-
out the study to mean residential land development. Of course,
many of the factors discussed in the study may apply in some
cases to other types of land development.

Among the problems pfesently facing firms in the resi-
dential land development industry are difficulties in formulat-

ing accounting rules and procedures for financial statement
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presentation and for income tax reporting. As a matter of fact,
a great deal of controversy currently exists regarding the
accounting practices utilized by land development firms in
their periodic measurement of earnings.

A primary purpose of this study is to examine the income
measurement procedures utilized in the land development indus-
try with respect to factors pertinent to both financial report-
ing and income tax reporting. Various revenue reporting pro-
cedures, as well as numerous expense determination factors, are
critically examined. Differences in practice between financial
reporting and income tax reporting procedures are noted. Recom-
mendations for improving the income measurement procedures in
the industry are presented.

An additional purpose of the study is to analyze signi-
ficant income tax factors related to planning the operatiéns of
land development firms. The success of land development enter-
prises, especially the smaller firms in the industry, is strongly
affected by various income tax considerations. Many of these
factors are evaluated from the standpoint of land development
investors. In particular, special attention is devoted to income
tax factors in selecting the entity form of small-scale land
development enterprises.

For the purposes of this study, small-scale land devel-

opment firms, as distinguished from the large-scale enterprises
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in the industry, are considered as those local or regional
organizations undertaking land development projects of less
than 500 acres in size. The designation is, of course, not
precise.

In some instances, factors discussed in the study apply
to both small-scale and large-scale development enterprises.
In other cases, they primarily affect one or the other category
of firms. Specific discussions throughout the study indicate
the particular category of firms to which the material being

discussed is most applicable.

Sources of Data

Data for the study was obtained primarily from the fol-
lowing sources: interviews with officials of selected land
development and home building companies partiéipating in resi-
dential land development projects; books, periodicals, and
other publications in the areas of real estate, accounting, and
finance; and various Federal income tax authorities. The major
income tax sources consulted were the Internal Revenue Code of
1954 (as amended), the corresponding Treasury Department Regu-
lations, other Federal Government publications (particularly
Treasury Department pronouncements reprinted in the Internal
Revenue Cumulative Bulletins), legal cases relating to Federal

income tax matters, and numerous income tax services, texts,



and journals.

Incidentally, references throughout the study to speci-
fic sections of the Internal Revenue Code and the Regulations
[e.g., Section 751(a); Regulation 1.752-1(e)], unless other-
wise indicated, are to the Internal Revenue Code of 1954 (as
amended) and the corresponding Treasury Department Regulationms.
Likewise, references simply to 'the Code' are understood to

mean the Internal Revenue Code of 1954 (as amended).

Organization of the Study

The study is divided into six chapters. The initial
chapter constitutes an introduction to the subject.

Chapter II1 discusses general features of residential
land development operations and provides a background for the
study as a whole. The chapter contains a brief history of
residential land development in the United States, an analysis
of problems in defining land development, discussions pertain-
ing to the nature of land development projects and the char-
acteristics of project developers, and comments regarding the
impact of the Federal income tax on land developers.

Chapter III deals with revenue reporting procedures
relating to land sales. For the most part, the chapter is
devoted to an analysis of specific problems in reporting retail

land sales in financial statements, particularly problems
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relating to the recognition of revenue. The chapter also con-
tains brief discussions of two significant income tax report-
ing measures pertaining to sales of land, (1) using the "install-
ment sales method" and (2) obtaining long-term capital gain
treatment on certain sales of land. In general, the discussion
throughout the chapter applies mainly to large-scale land devel-
opment enterprises. However, the material pertaining to long-
term capital gain treatment on certain land sales is also rele-
vant to small-scale land development firms.

Chapter IV discusses significant expense determination
factors in measuring the earnings of land development firms.
The factors studied are pertinent to both large-scale and small-
scale development enterprises. Both financial reporting and
income tax reporting aspects are emphasized. Specific factors
covered in the chapter are the following: +the significance of
jbint costs in land development operations; cost allocation
methods; the treatment of non-salable portions of a development
tract; and procedures for handling land acquisition costs,
interest and other carrying charges, and site improvement costs.

Chapter V is devoted to an analysis of income tax factors
in selecting the entity form for residential land development
firms. Primary emphasis in the chapter is directed toward
small-scale development firms. Significant income tax advan-

tages and disadvantages of operating land development enterprises
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as either corporate or noncorporate organizations are discussed.
Certain related non-tax factors are also briefly reviewed.
The results of the study are summarized and concluded

in Chapter VI.



CHAPTER II

GENERAL FEATURES OF RESIDENTIAL

LAND DEVELOPMENT OPERATIONS

Introduction

The purpose of this chapter is to provide a general
perspective for the study as a whole. Beginning with a brief
account of the history of residential land development in the
United States, the chapter continues with an analysis of the
problems in defining land development. Following that is a
discussion of the nature of residential land development pro-
jects along with the characteristics of project developers.
Lastly, the impact of Federal income taxes on developers is

presented.

Historical Background

The early growth of American cities was characterized
by a gradual encroachment upon adjacent undeveloped land.
Little by little, portions of adjoining land would become a
part of the city. It was not until the last quarter of the
nineteenth century that the practice of planning the urban

8
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development of rural land began to be commonly exercised.
However, the advancement of this activity was quite slow and
spasmodic until the 1920'8.1
During the 1920's two types of land-use planning and
development activity emerged. One such activity involved what
has been called the "parasitical subdivision" and merely con-
sisted of a subdivider's acquiring control over a small tract
of land on the outskirts of a city, spending a minimum amount
in marking the land into building sites, and then carrying out
a short but intensive selling campaign.2 Because the subdivi-
sion promoters often lacked interest in the installation of
streccs and other facilities for making the lots usable and
also because there was usually no organization of lot owners,
some oS these subdivisions remained as idle land for years.
The parasitical subdivision is the type of speculation

in suburban lands that, according to one writer, ''led to the
creation of a great oversupply of subdivision lots in most
metropolitan areas which was not absorbed until afte: World
War II."4 Likewise, another writer makes the following
observation:

. . the vast land speculations of the 1920's showed

the folly and ruinous expense to local governments of

unrestricted subdivision. . . . The wastage of land was

appalling. In 1929 of 375,000 registered lots in Cleve-

land, 175,000 were vacant. In 1934 there was said to be

enough vacant platted land in the country to house 18
million people.5
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The second type of land development activity which
appeared during the 1920's has been labeled the "development
project." The objective here was to create a complete commu-
nity near, or perhaps adjacent to, a currently populated area.
Such a project would cover a large tract of land containing
from a few hundred acres to perhaps a few thousand acres. The
idea underlying this operation was that the ﬁroject would take
years to complete and that the success of the venture would be
dependent upon_;be building sites being used by homeowners and
others. Although emphasis was still placed on selling lots,
developers of such projects usually did everything possible to
encourage purchasers of sites to make use of them.6 These
developers, according to Hoagland and Stone, "must be credited
with some of the outstanding residential communities in the
country."7

During the depression period of the 1930's and during
the World War II years, the annual rate of residential con-
struction was very low. Following this period, however, a.
high level of economic activity and increased marriage and
birth rates brought about an unparalleled residential build-
ing boom. An important consequence of this activity was the
substantial extension of home building into the undeveloped

peripheral territory surrounding the metropolitan areas.
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Regarding this population growth and the residential construc-
tion consequences, Charles M. Haar states that 'the 1950 Census
showed that while the central cities gained 5.7 million (13
percent) over the preceding decade, the outlying suburbs
increased by 9 million (35 percent)."9 Haar continues further
by pointing out that

virtually the whole growth in the nation's population

between 1950 and 1955 was accounted for by an expansion

in the metropolitan areas, . . . central cities gained

a further 2 million (less than 4 percent), while their

suburbs added 9.6 million (nearly 28 percent) to their

numbers .

Data for subsequent periods tend to reflect this trend

of growth in the development of outlying suburban areas. A

recent Economic Report of the President states the following:

The population of the 24 metropolitan areas of more inan
a million people in 1960 grew 14 percent between 1960 and
1970, as compared to 10 percent for the remainder of the
country. Metropolitan areas with more than a million per-
sons now contain 39 percent of the total population. At
the same time, the population within metropolitan areas

is shifting from the central city to the suburban fringe.
Fifty-seven percent of the people in metropolitan areas

of more than a million lived outside the central city in
1970, compared to 51 percent in 1960.11

The suburban residential growth today is not always
caused by an increase in population. For example, the Economic
Report states that ''the distribution of populations within
cities is also affected by changing cost factors. The lower
the cost of transportation and the higher the value of spacious

12
living, the more people will spread out around centers."
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Characteristic of the recent expansion of residential
construction into previously undeveloped areas has been the
particular emphasis on planned development activities. In
addition to the '"development project' originating in the 1920's,
other approaches to planned land development have arisen. These
include such activities as "development-construction projects,"

' and the creation of

""planned unit residential developments,'
entire "mew towns" or "new cities.”
"Development-construction projects' are in effect
"development projects'" in which the developer assumes the task
of constructing homes on a large-scale basis in addition to the
preparation of sites for construction. This activity has been
described as follows:
Bypassing high-priced and scattered building sites in
development projects . . ., builders are acquiring raw
land at wholesale prices; developing it according to a
unified pattern; building houses in great numbers and by
the use of whatever economies they can lay hands upon;
equipping them with home appliances such as refrigerators,
washing machines, stoves, and even television sets and air-
conditioning units; and then using as many wholesale methods
of finance and of i§le of the entire package as have been
developed to date.
"Planned unit residential developments' represent a
land development concept in which dwelling units are organized
and constructed in a carefully coordinated manner giving con-

sideration to the relationships of the units to each other

and to commonly-shared facilities. Rather than consisting of

s o it
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one type of residential dwelling, such as single-family detached
houses, the planned unit development may contain a variety of
different housing types, e.g., garden apartmenfs, multi-story
apartments, townhouses, as well as single-family detached
houses. Furthermore, such projects usually include planned
recreational, community, and shopping facilities.

Planned unit developments may range in size from a
few acres to more than 1,000 acres. However, from the stand-
point of size, emphasis is usually placed on the number of
dwelling units rather than the number of acres. Zoning for
such developments normally occurs on a density basis, i.e.,
control is exercised on the basis of average residential
density over the whole area being developed rather than being
applied according to individual lot size and setback specifi-
cations. In addition, the spatial arrangement of dwelling
units within the planned unit project usually does not follow
traditional subdivision layout patterns, namely, narrow,
rectangular blocks and uniformly-sized lots. Instead, layout
patterns such as cluster arrangements, which provide common
open spaces, and curving, cul-de-sac, and loop streets may be
used.l?

The other significant approach to planned land develop-
ment which is of fairly recent origin is the "new-town" or

"new-city" development. This approach consists of the creation
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of an entire city on what was formerly an undeveloped site.

"New-town" or "new-city" developments are actually
large-scale extensions of the planned unit development con-
cept. The history of new-town developments in the United
States can be traced to the early 1940's and is related to
the acute need for housing facilities at major defense and
military production locations during World War II. The war-
time community developments were frequently owned by agencies
of the federal government but were usually constructed by
private building companies. Fairlington, Virginia, a suburb
of Washington, D.C., is an example of such a community. This
community was originally owned by the Federal gowvernment but,
following World War II, was sold to private concerns.16

The current group of ''mew-town' developments are, for

the most part, being undertaken by private interests. For

example, a Business Week article in August of 1966 noted that

some 70 young cities were under construction at that time and
that "big business" is taking a hand in their deve10pment.17
The following are a few of the new-town developments mentioned
in the article, along with the principal developer and the
projected population: Clear Lake City, Texas--Humble Oil and
Refining Company--150,000; Columbia, Maryland--James W. Rouse--
110,000; Litchfield Park, Arizona--Goodyear Tire and Rubber

Company--75,000; New Orleans East, Louisiana--Clint Murchison,
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Jr., and others--175,000; Reston, Virginia--Rcbert E. Simon--
75,000; and Valencia, California--California Land Company--
200,000, 18

In addition to Humble Oil and Refining Company and
Goodyear Tire and Rubber Company, the article mentions a few
of the other large corporations (Gulf 0il, General Electric,
Alcoa, American Cement) that have become involved in the
development of new towns.19 A more recent article notes that
two of the "Big Three' automakers are planning the construc-
tion of new towns. These firms are the Ford Motor Company and
the Chrxsler Corporation.20 An interesting point to note is
that many of the firms currently participating in these large-
scale land ventures were formerly not noted for activity in
this area.

The Business Week article implies that it is difficult

to define the term "new towns." However, the article does

remark that new towns

differ from conventional large sub-divisions through
presence of industry to provide jobs, a variety of income
levels, a town center to provide community focus, and
more controlled land use, especially dense concentration
of houifs in one area to allow for more community open
space.

The creation of new towns certainly appears to be an
interesting aspect of current land development activities.

The scope of such projects obviously encompasses more than
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just residential types of development. With respect to their
residential development activities, firms participating in
these large-scale ventures experience many of the accounting

problems to be examined below.

Land Development Defined

The term "land development' is a very broad one, often
receiving slightly varying usage by different sources. In
practice, the term is frequently used interchangeably with

' or simply "subdivision." From

the term '"'land subdivision,’
a professional or academic standpoint, however, most authori-
ties try to distinguish between land subdividing and land
developing. Frequently, though, the distinctions between the
terms as proposed by the different authorities do not directly
coincide with one another.

Frederick E. Case defines subdividing as ''the process
of dividing raw land into lots, installing streets and in
other ways preparing the land for the construction of the
improvements.'" Case then defines developing as "the process
of adding improvements to the lots prepared by the subdivider.”
According to Case, improvements consist of such things as
houses, garages, and landscaping. Also, he notes that the
acts of subdividing and developing may be executed by the same

L4 . - 2
business organlzatlon.2
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On a similar note, Maurice A. Unger states that "a
subdivider is one who buys undeveloped acreage, divides it
into smaller parcels, and sells it." According to him, "a

developer is one who advances the process a step further by

building homes on the lots before selling them." Unger men-

tions, too, that the developer will sometimes build a controlled

shopping center on the tract in addition to homes.23

A more restricted definition of subdividing is proposed
by Ring and North when they make the following statement:

Where subdividing is the owner's intent, he need not incur
any additional expenses, other than those incident to pur-
chase and survey of the land, to place the markers or
stakes at intended plot boundaries and to submit a sur-
veyor's ''plat" of the proposed subdivision for city or
county official's approval. The plat, as a rule, contains
information concerning (1) the subdivision name; (2) block,
lot, and street designations and dimensions; and (3) pro-
posed easements, rights-of-way and land dedicated to public
use. Once the plat is approved and signed by duly consti-
tuted municipal or county representatives, acceptance is
made official by placing the plat on public records. It
should be noted that the process of subdividing, as explain-
ed above, does not require any physical change in the land
"per se." 1If the tract is in timber or pasture use, it
remains that way. The "paper'" subdivision merely gives
notice of intent to change the area to urban or suburban
site utilization as noted on the plat of record .24

From the foregoing it appears that Ring and North equate
subdividing with the mere acquisition of "raw" land and with
the preparation and submission of the plat to the appropriate
governmental authority. In other words--as they later mention

in their text--subdividing represents '"the first step in the
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developing program."25 On the other hand, land developing,
according to these authors, occurs 'whenever land improvements
are carried out in accordance with subdivision plans, and
expenditures are being made to provide essential site facili-
ties."26
A completely different approach to the use of the term
"subdivision" is presented by Husband and Anderson. These
authors point out that the term "is used to cover projects
that are sufficient in size to establish an identity and name

“27  From their elaboration on this point,

in their own right.
it appears that the term ''subdivision" is commonly used to
identify any divisica of a large tract of land into smaller
parts, regardless of the amount of development and improvement,
or lack of such, made to the tract. Hence, a completely
developed project--from the purchase of raw land to the con-
struction of homes, public facilities, and shopping centers--
would properly be called a subdivision.

It is apparent from the above discussion that a clear
distinction between land subdivision and land development does
not exist. In most instances, the differences in usage are
based on the degree of change and improvement made to the

undeveloped land.

For the purposes of this study, land development will

be considered as describing all activities from the acquisition
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of undeveloped land to the construction of structures on the

land. This includes such activities as platting the land,
grading and surfacing streets, installing curbs and gutters,
grading sites, constructing parks and playgrounds, and con-
structing homes and shopping centers. However, the scope of
the study will not include an analysis of the home building,
or house construction, phase of the land development process.
Because the term "'subdivision'" is so frequently used
interchangeably with the term "land development,'" this practice
will be followed throughout the study. Unless otherwise speci-

fied, the two terms will be considered synonomous.

Nature of Residential Land Development Projects

A Manufacturing Process

The land development process actually represents a
manufacturing activity in which a product is produced from raw
materials. The basic raw material is, of course, the undeveloped
land. As a result of the characteristics of this raw material,
the finished product (the improved lot or site) possesses many

unique features.

Unique Features of the Finished Product

Immobility is one of the most unusual features of the

land development product. The improved lot or site simply
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cannot be moved. This fundamental characteristic profoundly
affects the development process by causing the market for the
product to be local in nature. Furthermore, this feature makes
it necessary in most cases for the developer to first find the
market for his product and then to find the undeveloped site
(raw material), and not the reverse.

Another unique feature of the land development product

is the non-homogeneous nature of different development projects.

Each development project ordinarily represents a different set
of conditions. From the physical characteristics, such as topo-
graphy and soil content, to the legal and financial aspects,
each individual project may differ from all others. Therefore,
each project must normally be individually planned and coordina-
ted.

Another pecuiiarity of the land development product is

its long life span. Improvements made to undeveloped land are

extremely long in duration and drastically affect the physical
characteristics of an entire community and the living conditions
of its citizens for a long period of time. As a matter of fact,
a project which proves to be an unsuccessful financial wventure
for the developer may result in an unsightly and unwanted scar
on the community. Even a project which represents a financial

success for the developer may in time be a liability to the

community.
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Incidentally, as a result of the importance of the land
development process to a community, public interest in land
development activities has brought about such land-use con-
trols as zoning, subdivision regulations, and master planning.
These controls have in the past been generally exercised on a
local or a statewide basis. Today, however, there is an increas-
ing trend toward the enforcement of these controls on a nationél
level. For example, Federal controls are increasingly being
exercised through Federal Housing Administration requirements
for insuring land development loans, construction loans, and

home purchase loans.

Long-term Nature of Projects

Residential land development projects are generally
multi-year ventures, sometimes involving ten or more years
for total completion. The period of time from the commencement
of site improvement activities until the point at which the
first improved lots are available for the construction of
structures can also be quite long. In some cases, this period
may exceed one year. Furthermore, in many cases, the "raw"
land will be acquired and held for a number of years before
the actual development of the site is begun.

The long-term nature of residential land development

projects causes most of these ventures to be quite speculative
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in nature. The basic uncertainties inherent in long-run
projections, combined with the immobility and tailor-made
features of the projects create the risks present in these
ventures.

Because of the long-term nature of development pro-
jects, land developers must exercise extreme care in their
planning. For instance, overextension of their operations by
initially acquiring too large a tract of land for development
has caused developers to face financial difficulties in meeting

property taxes and other carrying charges related to the land.29

Characteristics of Project Developers

The characteristics of the firms undertaking residential
land development cannot be easily generalized. As previously
mentioned, the companies éarticipating in such activities vary
in size from small firms owned by one or a few individuals to
large publicly-owned corporations specializing in various types
of real estate and finance activities, of which residential
subdivision projects constitute only one aspect of their opera-
tions. However, there are some common, as well as contrasting,
characteristics of the various organizations undertaking resi-
dential land development endeavors. Some of these characteris-

tics will now be briefly discussed.
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Form of Business Organization

The form of business organization, corporate or non-
corporate, in which a land development enterprise operates
is one of the significant considerations in land development.
There are a number of alternative forms of organization in
which a development firm may operate, e.g., individual pro-
prietorship, general partnership, limited partnership, close
corporation, publicly-held corporation, or joint venture.
In selecting the form of business organization for a develop-
ment firm, developers face numerous financing, income tax, and
legal questions. Chapter V is devoted to an analysis of some
of the pertinent income tax factors to be considered in select-
ing the form of organization for land development firms, par-

ticularly small-scale firms.

Geographical Extent of Operations

The extent to which land development organizations
limit their operations to a specified geographical area or
expand their operations on a statewide or nationwide basis is
a significant characteristic of such firms. The smaller-scale
development companies normally operate in a given geographical
location. The large-scale development firms, on the other
hand, are usually more diversified in the location of their

activities and, at a given time, may have residential
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subdivision projects in process in many sections of the country.
The relevant consideration to the large development firm is not
the geographical location of a particular project but the

importance of finding many locations for profitable development

ventures.

Duration of Development Organization

Related to the issue of the extent of geographical
operations of a development firm is the question of the length
of existence of the firm. Large-scale, usually publicly-owned,
development organizations are more likely to anticipate con-
tinuous unlimited existence than are smaller development firms.
The larger firms have more flexibility in obtaining new locales'
for subdivision projects, and as current development projects
are completed, they readily shift financial and other resources
to new projects.

The discussion here, however, should not imply that
all large-scale land development firms are statewide or nation-
wide in scope of operations nor that such firms always antici-
pate continuous existence. As a matter of fact, some relatively
large land development enterprises have been formed to carry
out single development projects, and these development firms
often have no plans for subsequent development activities upon

completion of the individual project currently in process.
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Admittedly, however, the projects undertaken by these firms
represent very large development ventures, such as the "new-
town' projects mentioned above, which may have a development
period ranging from 20 to 30 years or longer in duration.
Incidentally, large development firms are sometimes organized
as subsidiaries of much larger, non-development enterprises.

Small-scale development firms, which are usually local
or regional in nature, often are limited in duration to the
development period of a given development project. In many
instances, the enterprise will be dissolved upon completion of
the specific project. In other words, such firms may be organi-
zed to undertake a given development project, and once the pro-
ject has been completed, the firm is liquidated. However, in
some instances, smaller development firms will continue in
existence as long as new projects can be undertaken within a
limited geographical area. Even so, the owners of such enter-
prises will frequently dissolve the existing organization and
will form new business entities to undertake additional ven-

tures.

Diversityﬁbf Activities

Companies participating in residential land development
operations have a varied range of activities. For example,

some firms combine home building with their site development
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activities. Illustrative of this practice are the large-scale

30 Like-

"development-construction'" projects, discussed above.
wise, many small land development companies, undertaking smaller
development ventures, sometimes combine home building and site
improvement activities. As a matter of fact, in many instances,
home building is the primary objective of these firms. Site
improvement activities are simply performed in order to develop
lots upon which the firm can construct its homes, either specu-
latively or on a custom-built basis. In other words, these
firms are really home builders first and land developers second.
To them, site improvement activities simply constitute a means
of attaining their home building objective. Many small-to-
medium-size subdivision projects have resulted from the efforts
by an individual home builder or a group of home builders, act-
ing collectively, to develop previously undeveloped land in
order to obtain sites for homes.

There are also firms which are concerned solely with
the acquisition of "raw' land and the installation of site
improvements, exclusive of the construction of homes or other
structures. These firms generally sell improved lots directly
to builders or to potential home owners.

Some development firms have as their primary objective

the acquisition of undeveloped land and the installation of

site improvements; but, as a secondary measure, they participate
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to a limited extent in the home building process. Furthermore,
there are organizations which actively participate in all of
the following: acquisition and improvement of land; construc-
tion of homes; and the construction, ownership, and operation
of shopping centers, multi-family rental units, and other
income-producing facilities. These latter enterprises may be
large national organizations, or they may be strictly local
concerns.

Residential subdivision projects are sometimes organized
and executed by real estate brokerage firms. In such instances,
realtors will often form a separate business organization to
facilitate the land acquisition and site improvement activities.
As a matter of fact, a combining of real estate brokerage, home
building, and land development activities appears to have some
common application today.

Regardless of the diversity of activities or the type
of ownership of a land development firm, the actual task of
installing improvements to raw land is frequently carried out
through contractual arrangements with firms specializing in
the various types of construction work required. For instance,
the grading and paving of streets in the subdivision may be
executed by construction companies specializing in such work.
Likewise, the installation of utility facilities may be per-

formed by firms specializing in these activities. The land
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development enterprise itself, in many cases, maintains few
construction facilities of its own. In other words, the
development organization often represents a coordinating and

financing institution in the process of land development.

Importance of Cash Planning

One characteristic of practically all land development
firms is the need for careful cash planning. The significant
emphasis on cash planning is apparently the result of the
strain on cash resources caused by the long-term nature of land
development ventures. As a matter of fact, some developers
peruse their cash resources on a day-to-day basis.

Although maintaining an adequate supply of operating
funds constitutes a major problem for most development firms,
excessive cash resources has been mentioned as a reason why
some major national corporations, particularly those involved
in "new-town'" projects, have entered the land development busi-
ness on a large-scale basis. These large firms apparently
have the funds which are so direly needed in the land develop-
ment activity, and the housing market provides them a favorable
investment outlet and contributes to a diversification of
activities.31

Unlike many other long-term construction organizationms,

e.g., those in highway construction, bridge construction,
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building construction, or ship building, land development
companies normally do not have parties to whom progress bill-
ings can be made and from whom cash advances can be received
prior to completion of project work. Instead, the development
enterprise must await the sale of lots before it can begin
recouping its investment. In the meantime, however, the firm
must be able to meet the debts arising from the performance of
development activities, including the ordinarily large carrying
charges (interest on borrowed funds, property taxes, etc.)
inherent in this type of activity.

An interesting consequence of the critical cash situa-
tion in the land development field is that developers often
adhere to the policy of using the cash generated from the sales
of one section of a project to finance preparation of additiomal
sections. The soundness of this policy is illustrated by the
cases in which developers have not followed this practice. By
instituting improvements on too large a portion of a tract too
soon, they have found themselves faced with difficulties in
meeting their financial obligations as they become due. Indeed,
there is probably a natural tendency on the part of developers
to overextend their development activities when they have
experienced unusual success in earlier development activities.

Nevertheless, developers must avoid overproducing their product.
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Developers also try to avoid "freezing'" substantial
amounts of their liquid financial resources in the acquisition
of raw land. Tying up too much cash in the land acquisition
process can impair the ability of development firms to sub-
sequently finance site improvement activities. Heﬁce, devel-
opers usually seek various methods of acquiring raw land with
as little immediate payment in cash as is possible. This
practice often entails the use of such measures as options,
deferred payment arrangements, and release clauses. Even when
these methods are instituted, developers must still be cognizant
of the large annual interest costs and other carrying charges
which will occur as a result of the land acquisition. To
summarize, developers normally analyze the effects on their
cash position of various short-run and long-run operating deci-
sions, to an extent probably as great, or greater, than most

other manufacturing enterprises.

Impact of Federal Income Taxes

An unusual phenomenon in residential land development
is the profound manner in which the activities of land develop-
ment enterprises are affected by the Federal income tax. Firms
in the land development field are, in general, forced to devote
an abnormal amount of attention to the income tax consequences

32

of their routine and long-range operating decisions. In many
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respects, the income tax aspects of a developer's activities
are related to the developer's cash planning problems. For
example, a developer's ability to defer, or perhaps permanently
reduce, Federal income taxes can be an important means for the
developer to retain funds for current operating purposes. Of
course, a permanent savings in tax dollars also increases the
after-tax profitability of land development ventures and,
therefore, may have a bearing on the ability of firms in the
industry to attract investment capital.

The general significance of the Federal income tax on
residential land development activities was the subject of a
1957 doctoral dissertation entitled "The Impact of the Federal
Income Tax.on Residential Real Estate Developers' by Donald E.
Roark. As a result of his interviews with builders, developer-
builders, professional tax consultants, and mortgage lending
officers, Roark reached some interesting conclusions regarding
the impact of Federal income taxes on developers.

Roark concluded that Federal income tax considerations
are so important in the operation of residential development
firms '"that a real estate developer cannot make a business
move of any consequence without modifying his Federal income
tax cost." Furthermore, Roark observed that the peculiarities
of real estate and the law affecting real estate transactions

causes the industry to be "subject to more areas of Federal
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income tax law than is true of most industries." He also noted
that the "Federal income tax is one of the largest single costs"
developers usually incur.

An interesting point made by Roark is that the risk
already inherent in land development is further increased by
the "complex, ambiguous, and unstable' nature of the Federal
income tax law. As he states,

When the nature and monetary amount of one of the princi-
pal factors to be considered, the Federal income tax,
cannot be determined with reasonable certainty the element
of risk assumed by the developer-taxpayer is greatly
increased.

Although Roark found that residential developers have
numerous opportunities under the Federal income tax law to
effect tax reductions, he remarked that 'very few of the real
estate developers interviewed were making any constructive
effort to manage their affairs so as to keep their Federal
income taxes at a legal minimum." 1In fact, he found that most
of the developers he interviewed were inclined "to emphasize
and concentrate on their net profit before taxes and treat
their Federal income tax as an uncontrollable cost." Further-
more, he discovered that when developers did attempt to use
tax reducing methods, the methods they applied had a tendency
to cause the firms to operate in "unnatural' ways. As an

example, he mentioned the use of multiple corporations by

builders and developers in order to gain income tax benefits
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when such a practice would otherwise result in unwise business
policy.

In comparison, current developers and builders appear
to be considerably more cognizant of the effects of the Federal
income tax on their operations. Furthermore, modern developers
seem more interested in instituting tax planning measures in
order to minimize their income taxes.

Roark's analysis of specific income tax areas is limited
to the following: spreading taxable income over more than one
taxable year (using either the "installment sales method" of
reporting income or the 'deferred payment sales plan" of report-
ing income), converting ordinary income to long-term capital
gain, and using multiple corporations. With the exception of
the multiple corporations issue, the present study will briefly
review the foregoing topics, in the light of current income tax
provisions. Moreover, the current study will discuss in detail
numerous other income tax matters relevant to land development
organizations, e.g., cost allocation methods; accumulation and
disposition of carrying charges, land acquisition costs, and
site improvement costs; and considerations in selecting the
form of business organization for development firms. The
multiple corporations issue, incidentally, will not be reviewed
in the study because its significance as a tax planning measure

is gradually being eliminated as a result of the provisions of
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the Tax Reform Act of 1969.

Summary

The purpose of this chapter was to provide a general
perspective for the study as a whole. An historical account
of the residential land development activity in the United
States revealed that economic prosperity combined with an
expanding population has magnified the importance of the resi-
dential development activity in recent years. From a previously
unplanned process, residential land development has evolved
into a practice characterized by an emphasis on carefully
planned and well coordinated conversion of undeveloped land
into attractive and comfortable residential subdivisions.

Residential land development operations represent a
manufacturing process resulting in a product possessing many
unique features. Particularly significant are the following
product features: immobility, non-homogeneity of development
projects, and long life span. The long time period normally
required for carrying out development projects causes these
ventures to be speculative in nature. As a result, developers
must exercise extreme care in their planning activities.

Some characteristics of land development organizations,
such as the organizational forms of doing business, geographi-

cal extent of operations, duration of existence, and diversity
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of business activities, were discussed in the chapter. The
critical importance to all development enterprises of the cau-
tious management of cash resources was noted.

The chapter concluded with a general discussion of the
impact of the Federal income tax on developer activities. Par-
ticular attention was given to the importance of exercising
tax planning measures in order to minimize the effects of the
income tax. Of special significance to the developer is the
use of tax planning procedures as a means of deferring or
reducing taxes and thereby conserving vital funds for current

operating purposes.
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CHAPTER III

REVENUE REPORTING PROCEDURES

RELATING TO LAND SALES

Introduction

Because of the long-term nature of land development
projects, the interim measurement of earnings by developers
can only be tentative. The actual profit or loss resulting
from a land development undertaking must await the project's
completion.1 However, developers must measure their earnings
periodically, at least annually, for such purposes as raising
capital, distributing profits, and filing income tax returns.
If it were not for this fact, then a venture type of account-
ing in which profits or losses are not determined until entire
subdivisions or projects have been completed and all lots or
sites have been sold would be the most practical accounting
approach.

In determining their profits on a periodic basis, one
of the most difficult problems encountered by development firms
is the proper reporting of revenues arising from retail sales

of land. The present chapter is devoted to an analysis of
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selected aspects of the problem, particularly those related to
the recognition of revenue.

The chapter contains a review of recent attention
devoted to revenue reporting practices in land development
accounting, a discussion of the fundamental methods of account-
ing for land sales, an evaluation of land sales transactions
from an accounting standpoint, and a survey of proposed guide~-
lines for recognizing revenue from land sales. The chapter
also includes a brief discussion of some significant income
tax reporting measures pertaining to sales of land.

For the most part, the revenue reporting information
discussed in the chapter applies to large-scale, publicly-owned
development organizations. These firms commonly undertake retail
sales of land on an installment payment basis. The procedures
discussed are less applicable to small-scale, non-public firms,
because these latter enterprises usually sell improved lots on
a cash basis, i.e., purchasers arrange financing elsewhere.
However, the long-term capital gains discussion at the end of
the chapter is relevant to the smaller firms.

Recent Attention to Revenue Reporting Practices
in Land Development Accounting

Because the number of publicly-owned firm® in the land
development field has been increasing and large, publicly-owned

ncen-development corporations have acquired interests in land
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development enterprises, considerable attention has been directed
recently toward land development accounting practices for exter-
nal financial reporting. In particular, the concern has cen-
tered on revenue reporting practices. As a matter of fact, the
revenue accounting practices in the industry have been:the sub-

ject of sharp criticism and much debate in recent years.

Recent Criticisms

One of the strongest critics of present-day land devel-
opment accounting practices is Dr. Abraham J. Briloff, Professor
of Accountancy, Baruch College of the City University of New
York. In a February 2, 1970 article in Barron's, Professor
Briloff attacks in an avid manner some of the accounting prac-
tices of publicly-owned land development companies.3 Specifically,
the criticisms rendered by Briloff are aimed at the revenue
recognition practices and the related receivables valuation
measures of the development companies.

Briloff's apparent objective for writing the article is
to demonstrate that "the land companies are following a prac-
tice of income exaggeration."4 Through the use of illustrations
drawn from published sources of land development financial infor-
mation, he develops a case in support of his claim.

In particular, Dr. Briloff takes issue with the commonly

followed practice by publicly-owned land development companies
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of reflecting "as revenue the face amount of contracts entered
into with customers in the year the contracts are written"
without giving due consideration to "contingencies, risks, and
time lags" which should impose ''logical constraints and appro-
priate deliberate conservatism in the accounting for the income
from those sales contracts."5 In one illustration, for instance,
he notes that a large development organization reports the full
revenue (with the exception of a loss reserve) from a sales
contract in the year the contract is written '"although collec-
tion of the balance will run to as much as nine years for
over 90% of the contract amount'" and even though the firm is
unable to make immediate delivery of the land. Furthermore,
Briloff notes that the firm fails to charge the year of sale
"with the very substantial costs which must be incurred in
accounting for and collecting receivables over the yearsf"6
Briloff's concern, of course, is with revenue recognition as
it relates to the matching process.

Briloff mentions in his article that the Securities
and Exchange Commission (SEC) in 1962 established some rough
guides or standards for the recognition of revenue on land
sales. (These were enacted through the Commission's Account-
ing Seriec Release No. 95, Accounting for Real Estate Transac-
tions Where Circumstances Indicate that Profits were not Earned

at the time the Transactions were Recorded.)7 Briloff appears
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puzzled, nonetheless, at the failure of the SEC to exercise
these standards or to perhaps promulgate more rigid standards.

In summary, Briloff criticizes the land development
companies for accelerating the period at which revenues from
sales contracts are recognized in their external financial
reports, and he criticizes the companies for their failure to
properly reflect the costs of collecting balances from custo-
mers. In addition, he argues that, even assuming the accept-
ability of revenue recognition at the time a sales contract
is executed, the developers do not properly value réceivables
because they fail to consider the factor of time and to discount
the receivables to a present value.8

What is particularly significant about the Briloff

article is the severe impact it had on the investing public.

For example, in a regular feature section of the Wall Street

Journal of July 28, 1971, the following statement is made in
regard to the Briloff article in Barron's:
Last year, the professor wrote a critical review of the
accounting practices of land-development companies in
Barron's. That article had a devastating effect. It
sent the shares of many such coscerns skidding, and the
group has yet to fully recover.
The Briloff criticisms were not without foundation.

Prior to publication of the article, the American Institute of

Certified Public Accountants (AICPA) had begun a study of land
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development accounting practices, with particular emphasis on
revenue recognition principles. Furthermore, following the
release of the Briloff article, other critical discussions of
the accounting problems of land development companies appeared
in financial publicatioms.

For instance, the September 10, 1970 Wall Street Journal

contains an article by Edward P. Foldessy which discusses the
lack of uniformity in land development accounting practices as

a result of the absence of standards for the recognition of
revenue from land sales.lO An interesting point noted in this
article is that the problem is not solely limited to the United
States. 1In Canada, as Foldessy reveals, the Ontario Securities
Commission has established certain requirements--patterned after
the SEC guidelines but more specific and stringent--that must

be met in order for revenue from land sales to be recognized in
financial statements.

The Foldessy article recognizes the AICPA study of land
development accounting practices then in progress. But, as the
article notes, the nonexistence of uniform standards in the
United States at the time of its publication had caused at
least one major accounting firm, Peat, Marwick, Mitchell and
Company, to develop internal guidelines strengthening the
requirements for the recognition of revenue from real estate

transactions by its clients. Various provisions of the



45

Peat-Marwick guidelines are discussed in the article.

The AICPA Study

The American Institute of Certified Public Accountants
recently completed a three-year study of accounting practices
in the land development industry. The Institute's study deals
principally with the revenue reporting problems existing in
the industry, and particularly with the revenue recognition
aspects. It represents an attempt by the accounting profession
to find solutions to the inequitable land development income
reporting practices so strongly criticized by Briloff and
others.

In January, 1972, the AICPA Committee on Land Devei-
opment Companies, the ad hoc committee established to review
the land development accounting procedures, issued an exposure
draft to AICPA members entitled 'Accounting for Retail Land
Developers.'" 1In this paper, the Committee expressed its posi-
tion regarding certain financial reporting practices in the
land development field. Significant revenue recognition guide-
lines contained in the Committee's exposure draft are analyzed

11

in detail later in this chapter.”~ These guidelines are studied

in relation to other proposed guidelines for recognizing revenue

from land sales.

The Accounting Principles Board (APB) of the American
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Institute of Certified Public Accountants reviewed the Committee
on Land Development Companies' initial exposure draft and
agreed, for the most part, with the Committee's proposed guides
for retail land sales companies. For example, the May 5, 1972

issue of the Accounting Research Association Newsletter, a

publication of the AICPA, states that the Accounting Principles
Board

concurred with the criteria in the draft to the effect
that for seasoned companies a contract should be recorded
as a sale when the cancellation and experience as to each
type of sale (a) indicates that the buyers intent is to

complete the contract and (b) provides a reasonable pre-
diction of the periintage of contracts that will pay out
to maturity.

On the other hand, this same issue of the Accounting

Research Association Newsletter mentions that the Board

decided that the guide should be revised to state that
interest to be received on the gross receivables (face
amount of contracts less collections and estimated can-
cellations) over the life of the contracts should be

related to the net receivables (gross receivables less
deferred sales) to determine the effective rate of

return which would then be compared with the appropriate
rate of interest in accordance with APB No. 21 to deter- i3
mine whether any imputation of interest is necessary. . . .

Hence, the Accounting Principles Board desired certain revisions
before it would grant final approval to the land development
accounting committee's proposals.

In late 1972, the AICPA Committee on Land Development
Companies submitted its revised proposals to the Accounting

Principles Board for that body's final approval. Regarding
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this matter, the Accounting Research Association Newsletter of

December 13, 1972 contains quotations from a statement issued
by APB Chairman Philip L. Defliese on behalf of the Board.
The following is an excerpt from Mr. Defliese's statement, as
quoted in the publication:

"At the conclusion of an intensive four day meeting Satur-
day, December 9, the Accounting Principles Board of the
American Institute of Certified Public Accountants announced
that it had reached a conclusion by a substantial majority,
to approve the AICPA land sales committee's position paper
on accounting for retail land sales, after making many modi-
fications in conjunction with the committee. The thrust
of the modifications is to delay the recognition of sales
and to reduce the profit reported in the first year as com-
pared with earlier drafts, The action is subject to final
drafting and balloting.

"The new draft will specify use of both accrual and install-
ment accounting for retail land sales but will limit the
use of an accrual method to only those situations where
stringent criteria are met. Sales under either method will
not be recognized until cash payments received aggregate

ten percent of the contract price and th% customer's can-
cellation privilege period has expired." 4

Shortly after granting informal approval to the Committee's
proposals (as modified), the APB gave its formal approval to the

rules. According to the January 10, 1973 Wall Street Journal,

Mr. Defliese stated, regarding the Accounting Principle Board's
formal approval, that "the new requirements differ only by
minor editing from those the board informally approved last
month." The final version of the land development accounting
rules are to be published shortly and are to apply to account-

ing periods ending December 31, 1972, or 1ater.15 The revenue
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accounting rules ultimately approved by the APB will be dis-
cussed later in this chapter.

An announcement issued by the Securities and Exchange
Commission shortly before the APB meeting in December, 1972
threatened to delay indefinitely the final formulation of
land development income reporting rules by the accounting
profession. The SEC's communication, which was made public

through a Wall Street Journal article of November 16, 1972,

expressed the SEC's opposition to the proposals of the AICPA
Committee on Land Development Comp::mies.l6 The SEC, as a
matter of fact, attacked the whole fabric of the Committee's
proposals. The SEC's opinions unquestionably affected the
Accounting Principle Board's ultimate conclusions regarding
the proposals of the AICPA Committee on Land Development Com-
panies. The Securities and Exchange Commission's views are

quite significant and will now be briefly reviewed.

Current Views of the SEC

According to the November 16, 1972 article in the

Wall Street Journal, the Securities and Exchange Commission's

position regarding the proposals of the AICPA Committee on
Land Development Companies was expressed in a letter sent
by John C. Burton, Chief Accountant of the Securities and

‘Exchange Commission, to the American Institute of Certified
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Public Accountants.17 The article remarks that
The Securities and Exchange Commission has strongly
criticized, and perhaps doomed, the accounting profession's
proposed new rules for reporting the earnings of land
development companies. 1In their place, the commission
endorsed a method roundly opposed by the developers.

The SEC, as the article notes, favors the "'installment'
method of accounting for revenues, under which a firm recognizes
revenue in its accounts as cash payments are received. This
method also spreads over the cash collection period various
costs incurred by a developer in purchasing, developing, and
selling land.

The installment method, as a later discussion in this
chapter notes, represents an exception to the general method
of recognizing revenue at the time a transaction is completed.
Accountants, in general, do not favor the use of the install-
ment method in the preparation of external financial reports.
On the other hand, the method is acceptable in income tax
reporting and for tax purposes usually provides income tax
savings in comparison with the general method of recognizing
revenue. Some significant income tax factors pertaining to
installment sales of land are discussed in the latter part of

this chapter.

Frederick Andrews, author of the Wall Street Journal

article discussing the SEC's opposition to the proposed account-

ing rules, states in the article that an immediate survey of the
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major land development companies revealed none which use the
installment method in their financial reporting. In fact,
Andrews mentions that "the industry has strongly resisted
that method in its discussions with the institute committee,
and, according to accounting sources, five of the committee's
six members concurred in the companies' opposition.”
""Accounting sources,'" according to Andrews, '"generally
predicted the immediate impact of the installment method, if
adopted, would be to cut the land companies' reported earnings."
For example, Abraham J. Briloff, as Andrews relates, expressed
the feeling that the installment method "'will have a very
serious negative effect on the industry's earnings, most seri-
ously on the relatively new companies.'" Briloff, incidentally,
is a member of the AICPA Committee on Land Development Companies.
Burton, the SEC chief accountant, interestingly enough,
expressed the feeling that the installment method, while pro-
viding a lower income level for developers, might eventually
have favorable effects on land development companies because
it would tend to smooth out the income stream and provide a
steady level of income. Furthermore, Burton expressed his
opinion that the land development accounting committee's pro-
posals if adopted as they were presently drafted "'wouldn't
serve the interests of the investing public.'" As Andrews

notes, among his reasons for making this statement, Burton
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1"t

felt that the proposals permit "'a significant degree of manipu-

1 t J

lation'" and would require firms to rely omn "'arbitrary rules."'
Although Burton favored the strict use of the install-
ment method in accounting for the retail sales of land and
avidly disapproved of the land development accounting committee's
proposals, he apparently did offer his backing to these pro-
posals if an overwhelming majority of the APB approved them.
For example, the previously referred to statement by Philip
Defliese regarding the Accounting Principles Board's December 9,
1972 informal approval of the land development accounting
committee's proposals also contains the following comment:
"Reached by telephone, John C. Burton, chief accountant
of the SEC, expressed disappointment but affirmed his
position, subject to review of the final draft, that he

would recommend the Commission's acceptance of the paper
if a Sf§id two thirds majority of the APB endorsed it.

1)

At the present time, the Securities and Exchange Com-
mission is withholding its final decision regarding the new
accounting rules adopted by the Accounting Principles Board.
The Commission is deferring its approval pending publication
of the final text of the rules.19

In short, the discussion so far in this chapter has
exposed the broad nature of the revenue recognition problems

developers face. In the next few sections a more detailed

study of these issues will be presented.
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Fundamental Methods of Accounting
for Land Sales

The general rules regarding the accounting for revenues
are contained in chapter 1A of Accounting Research Bulletin
No. 43, paragraph 1, and are reaffirmed in paragraph 12 of
the Accounting Principles Board Opinion No. 10 and the related
footnote. Paragraph 12 of Opinion No. 10 and the related foot-
note contain the following:

12. Chapter 1A of ARB No. 43, paragraph 1, states that
"Profit is deemed to be realized when a sale in the ordi-
nary course of business is effected, unless the circumstan-
ces are such that the collection of the sale price is not
reasonably assured." The Board reaffirms this statement;
it believes that revenues should ordinarily be accounted
for at the time a transaction 1s completed, with appro-
priate provision for uncollectible accounts. Accordingly,
it concludes that, in the absence of the circumstances
referred to above, the installment method of recognizing . .
revenue is not acceptable.

8The Board recognizes that there are exceptional cases where
receivables are collectible over an extended period of time
and, because of the terms of the transactions or other con-
ditions, there is no reasonable basis for estimating the
degree of collectibility. When such circumstances exist,
and as long as they exist, either the installment method

or the cost recovery method of accounting may be used.
(Under the cost recovery method, equal amounts of revenue
and expense are recognized as collections are made until
all costs have been recovered, postponing any recognition
of profit until that time.)

The foregoing citations provide three methods of account-
ing for revenues from sales transactions. These consist of the
general rule of recognizing revenue at the time a transaction

is completed and two exceptions, the installment method and
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the cost recovery method. According to Opinion No. 10, the
general rule is to be followed unless conditions of the trans-
action warrant the use of one of the exception methods.

Opinion No. 10, however, is quite vague regarding the
circumstances under which the exception methods should be used.
Furthermore, the variety of conditions under which retail land
sales transactions are executed complicate the task of select-
ing an appropriate revenue accounting method. Therefore,
numerous attempts have been made to develop specific guide-
lines for applying the basic revenue accounting rules pertain-
ing to retail land sales. Many of these guidelines will be
analyzed later in this chapter.

Revenue recognition problems generally arise in retail
land sales when the sales are made on credit terms and payments
are spread over a long period of time. The uncertainties
surrounding the collecctibility of receivables create the chief
difficulties in determining the accounting method which should
be used in a particular sale of improved land. In addition,
before the developer can even face the problem of determining
the uncertainty of receivables collection and whether one of
the exception methods should be used, he must first deal with
the more basic problem of ascertaining whether a bona fide sale

for accounting purposes has, in fact, taken place.
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Evaluation of Land Sales Transactions
from an Accounting Standpoint

What on the surface appears to be a bona fide sale, may
in fact be an option, a deposit against a future purchase, a
rental-purchase plan, or some other arrangement indicating a
completed sale has not yet taken place. To identify the account-
ing characteristics of a sales transaction, the accountant must
analyze numerous legal and financial aspects related to the
transaction.

It is important that the accountant view the transaction
from the standpoint of its business substance.2l This involves
an analysis of such commercial aspects of the transaction as
the amount of money initially paid by the buyer, the schedule
of debt payments, and the relationship of the value of the
property to the selling price. Although the accountant will
also study such legal factors as the transfer of title and the
nature of the security supporting the purchase debt, the legal
factors alone cannot be relied upon to signify that a sale for
accounting purposes should be recorded. As one source reflects
regarding the determination of a sale for accounting purposes:

It is difficult to make a satisfactory generalization as
to when a sale occurs, but in most cases which, by their
terms, purport to be sales, a sale has occurred when the
"rewards of ownership' have come to rest with the buyer,
subject only to his meeting either a contractual or a

purchase money mortgage obligation. (The retention or
transfer of "risks of ownership" is more important to the
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question of deferral of profit versus current recogniticn
than to the question of whether a sale has occurred.)

The possible legal and financial arrangements in sales
of improved sites are practically infinite. There are, however,
a few commonly occurring factors which are extremely important
in evaluating a land sales transaction from an accounting
standpoint.

Lack of Recourse to Buyer's
General Credit

Land sales are frequently secured through purchase-
money mortgages or similar security instruments whereby the
purchaser does not have to pledge his general credit. In other
words, if the purchaser fails to meet the obligations of his
note or account, the seller has recourse to the mortgaged
property only. The sellef¥ usually retains title to the land
until final payment is made on the transaction.

Such security instruments tend to increase the risks
attendant to the sales transaction. Because the purchaser
generally stands to lose only his payments to date on the pur-
chase, he is less reluctant to back out of the transaction
than if his general credit is at stake. |

However, the purchase-money mortgage in itself does
not necessarily indicate that a high degree of risk prevails

in a given transaction. In other words, the purchase-money
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mortgage must be considered in conjunction with other factors
affecting the transaction, such as the amount of cash initially
paid. The more cash paid by the purchaser, the greater is his

incentive to complete the transaction.23

Failure to Investigate Credit
of Buyers

The publicly-owned land development companies have

been criticized for not carefully investigating the credit
worthiness of their customers. This failure to make credit
investigations of site purchasers apparently stems from the

use of the purchase-money mortgage and the fact that the seller
retains title to the land and can resume possession of the
property upon default of payments by the purchaser.

At any rate, the failure to investigate the credit
risks of purchasers increases the collection uncertainties
surrounding the land sales transactions. From an accounting
standpoint, the lack of adequate credit evaluation complicates
the task of estimating the collection of accounts.

Unreasonably Small Down Payment
and Small Monthly Payments

Probably the most questionable practice of land devel-
opers which causes accounting problems is the practice of
receiving extremely small down payments on land sales and small

monthly payments on the receivables. This practice often raises
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doubts regarding the ultimate collection of the full proceeds
from the sale, particularly where the land has been purchased
under a purchase-money mortgage or other arrangement whereby
the seller has no recourse to the buyer's general credit. The
likelihood that the buyer will rescind the purchase contract
remains very high for a substantial part of the payment period,
because during this time the buyer will not have a great deal
of cash invested in the land.

The ability of land development companies to accurately
project the uncollectibility of receivables from such sales
and to provide reasonable allowances for future losses has not
been very good. For instance, the writer of an article pub-
lished in 1964 makes the following statement:

The principal justification for considering contracts
involving no transfer or very limited transfer of title
and unrealistically small down payments as sales is that

a large volume of small transactions diversifies the risk
to the extent that experience can be used to provide
assurance as to the percentage of contracts which will

be completed and how much allowance for loss is necessary.
So far, however, it has not been convincingly demonstrated
that such allowances can be accurately determined. Within
the past two years several publicly held real estate devel-
opers have had to make substantial increases in their ori-

ginal loss provisions which, in some cases, have seriously
impaired their capital.24 (Italics mine.)

More recently, Professor Briloff in his Barron's article notes

the inability of developers at the present time to accurately

estimate collection losses.25
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Inability to Deliver Lots at Time
of Sales Transaction

A great deal of criticism has been rendered land devel-
opment companies for their practice of recognizing full revenue
on land sales prior to the completion of required land improve-
ments. According to Professor Briloff, land developers

should be entitled to reflect the fruits of their labors
only when, as, and if they fulfill their professed
objective--namely, delivering homesites to their custo-
mers. At the very earliest, the revenues should be
rgcognized when the entities hav? comB%eted the improved
site they have contracted to deliver.

Whether or not all contracted site improvements must
be completed before the transaction can be recorded as a sale
and revenue be recognized might be subject to question. The
important point is whether the purchaser can take possession
of the site and begin to make use of it for his personal pur-
poses. Where substantial improvements must still be undertaken
by the developer before the purchaser can begin to make use of
the site, the equitable accounting procedure would be to con-
sider payments as deposits on the purchase until such time as
sufficient improvements have been executed and the purchaser
can begin to use the site.

Survey of Proposed Guidelines for Recognizing
Revenue from Land Sales

Some of the problems in evaluating land sales transac-

tions for accounting purposes have been reviewed. The study
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will now focus on various attempts to establish specific guide-
lines for the recognition of revenue from land sales.

Except for the Securities and Exchange Commission's
Accounting Series Release No. 95, issued in 1962, and the
accounting rules for retail land sales recently adopted by
the Accounting Principles Board of the American Institute of
Certified Public Accountants, the attempts to establish guide-
lines for the recognition of revenue from land sales have been
isolated, individual efforts. Therefore, they have lacked
uniform application throughout the industry.

SEC Accounting Series Release
No. 95

Accounting Series Release No. 95, issued on December 28,
1962, was perhaps the first attempt to list specific factors
affecting the current recognition of revenue arising from land
sales. As the publication notes, the SEC had become aware of
a number of cases involving real estate transactions in which
gross profits 'were taken into income under circumstances which
indicate that they were not realized in the period in which
the transactions were recorded." 1In some of the cases, cir-
cumstances revealed that "the sale of property is a mere fiction
designed to create the illusion of profits or value as a basis

for the sale of securities.'’
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The following circumstances, as quoted from Release
No. 95, tend to raise questions regarding the recognition of

profit currently:

Evidence of financial weakness of the purchaser.
Substantial uncertainty as to amount of costs and
expenses to be incurred. _

3. Substantial uncertainty as to amount of proceeds

to be realized because of form of consideration or
method of settlement; e.g., non-recourse notes, nomn-
interest-bearing notes, purchaser's stock, and notes
with optional settlement provisions, all of indeter-

minable value.
4. Retention of effective control of the property by

the seller.
5. Limitations and restrictions on the purchaser's
profits and on the development or disposition of

the property.

6. Simultaneous sale and repurchase by the same or
affiliated interests.

7. Concurrent loans to purchasers.

8. Small or no down payment,

9. Simultaneous sale and leaseback of property.

The publication recognizes that any one circumstance
by itself might not prohibit the current recognition of profit.
Consequently, it states that 'the degree of uncertainty may be
accentuated by a combination of the foregoing factors." How-
ever, it goes no further than this in dealing with the issue
of revenue recognition except to present, from SEC filings,
seven cases in which the Commission found that it was inappro-

priate for firms to recognize revenue at the time of sale.

Practically all of these cases deal with sales of land, either

subdivided or not subdivided.
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Affinito Guidelines

In an article in the Price Waterhouse Review published

in 1963, Lilyan Affinito proposed ''some basic guidelines for

determining the method to be used for recognizing income on

land sales."

sale sales of land by developers.

Her discussion dealt with both retail and whole-

quite general in nature, they do highlight the chief factors

to be considered in selecting the proper method of recognizing

revenue on land sales. The guidelines, as presented in the

article, are as follows:

(1) To determine that a sale has been effected:

A'

B.

Has the seller given up control of the property?

Has delivery been made or will delivery be
made in the near future? Does the company
as a normal practice make delivery prior to
the date specified in the sales agreement?

Is it possible to reasonably determine the
amount of revenue that will be realized (and
costs that will be incurred) on the transac-
tion? Do the company's sales volume and gross
profit percentages fluctuate considerably from
reporting period to reporting period?

Is the down payment adequate and is the
collection period of a reasonable short-term
duration?

Is there any evidence that the seller has,
concurrent with the transaction, loaned or
advanced money to the purchaser?

Affinito briefly discusses the application of her

guidelines.

She concludes that

Although her guidelines are
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There is no one accounting method that can be advocated
for recognizing income on instalment land sales. Account-
ants, therefore, must judge each trgnsaction based on the
facts of the individual situation.? (Italics in the
original.)

Peat, Marwick, Mitchell and
Company Guidelines

The Peat, Marwick, Mitchell and Company guidelines,

which were mentioned in a Wall Street Journal article discussed

above, are quite specific. According to the article,

Peat-Marwick's new guidelines--an attempt to minimize

the element of individual judgment--state that the seller
may recognize income only if there is evidence that the
purchaser is "'substantially committed from a cash point

of view." As indicators of a substantial commitment, the
guidelines require that the seller has received at least
10% of the purchase price in cash at the closing, and that
notes provide for annual payments of principal during the
first five years of about an additional 10% to 15% of the
purchase price.

In a straight cash sale, of course, income can be recog-
nized immediately. Similarly, in cases where the notes
received are 'clearly recoverable against the general
assets of the purchaser" income can be recognized as in
a cash transaction.

The article also points out that the Peat-Marwick guide-
lines cover other revenue accounting areas, one of which per-
tains to interest rates on notes obtained in real estate
transactions. Such notes often bear extremely low interest
rates, with the interest actually being included in the face

of the note.

The Peat-Marwick guidelines require that such notes
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bear interest at a reasonable rate or that interest be imputed
to a reasonable rate. Although the guidelines recognize that
a specific rate cannot be established, they do require that
the rate not be less than rates the developer must pay in

obtaining funds for its own use.30

Gillette, Hicks, and Nicholson
Guidelines

In the Summer 1971 issue of The Arthur Young Journal

(a special issue devoted to real estate and land development)
appears an article by Charles G. Gillette, Ermest L. Hicks,
and John W. Nicholson entitled "Guidelines for Recognition

of Profit on Real Estate Sales.' The guidelines presented in
this article cover three classes of transactions: commercial
transactions, home sales, and sales of homesites without build-
ings. The guidelines presented for the first two classes of
transactions are more specific than for the third class~-the
one of concern in this study. Nevertheless, the guidelines
provided for the third class of real estate transactions con-
tain some elements beneficial to land developers.

The authors of the article feel that the guidelines
for homesite sales cannot be as specific as for the sales of
commercial real estate and homes because 'the economics and
fisks involved in sales of homesites vary so greatly from one

w3l

location to another. The guidelines for homesite sales,
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which they state are to be considered '"in addition to the

1

financial aspects of the tramsaction,” are as follows:

Is the site presently usable in the expected manner,
or is its use dependent upon major future develop-
ment of the area (e.g., roads, utilities, or swamp
drainage)?

Has the buyer ever inspected his purchase?

If not, does he have the right to get his money back
upon such inspection?

Has it been established by credit check that the buyer
has the ability to pay?32

The "financial aspects of the transaction' presumably cover
such factors as the amount of cash initially paid by the buyer,
the timing of payments, and the financial position of the
buyer.

Because of the more speculative nature of the purchase
of homesites in relation to the purchase of homes or perhaps
commercial real estate, Gillette, Hicks, and Nicholson feel
that

the financial terms required to qualify a sale of homesites
for current recognition of profit should be considerably
more favorable to the seller than those required to qualify
a sale of homes. This generalization, however, should not

be applied in cases where collection experience indicates
otherwise.

AICPA Guidelines

As noted above, the American Institute of Certified
Public Accountants recently adopted rules regarding the recog-

nition of revenue on -retail land sales. The development of
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these rules or guidelines was begun in 1969 with the formation
of the AICPA Committee on Land Development Companies.

Even before this group formally issued any recommenda-
tions or proposals on land development accounting, land devel-
opment companies began to express concern regarding the impact
on financial reports of probable changes in land development
accounting procedures. For example, the Second Quarter Report
for the six months ended June 30, 1971, of the General Devel-
opment Corporation, a large land development organization,
carries the following footnote appended to the Consolidated
Statements of Income and Retained Earmings:

As previously reported, the Accounting Principles Board
of the American Institute of Certified Public Accountants
is currently reviewing the accounting practices followed
by the land development industry.

Current indications are that the Board may recommend changes
in accounting practices, which if adopted by the Institute
could defer the recording of homesite sales and related
profit and thus from an accounting viewpoint could have an
adverse effect on the Company's financial Statements. Any
such changes, however, should have no adverse effect on the
Company's fundamental economic position, cash flow or his-
torical growth trends.

The Company is unable to predict at this time whether any
changes in accounting practices applicable to the Company's
business will be made, or what effect, if any, such changes
will have on the Company's financial Statements. However,

it is the Company's opinion that the accounting practices
currently followed by the industry generally and the Company
in particular present fairly the Company's financial con-
dition and that no material changes in the Company's account-
ing practices are warranted.
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Similar comments were included in the footnotes to subsequent
financial repérts of this company.

The first formal proposals of the Committee on Land
Development Companies were presented in the Committee's January
1972 exposure draft entitled "Accounting for Retail Land Devel-
opers.' This draft contained specific quantitative standards
for recognizing revenue on retail land sales.

The guidelines proposed by the Committee in its ori-
ginal exposure draft were revised in some respécts before they
were resubmitted in late 1972 to the Accounting Principles
Board for that body's final approval. However, at that time,
the guidelines still apparently contained many weaknesses.
These infirmities were the obvious reason why the Securities
and Exchange Commission so strongly opposed the Committee's
proposed rules, as discussed above. The SEC, as the previous
discussion notes, expressed support for the '"installment
method" of accounting for revenues. The Committee on Land
Development Companies, as a matter of fact, had given only
minor consideration to this method in its study.

Before adopting the revised guidelines finally submitted
to it by the Committee on Land Development Companies, the
Accounting Principles Board executed certain modifications
to the proposed rules. The changes made by the APB were likely

attempts to bring the Committee's proposals in line with the
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recent views of the SEC.
The revenue recognition proposals of the Committee on
Land Development Companies will now be examined. The discus-
sion will conclude with a brief analysis of the retail land
sales -accounting rules ultimately approved by the APB.
In its original exposure draft, the Committee on Land
Development Companies acknowledged the fact that in retail
land sales transactions there are exceptions to the general
rule of recognizing revenue at the point of sale. In particular,
the Committee noted the "installment sales method" as such an
exception method. However, the group definitely favored the
general rule for recognizing revenue in retail land sales.
For example, the exposure draft contains the following state-
ment:
The Committee believes that, absent the conditions
that would require the use of the installment method as
described later, retail land development companies should
record the sales contract at such time as the cancellation
and collection experience of the company indicate that the
buyer's apparent intent is to complete the contract.
Regarding when the installment sales method would be
permitted, the position paper contains the following comment:
Where a company's collection experience cannot provide
a reasonable prediction of the percentage of contracts that
will pay out to maturity, with respect either to its entire

operations or a portion thereof, the accounting for such
sales g%ould be based upon the installment method. (Italics

mine.)

Furthermore, regardless which method is used, the general
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revenue recognition method or the installment method, the
exposure draft required that certain criteria be met before
any revenue on a sales contract can be recognized. For
example, the paper contained the following statement:

Because of the element of uncertainty inherent in the
application of historical data to current transactions,
the Committee is of the opinion that at least 57 of the
contract price (principal) must be collected before_a
contract can be included in the recording process.37

The Committee further elaborated with the following comment:

Payments received on contracts which have not met the
criteria for recording as sales (e.g. because less than
5% of the contract price (principal) has been received)

should be recorded as contract deposits. (Italics mine.)38

The Committee's guidelines with respect to when revenﬁe
from retail land sales should be recognized in a development
firm's accounts appeared to be clear. Where less than 57 of
the contractual price has been received, no sale for the pur-
poses of recording revenue is considered as having taken place.
Where more than 5% has been received, the question then arises
whether the general meﬁhod of recognizing revenue or the
installment sales method should be used. The answer is depen-
dent on the firm's ability to determine the collectibility of
sales contracts. It is in the area of determining collecti-
bility of contracts that major difficulties regarding the
Committee's guidelines begin to appear.

According to the position paper, the collectibility of
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current sales should be based on the presumption that a given
developer possesses "a sufficient experience as to prior sales
of the type of land being currently marketed" and that the
collection period which has elapsed on these prior sales is
adequate enough to establish the percentage of these sales
that will be completely collected. The paper even goes so
far as to sﬁate the following:
Since different sales methéds may result in differing can-
cellation and collection results, a further presumption is
made that historical data as to such results is available
with respect to telephone sales, broker sales, site visita-
tion sales, etc.

The foregoing presumptions, particularly the latter,
appear to be subject to challenge. 1In other words, considerable
doubt surrounds the question whether developers can be expected
to possess the ability and necessary information to accurately
determine the collectibility of receivables arising from land
sales transactions. Past experience, as the present chapter
has previously noted, does not reveal this ability.

The "5% collection requirement" itself may be questioned
on the grounds that it is obviously based on arbitrary consid-
erations. As a matter of fact, this standard was later appar-
ently considered not rigid enough, because in revisions of its
original exposure draft and in the final rules adopted by the

APB, the collection requirement on land sales transactions is

established at 107 of the contractual price.41 In sum, because
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of the many presumptions upon which they depend and because
of their generally arbitrary nature, the Committee's proposals
regarding when revenue on land sales should be recognized in
developer accounts contained many weaknesses.

Incidentally, in addition to the highly-emphasized
issue of timing in the recognition of revenue, the Committee
on Land Development Companies also addressed itself to a number
of other important revenue reporting issues, among which are
the following: (1) computing the present value of receivables
obtained on land sales, i.e., ascertaining imputed interest
included in the consideration received by developers, (2)
determining the revenue to be reported on the portions of a
contract in which future development work is still to be per-
formed, (3) establishing provisions for accounting for contract
cancellations, and (4) developing quantitative criteria for
deciding when contracts have been canceled. For the most part,
these latter issues are simply subordinate problems connected
to the basic question of when should revenue on land sales be
recognized. The Committee's recommendations in its original
exposure draft regarding these latter issues likewise contained
many arbitrary rules.

The land development accounting rules ultimately adopted
by the Accounting Principles Board, as mentioned earlier in

this chapter, provide for the use of both the accrual (recognition

~
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of revenue at the point of sale) method and the installment
accounting method in accounting for retail land sales. Notably,
the final rules adopted by the APB devote significant atten-
tion to the installment method. According to the statemenf by

Philip L. Defliese quoted in the Accounting Research Association

Newsletter of December 13, 1972, the accrual method of account-
ing will only be permitted "'where stringent criteria are met.'"
Furthermore, neither method will allow recognition of revenue
"funtil cash payments received aggregate ten percent of the
contract price and the customer's cancellation privilege period
has expired.'"42

Further comments by Mr. Defliese, as contained in the

Accounting Research Association Newsletter of December 13, 1972,

provide the following elaboration regarding the APB's final
adoption of accounting rules for retail land sales companies:

"The Board reaffirmed the position it took in APB Opinion

No. 10 which permits use of the installment method only in
cases when serious doubt of the collectibility of receivables
exists. The SEC and Financial Analysts Federation both
recommended use of the installment method in almost all cases
involving typical sales in this industry.

"Use of the accrual method will be required on a project by
project basis if the following criteria are met:

(1) The properties clearly will be useful for residen-
tial or recreational purposes when the payment per-
iod is completed.

(2) The company's financial capabilities assure its
ability to fund or bond the planned improvements.

(3) The project's planned improvements must have pro-
gressed beyond preliminary stages and there is
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evidence that the work will be completed according
to plan.

(4) Collection experience of the project or related
projects indicates that collectibility of receiv-
able balances is reasonably predictable and that
ninety percent of the contracts in force six months
after sales are recorded will be collected in full.

"Until such time as collection experience of a project
warrants use of the accrual method, contracts must be
accounted for on the installment method which permits
deferment of related selling costs. Until such time as
the contract payments aggregate teu percent of contract
price and promised performance becomes predictable, pay-
ments will be treated as deposits. The new accrual method
requires (1) deferment of a portion of the contract price
to cover cost and profit applicable to future development
work; (2) discount of contract receivables to yield an
interest rate equal to the retail installment credit rate
which is currently about 12 percent."43
A close examination of the foregoing statements reveals
that the final rules adopted by the Accounting Principles Board
are still not conclusive as to the determination of periodic
revenue on retail land sales. As a matter of fact, the extremely
general nature of the criteria listed above will probably cause
additional confusion among developers regarding the recognition
of revenue on retail sales of land. Furthermore, the new rules
actually do little to reduce the discretion exercised by devel-
opers in accounting for revenues. For example, in reference to
item (4) of the accrual method criteria listed above, who is
to determine when the collection experience of a project or

projects "indicates that collectibility of receivable balances

is reasonably predictable and that ninety percent of the contracts
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in force six months after sales are recorded will be collected
in full."

About the only significant effect of the new rules
will be to defer the recognition of revénue during the first
year of a sale. The proposed criteria do little to alleviate
the problem of estimating the collectibility of receivable
balances. In other words, deferral of the revenue on land
sales fdr a period of six months or so will still not eliminate
the neceésity of estimating the collectibility of these accounts
once the full revenue on the sales has been recognized in the
company's accounts. Furthermore, deferring the recognition
of revenue does not reduce the difficulties in estimating the
collectibility of the account balances.

Evaluation of Proposed Revenue
Recognition Guidelines

The forégoing discussion of the various sets of proposed
guidelines indicates that the revenue recognition problems per-
taining to installment sales of land are extremely complicated.
The sets of guidelines contain numerous similarities, but they
also contain many differences in emphasis and coverage. Signi-
ficantly, each set of rules or standards gives consideration
to the amount of cash, or the down payment, received before
total revenue on a sale is recognized. Most include evalua-

tions of the financial position of the purchaser, relinquishment
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of control of the property by the seller, extent of completion
of required site improvements, and extent of the commitment
on the part of the purchaser, i.e., to what extent can the
purchaser back out of the transaction.

No single set of guidelines appears to be all encom-
passing. Furthermore, all seem to allow considerable judgment
in determining whether the revenue on a given tramsaction
should be recognized currently. With the exception of the
Peat, Marwick, Mitchell and Company guidelines and the recently-
adopted AICPA guidelines, none of the guidelines presents
specific, quantitative measures for judging when revenue on
installment land sales should be recognized. Unfortunately,
both the Peat-Marwick and the AICPA guidelines are based on
discretionary factors and contain arbitrary rules.

The inherent weakness in all of the guidelines discussed
above is that they all basically represent an attempt to provide
a means of implementing the general method of recognizing revenue
at the point of sale. None of the guidelines, including those
adopted by the AICPA, attempts to support to any great extent
the use of the installment sales method in recognizing revenue
on long-term land sales transactions.

The writer's conclusion is that the most appropriate

method of accounting for revenues arising from long-term install-

ment sales of land is the installment sales method. The unique
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characteristics of retail land sales transactions seem to
require this departure from the general method of recognizing
revenue on sales. Under the installment method, the inequi-
ties in reporting revenues earned from retail sales of land
appear most likely to be reduced.

The installment sales method is advantageous for the
following reasons:

1) It eliminates the problem of establishing arbitrary
standards regarding initial down payment and monthly
cash payments.

2) 1t eliminates the need for estimating uncollectible
contracts and establishing a reserve for contract
cancellations. :

3) It eliminates the need for using different methods of
accounting for financial reporting and income tax

reporting when the development firm uses the install-
ment method for tax purposes.

4) It tends to smooth out the revenue flows and, there-
fore, reduce the possible erratic, cyclical nature of
the net profits reported by land development companies.
Of course, certain accounting problems must still be

faced even if the installment sales method is accepted as the
basic method of accounting for revenues arising from retail
land sales. For example, the following difficulties will still

be encountered:

1) Selection of an appropriate rate to discount contract
receivables to their present value, and

2) Determination whether a given tramsaction represents
a bona fide sale, purchase option, contract deposit,

etc.
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Nevertheless, the difficulties in applying the install-
ment method appear much less formidable than those in applying
the general revenue recognition rules. Furthermore, the
advantages of the installment method appear to outweigh the
many disadvantages inherent in the application of the general

revenue recognition method.

Income Tax Measures in Reporting Land Sales

A brief discussion of two special features pertinent
to reporting land sales revenue for income tax purposes will
now be presented. These two measures consist of (1) using
the instaliment sales method in reporting land sales and (2)
obtaining long-term capital gains treatment on certain land
sales. The first measure involves a means by which taxable
income can be spread over more than one taxable year. The
second represents an attempt to obtain the lower long-term
capital gains tax rate on income that might otherwise be taxed

at the higher ordinary income tax rates.

Using the Installment Sales Method

Section 453(b) of the Internal Revenue Code explicitly
allows the use of the "installment sales method" for reporting
the gain on sales of real property as long as the payments
received during the year of sale are not more than 30 percent

of the selling price of the property. When the installment
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method is used, the seller is allowed to include the gain on
sale in taxable income as cash collections are received on the
contracts rather than having to report the total gain in the
tax return of the year in which the transaction occurs.

Regulation 1.453-1(b) provides the rules for computing
the amount of taxable gain to be reported in each year. As
stated therein, the income to be reported in a given year is
"“that proportion of the installment payments actually received
in that year which the gross profit realized or to be realized
when the property is paid for bears to the total contract
price."”

The advantage of the installment method of reporting
land sales transactions for tax pufposes is that the seller
is allowed to report income and pay taxes on this income as
cash is received on the sales contracts. If the total iﬁcome
is reported in the year of sale, then the developer may be
faced with the task of paying out more cash in taxes during
the year of sale than is collected from the purchaser during
this year.44

Regulation 1.453-4 provides for the use of the install-
ment method even though title to property sold is not conveyed
to the purchaser until "all or a substant:ial portion of the
selling price has been paid." Hence, land developers do not

have to give up title toc property in the year of sale in order
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to obtain use of the installment method of reporting for income
tax purposes.

An impoftant factor that must not be ignored in apply-
ing the installment sales method for income tax purposes is
"imputed interest'' on the installment sales contract. Section
483 of the Internal Revenue Code requires that interest be
recognized on such transactions. If interest is not specified
in the installment sales contract, then it will be imputed
under the provisions of Section 483.

Under Regulation 1.483-1(d), no interest is imputed if
intérest of at least four percent is inclqded in the sales
agreement. If such interest is not provided, then interest
will be imputed at a rate of five percent.

Of course, interest included in the sales agreement,
whether specifically provided in the agreement or imputed,
represents taxable ordinary income for the seller and a deduct-
ible expense for the buyer. Much more important, however, from
the standpoint of the seller is that when interest is imputed
each installment payment is discounted back to the time of
the sale and, therefore, consists partly of sales price and
partly of interest. The effect of discounting the installment
payments is to reduce considerably the total sales price of
the property. The consequence may be that the sales price is

reduced to such an extent that the amount of cash received in
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the year of sale may exceed 30 percent of the reduced sales
price. Hence, the installment method of reporting the sale
for tax purposes may not be available to the seller. As a
result, one source recommends that '"the safest course to pur-
suc is to provide for at least 47 interest in the sales contract
and avoid the problem of imputed interest."4?
Incidentally, when the development firm cannot qualify
for use of the '"installment sales method" of reporting long-
term sales in income tax reporting, it may still qualify for
another related method referred to as the "deferred payment
sales method." The authority for this latter method is con-
tained in Regulation 1.453-6. This method is less advantageous
to the seller than the "installment sales method," but it does
provide some tax relief in comparison with the recognition of
total revenue at the point of sale.

Obtaining Long-Term Capital
Gain Treatment

Land may be held primarily for sale to customers in
the ordinary course of business or it may be held strictly for
investment or speculative purposes. In the former case, it
will be considered an ordinary asset with any gain arising
upon its sale being subject to taxation at ordinary income tax
rates. 1In the latter instance, it will usually be deemed a

capital asset in which gain occurring upon its disposition
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may be subject to taxation at long-term capital gain rates
under the provisions of Section 1221 of the Internal Revenue
Code.

For the most part, land held for the purposes of
subdivision and development is considered an ordinary asset
specifically excluded from capital gain taxation by the pro-
visions of Section 1221. However, the Internal Revenue Code
does provide a limited exception to this rule, contained in
Section 1237, which allows an individual to receive capital
gain treatment on the subdivision and sale of land on a lot-
by-lot basis if certain specific tests are met. Section 1237
allows an individual to receive capital gain treatment upon
the sale of real estate acquired for investment purposes but
which must be subdivided in order to facilitate its sale.

In brief, Section 1237 allows capital gain treatment
where the taxpayer meets the following basic requirements:

(1) He has held the tract of land for at least five
years, unless it was acquired by inheritance. 1In the latter
instance, the holding period is six months.

(2) He has not held the property for sale to customers
in prior years. Furthermore, during the year of sale, the
taxpayer did not hold any other property for sale to customers.

(3) The taxpayer did not make substantial improvements

to the property that would increase the value of the particular
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lots sold.

The provisions of Section 1237 are, however, extremely
limited in application. They generally apply only to individuals
and only to those persons who undertake the subdivision of land
and the sale of lots on a very limited basis, e.g., five lots
or less from a tract per year. Hence, the provisions of Section
1237 do not apply to the organized land development enterprise
operating with the express purpose of acquiring and developing
land on a continuous, extensive basis.

Although land development enterprises do not come under
the provisions of Section 1237, such firms may still qualify
for capital gain treatment on the sale of certain parcels of
land if they can prove that they specifically held the land
for investment purposes and not primarily for sale to customers.

The fundamental question regarding the income tax treat-
ment upon the sale of a specific parcel of land is whether the
seller can be considered a '"dealer" or an '"investor' with respect
to the particular parcel sold. Actually, the seller (whether
an individual, partnership, or corporation) may be deemed a
dealer in one instance and an investor in another.46 The answer
is not always clearly determinable.

In general, each case must be evaluated upon its own
facts. As a result, the number of court cases pertaining to

the dealer-investor question is extensive. To aid in determining
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when capital gain should be allowed in sales of real property,
" the courts have established certain criteria. For example,
the Tax Court in one case listed the following factors to be
considered in determining the primary purpose for which property
is being held, i.e., whether the seller can be considered a
dealer or an investor with respect to the property:
(1) The purpose for which the property was initially
acquired; (2) the purpose for which the property was sub-
sequently held; (3) the extent to which improvements, if
any, were made to the property by the taxpayer; (4) the
frequency, number, and continuity of sales; (5) the extent
and nature of the transactions involved; (6) the ordinary
business of the taxpayer; (7) the extent of advertising,
promotion, or other active efforts used in soliciting
buyers for the sale of the property; (8) the listing of
property with brokers; and (9) the purpgse for which the
property was held at the time of sale.

No single test is conclusive in determining the tax
status of a given piece of property from the standpoint of the
seller.48 Instead, in each particular case, all of the factors
must be evaluated as a whole. This, of course, makes the law
regarding gain on sales of real property relatively indefinite.

A brief review of some pertinent judicial cases involv-
ing capital gain and the dealer-investor problem follows. 1In
addition to this discussion, related capital gain taxation
factors applicable to land developers are presented in Chapter V

" Yeollaps-

within the discussions of "collapsible partnerships,
ible corporations,' and transfer of land to a corporation in

a taxable transaction.
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In 1955, the Supreme Court handed down a decision in |

. 49
Corn Products Refining Co. =~ which appeared to adversely affect

the ability of real estate dealers, as well as other dealers,
to receive capital gain taxation upon the sale of assets which
are closely related to the dealer's day-to-day business activi-

ties. In general, the Corn Products case holds that any activity

related to the day-tb-day business of a taxpayer should be
taxed as ordinary income. The decision is apparently intended
to include the sale of assets which have been specifically
held for long-run investment purposes. Fortunately, as the
author of a recent article notes, the Government has never

successfully applied the Corn Products doctrine in a real

estate dealer case.

A 1964 court decision rendered by the Ninth Circuit
in Margolis51 tended to add further detriment to a real estate
professional's chances of obtaining capital gain treatment on
the sale of parcels of land, even when this property has been
held for long-term appreciation in value. The taxpayer in
Margolis had participated in numerous real estate transactions
of various types. With regard to the parcels in question,
the taxpayer argued that they had been acquired for long-term
appreciation. Nevertheless, the Court felt that the gain on
their sale should be subject to taxation at ordinmary rates.

In support of its decision, the Court made the following
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statement:

If the purpose of the acquisition and holding and the
only manner in which benefit was to be realized from
the property acquired was ultimate sale at a profit,
its acquisition and holding by a dealer such as tax-
payer must be considered to have been for sale to cus-
tomers in the ordinary course of business.

Then, in 1966, the Supreme Court rendered a decision

l52

in Malat v. Riddel which began to provide hope that real

estate dealers could be allowed long-term capital gain treat-
ment on the sale of certain parcels of land held strictly for
long-range investment purposes. The major point dealt with in
the Malat case involved the meaning of "primarily" as contained
in the term "primarily held for sale to customers' in Section
1221 of the Internal Revenue Code.

Prior to Malat, many courts viewed "primarily” as mean-

' Hence, if a substantial purpose for

ing "substantially.'
holding property was for later resale, the property was deemed
to be property held for resale and therefore subject to ordinary
taxation. But the Malat case established that "primarily' means
"principally," or "of first importance." As a result, although
one obvious motive for holding a piece of real property is
resale, this motive may not be the principal motive. Therefore,
property held by a real estate dealer will not necessarily be

considered property held for resale in the regular course of

business and subject to taxation at ordinary income tax rates.
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The real importance of the Malat case is that it recognized
the fact that a dealer in real estate could hold land both
for investment purposes and also for resale to customers in
the course of regular business operations.

Some interesting opinions have been rendered in post-
Malat cases. For example, in Schueber,53 the Seventh Circuit
ruled that a real estate dealer can get capital gain treatment
even if his investment goal is sale at a profit. Schueber
was a licensed real estate broker who purchased an undevéloped
tract of land which he felt would some day become quite valuable.
After holding the land for fourteen years, he sold it at an
enormous gain. The Internal Revenue Service and the Tax Court
claimed that resale was Schueber's only reason for buying the
land, and, therefore, the land was simply a long-term inventory
item upon which gain would constitute ordinary income. The
Seventh Circuit, however, allowed Schueber capital gain treat-
ment on the grounds that the amount of gain on the sale of the
land was too large to be considered profit on property held
for resale in the day-to-day operation of a business.

Municipal Bond Corporation54 is another interesting

post-Malat case which has had a bearing on the dealer-investor
question. Ipn this case, the Eighth Circuit held that the sales
of real property by the taxpayer (a corporation whose only

business activity had comsisted of buying, renting, and selling
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real estate) were subject tec capital gain taxation. Although
the taxpayer had been deemed a dealer in earlier transactions,
the taxpayer was not acting in the capacity of a dealer with
respect to the sales of the property in question in the case.
The property had been held over a long period of time, and
the sales came without the taxpayer exercising any effort on

its part.

In Johnson v. United States,55 a 1967 district court

case in the state of New York, certain parcels of land sold

by a real estate broker were deemed to be capital assets sub-
ject to capital gain treatment. The parcels in_question were

a part of a large tract of farmland purchased jointly by
Johnson and another individual. The court found regarding

the tract that when it was acquired Johnson did not intend to
sell it in the foreseeable future. His intention was "to hold
it as a long-term investment for himself or his daughter." The
land was held intact for eight years during which time Johnson
made no effort to sell it. Johnson's cotenant was the one who
promoted the sales of the parcels and who dealt with the buyers.
As a matter of fact, Johnson was reluctant to sell the land

and was urged into selling it by his cotenant.

In Auda C. Brodnax,56 the Tax Court allowed capital

gain treatment on the sales of 28 plots of subdivided land

to 15 individuals over a three-year period. The sales were
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unsolicited by the taxpayer and developed in an unplanned
manner. Some were to relatives and friends. Others were
originated by realty agents who approached the taxpayer with
customers.

The land in duestion involved a 40-acre tract acquired
by the taxpayer in anticipation of nearby freeway construction.
The taxpayer was not a licensed real estate dealer nor had he
ever held himself out to the public to be in the real estate
business. The only improvements made to the land were an
access road and a drainage ditch. Although a preliminary
layout of the 40 acres was sketched, no recordable subdivision
plat was filed on the property or submitted to a planning
commission.

The Tax Court based its opinion in the case mainly on
the purpose for which the property was held at the time of
sale. The Court found that the taxpayer's "original intention
in purchasing the property was to hold it in anticipation of
the increase in value of the land upon the building of a free-
way in the immediate vicinity." Furthermoré, the Court felt
that "this intention was never abandoned.”

The preceding discussion reveals the possibility that
dealers in real property may be allowed capital gain taxation
upon the sale of certain parcels of land. The fundamental

issue is whether a dealer can be considered an "investor"
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rather than a '"dealer" with respect to the particular parcels
sold.

Incidentally, when land which is subject to long-term
capital gain taxation is held by a closely-held corporation
and the stockholders of the corporation desire to sell the
land and distribute the cash proceeds, the stockholders may
find it advantageous to attempt a partial liquidation of the
firm under the provisions of Section 346 of the Internal Revenue
Code. 1If the partial liquidation procedure is allowed, the
stockholders will be able to remove the cash from the business
without having it subjected to double taxation, i.e., taxation
at the corporate level upon the sale of the land and taxation
as a dividend to the stockholders upon the distribution of the
cash. Furthermore, where such land is owned by a corporation
and the intent of the stockholders is to dissolve the corporate
entity entirely, the stockholders may desire to liquidate the
firm under the special liquidation provisions of either Section
333 or Section 337 of the Internal Revenue Code. Both of these
liquidation measures provide avoidance of the double taxation
feature. However, in order to utilize either of these means
of liquidating a corporation, the corporation must generally
not be subject to the "collapsible corporation' provisions of
the Internal Revenue Code. Some of the provisions of Section

333 and Section 337 are briefly discussed in Chapter V, within
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the collapsible corporation discussion.?’

Summary

The growth of publicly-owned enterprises operating in
the land development field has intensified interest in land
development accounting practices. In particular, concern
currently centers on revenue reporting aspects. Certain revenue
reporting problems involving land sales (especially those pro-
blems pertaining to the issue of when revenue on such sales
should be recognized in a developer's accounts) were studied
in the chapter. The analysis included a discussion of funda-
mental methods of accounting for land sales, an evaluation of
land sales transactions from an accounting standpoint, and a
comparative survey of various proposed guidelines for recog-
nizing revenue arising from retail land sales.

The writer's conclusion is that the most appropriate
method of recognizing revenue on retail land sales is the
"installment sales method." Under this method, revenue is
recognized as cash payments are received on sales contracts.
Although the installment method is a departure from the general
rule of recognizing revenue at the point of sale, the nature
of retail homesite sales requires this exception. The par-
ticular advantages of the installment method in relation to

the general revenue recognition method is that the former



90
method (1) eliminates the problem of establishing arbitrary
standards regarding initial down payment and monthly cash
payments, (2) eliminates the need for estimating uncollectible
contracts and establishing a reserve for contract cancellations,
(3) eliminates the need for using different methods of account-
ing for financial reporting and income tax reporting when the
development firm uses the installment method in its income
tax reporting, and (4) tends to smooth out the revenue flows
and, therefore, reduce the possible erratic, cyclical nature
of the net profits reported by land development companies.

The chapter also included a brief discussion of two
income tax features pertinent to reporting land sales revenue
for income tax purposes. Regarding the first feature, using
the installment sales method for income tax purposes, a few
provisions of special note are the following: (1) payments
received on an installment sale during the year of sale cannot
be more than 30 percent of the selling price of the property
sold, (2) title to the property sold need not be conveyed to
the purchaser, and (3) interest may be imputed for the contract
(the effect of which will alter the relationship between the
amount of cash received in the year of sale and the sales
price of the property and may cause the disallowance of the
installment method for tax reporting).

The discussion with respect to the other income tax
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feature, obtaining long-term capital gain treatment on the sale
of land, revealed that in some instances dealers in real
property may be permitted taxation at capital gain rates on
the sale of certain parcels of land. The chief issue here is
whether the dealer can be considered an "investor" rather than

a "dealer" with regard to the particular property sold.
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CHAPTER IV

EXPENSE DETERMINATION FACTORS IN

LAND DEVELOPMENT ACCOUNTING

Introduction

The income measurement task facing land developers is
really two-sided. On the one hand, developers must cope with
revenue reporting problems; on the other, they must deal with
various expense determination factors. The expense determina-
tion aspects in land development accounting are probably as
significant, if not more so, than the revenue reporting aspects.
For the most part, the expense determination problems of devel-
opers constitute a cost accounting problem, i.e., the classifi-
cation, accumulation, and allocation of land and improvement
costs to the finished product, the improved lot or site.

The present chapter will discuss some of the more signi-
ficant land development expense measurement problems. The
discussion will cover both financial reporting and income tax
reporting aspects. The factors to be discussed are pertinent

to both large-scale and small-scale development enterprises.
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Significance of Joint Costs
in Expense Determination

The expense determination problems in the land devel-
opment activity arise chiefly from the abundance of joint costs
characteristic of the activity. The acquisition costs of
undeveloped land as well as numerous site improvement costs
must be allocated indirectly to individual lots or sites being
developed.

The cost allocation process often consists of a series
of allocation steps. For instance, land acquisition costs may
first be allocated to broad sections of land within the whole
project, and then allocations within the sections are made to
individual lots or sites. Likewise, many site improvement
costs, such as major streets or sewerage mains, benefiting the
whole project or major portions of it, are allocated in a simi-
lar multiple-step allocation procedure.

Wherever possible, of course, land developers try to
allocate site improvement costs directly to specific lots,
sections, or tracts benefiting from the expenditures. For
instance, the cost of installing a minor street may be allocated
directly to the particular section of land benefiting from the
street and then, in turn, the cost is allocated to the individ-
ual lots or sites existing within the section. Except for a

few on-site improvement costs, discussed below, most site
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improvement costs are indirect with respect to individual lots
and therefore must be allocated to lots on some discretionary
Basis. To account for such cost allocations, a system of
subsidiary ledgers in which land and land improvement costs
are accumulated by general sections of land and by individual
lots or sites is frequently maintained by developers.

Incidentally, for accounting purposes land developers
use a variety of account structures in classifying and accumu-
lating individual land cost items and site improvement cost
items prior to allocation of these costs to specific lots or
sites. Illustrative of the types of accounts used by developers
are the following land development accounts presented in THE

Accounting System for ALL Builders, a publication prepared by

the National Association of Home Builders' Business Management
Committee in cooperation with the accounting firm of Touche,
Ross and Company: Cost of Platted Lots (purchase price of the
raw acreage and all costs incident to the purchase), Financing
and Interest (related to the development of the raw land),
Realty Taxes (related to the land being developed), Bonding
Fees (for bonds insuring that development activities will be
carried out), Land Planning, Enginecring, Rough Grading, Street
Grading, Street Paving, Curbs and Gutters, Sidewalks, Storm

Sewers-Drainage, Sanitary Sewers, Water, Electricity, Gas,

-
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and Other (all additional costs related to the raw land
development).1

Most developers, large and small, will generally pro-
vide at least a comparable degree of detail in the classifica-
tion of their land development accounts. Of course, the more
emphasis a developer places on accounting information for
management control purposes, the greater will be the amount
of detail maintained in the accounts. However, with the
increased detail, particularly with respect to site improve-
ment costs, comes the problem of deciding whether each of the
cost items should be allocated separately to individual lots
or whether all or a number of the items should be combined and
allocated in one step.

Land acquisition costs must be allocated to broad
sections of land at the beginning of the development period or
at least during the year in which the first sales of lots or
sites occur. This procedure is necessary for financial report-
ing, and it is also required in Federal income tax reporting.
As a matter of fact, the Tax Court has held that in a subdivi-
sion the cost of the land must be allocated to indiv;dual lots
as of the land acquisition date.2

Different uses to be made of the land in a development
project create problems in the allocation of joint costs. For

instance, some of the acquired land may be dedicated or
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contributed for community or civic purposes, e.g., schools,
parks and playgrounds, and churches, rather than being devel-
oped for sale. Likewise, other non-salable portions of the
land, such as those devoted to streets, right-of-ways, alleys,
and drainage facilities, must be dealt with in allocating
costs. In addition, some of the land may be developed into
income-producing projects, such as shopping centers or golf
courses, to be owned initially by the developer and perhaps
to be sold at a later date. How to equitably account for the
joint land and improvement costs related to thesé various items
can be a difficult task with which the developer must cope.

Many of these problems will be discussed below.

Cost Allocation Methods

Land developers use a variety of methods in allocating
joint land and improvement costs to individual lots and sites.
One researcher, Arjan T. Sadhwani, discovered that four such
methods are frequently used by developers. These are as
follows: (1) tentative selling price of each lot, (2) frontage
feet of each lot, (3) number of lots in a subdivision, and (&)
area of each 1ot.3

Sadhwani found in his survey of some medium and large-
size development firms that the majority of companies use the

"number of lots method' of allocating joint costs followed by
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the "tentative selling price method" and the "area of each lot
method." A very small percentage of the firms he surveyed use
the "frontage feet method.“4 Sadhwani discovered also that all
four of the commonly-used allocation methods have been accepted
for Federal income tax pu.rposes.5 In addition, he mentions in
his work that many of the companies use more than one method
in their operations, often allocating land cost using one method
and allocating various site improvement costs using other alloca-
tion methods.6

In general, the land development gnterprises interviewed
in the present study use the same cost allocation methods that
Sadhwani found in use in his study. One particular company
interviewed in the present study used a combination of these
methods in allocating the land acquisition costs of a venture
to lots and to other sites. (This firm's land development ven-
ture, incidentally, consists of a variety of land development
activities, including residential development projects.) To
initially allocate land acquisition costs to various broad
sections of the large tract of land it had acquired for develop-
ment, the company used a relativé market value approach. Fur-
ther allocation of land costs to individual residential lots
and to other site uses was then carried out thrcugh the use of

the "mumber of lots" method for residential development sections
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and through a per acre basis for most of the other development
areas.

Regarding the use of the "number of lots" method for
allocating costs to individual lots in residential sections,
the developer's spokesman stated that most of the lots within
a given section of land were about the same size in area and
dimensions and sold for approximately the same selling price.
In cases where lots deviate from the standard dimensions or
usual selling price, e.g., corner lots, the company did not
feel that further refinements in the allocation of land costs
were material enough to warrant the additional computational
effort.

The allocation of joint costs in the land development
field is obviously as difficult a chore, or perhaps more so,
than the allocation of joint costs in other manufacturing enter-
prises. As Gardner M. Jones notes, the developer must 'try to
find some measure of benefit for each site and to allocate
cost on the basis of that benefit pattern."7 However, as he
further states, '"there is no adequate theoretical or practical
way to do ig, "8 Unfortunately, this is true. In most cases,
developers, large and small, have had to rely on expedient
measures. The smaller, non-public firms have concentrated
mainly on allocation methods which are acceptable for income

tax reporting. The publicly-owned land development companies,
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on the other hand, have had to find cost allocation procedures
that are acceptable for both external financial reporting and
income tax reporting.

In his evaluation of each of the four cost allocation
methods frequently used by developers, Sadhwani reached the
conclusion "that objective quantification in terms of complete
freedom-from-bias is not attainable."® In other words, he
found inherent weaknesses in each method. 1In particular, the
"number of lots" method which he discovered was used by the
greatest number of companies in his survey is, in his words,
"the poorest basis of all" because "it fails to meet the stan-
dard of relevance', as prescribed in the American Accounting

Association's A Statement of Basic Accounting Theo;z}(l966).lo

The "number of lots' method is certainly the simplest approach
to cost allocation, but it completely ignores differences in
sales values or any other differences in benefits to be derived
from different lots.

Sadhwani proposes that developers use a "weighted
average cost' method in allocating joint land and improvement
costs to lots. With his method, weights would be assigned to
the following three variables: location factor, frontage feet,
and area. Accordingly, he recognizes that quantitative and .
qualitative factors must both be given consideration in assign-

ing weights.11
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Sadhwani is very general in his discussion of the
proposed weighted average allocation method, and he fails to
provide any specific illustrations of its application. His
idea, however, is a good one. Its basic weakness is that the
measurement of the extremely important location factor variable,
as well as the weights to be assigned to each of the three
variables (including the location factor), must be based on
qualitative judgment. To successfully use this cost allocation
method, the developer must possess an ability to accurately
evaluate the importance of the location factor and to assign
a quantitative measure to it, and he must be able to realisti-
cally assign quantitative weights to each of the three variables.
If the developer can acquire these skills, then the weighted
average method will, most likely, be the best possible approach
to the allocation of joint costs in the land development field.
Incidentally, Sadhwani mentions regarding the location factor
variable that 'even selling price can be used as a surrogate
measure for the location factor if no other measure is possi-
ble."l2

From a Federal income tax reporting standpoint, devel-
opers are allowed considerable flexibility in the allocation
of joint costs to individual lots and sites. For instance,

Regulation 1.61-6, pertaining to gains derived from dealings

in property, contains, in part, the following:
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When a part of a larger property is sold, the cost or
other basis of the entire property shall be equitably
apportioned among the several parts, and the gain realized
or loss sustained on the part of the entire property sold
is the difference between the selling price and the cost
or other basis allocated to such part. The sale of each
part is treated as a separate transaction and gain or
loss shall be computed separately on each part. Thus,
gain or loss shall be determined at the time of sale of
each part and not deferred until the entire property has
been disposed of. (Italics mine.)

The Internal Revenue Code and the Treasury Department
regulations, however, do not indicate what allocation methods
are considered acceptable in apportioning costs. The developer
must, therefore, use his own discretion in selecting allocation
methods for income tax reporting. Of course, the burden of
proving that the allocation methods used result in an equitable
apportionment of costs rests with the developer. For the most
part, the only guides the developer can obtain to aid him in
the selection of cost allocation methods for income tax report-
ing must come from a review of the legal cases which have
occurred with respect to this issue. A few of the allocation
methods which have been adjudicated are discussed below.

13

The Tax Court held in Fairfield Plaza, Inc. that

relative values in existence during the year of purchase and
applicable to various parts of a given tract of land were
acceptable as a basis for allocating land acquisition costs to
the parts of the tract. The Internal Revenue Service had argued

in this particular case that the apportionment of land cost
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should be on the basis of square footage. Incidentally, in
the same case,ﬁthe Tax Court did accept the Internal Revenue
Service's determination that site improvement costs be appor-

tioned on the basis of square footage.

14

In Wellesley A. Ayling, the Tax Court found that

there was ''mo evidence that any particular part of the subdivi-
ded property was any more desirable for residential purposes
than any other part at the time petitioners purchased the land."
The Court, in this case, supported the Commissioner's position
that allocation of the total basis of the unimproved land cost
should be on a square foot basis.

Contrastingly, the Court found in Biscayne Bay Islands

15 that the allocation of costs between a part of an island

Co.
devoted to waterfront lots and an interior area not subdivided
should not be on a proportionate area basis. According to the
opinion of the Court, '"The evidence makes it clear that the
water front lots were far more desirable and valuable than the
interior lots, the ratio, generally speaking, approximating
three to one." The Commissioner had argued that the total cost
of the property, including development costs, should be allo-
cated proportionately on the basis of area. Incidentally, the
cost of each waterfront lot was apparently computed on the

"aumber of lots" basis, according to the information presented

in the case.
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Actually, the taxpayer in Biscayne Bay Islands Co. had

contended that none of the land or development costs should be
allocated to the interior area because this land had been set
aside for thirteen years to be used by lot purchasers as a
playground and recreational center. The area, in fact, was
exempted as a public park from taxation by the city. Neverthe-
less, the Court held that "this area was not permanently and
irrevocably dedicated to the public, but may later be sold by
the petitioner." Therefore, the Court ruled that a portion of
the land and development costs of the project should be allo-
cated to this area.

Resale prices have also been considered in the alloca-
tion of total land costs to portions of a tract. In R. M.
Clazton,16 for instance, the taxpayer argued that the alloca-
tion of cost of a parcel of land fronting on two streets should
be 90 percent of the cost to lots facing one street and 10 per-
cent of the cost to those facing the other street. The Internal
Revenue Service, however, contended that the allocation of cost
to the two parts of the tract should be 65 percent and 35 per-
cent based on the selling prices of lots on the two streets.
The Tax Court ruled that the Commissioner's allocation was rea-
sonable because it appeared that nothing had occurred between
the date of purchase of the tract and the date when a portion

of it was sold to materially change the relative values of the
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two frontages. Incidentally, in support of the use of resale
prices as a basis for the allocation of costs to subdivided
and developed lots, one tax source makes reference to an article

appearing in a 1930 issue of the Internal Revenue News which

suggests that tentative selling prices be used as the basis for
allocating costs among lots. L/

In situations where no evidence supporting a better
allocation is available, allocation of land costs in relation
to assessed values has been upheld. For example, in J.S.
Cullinan,18 the taxpayer argued that apportionment of land and
improvement costs was not possible, and, therefore, no income
should be reported until the entire cost of the project was
recovered. The Court, however, disagreed with the taxpayer
and sustained the Commissioner's allocation of costs which was
based on values assessed by the city.

As a matter of fact, the Internal Revenue Service and
the courts have been extremely consistent in refusing to find
the allocation of costs impossible where real estate activities
are involved.19 The importance, of course, of having the allo-
cation of costs ruled non-determinable is that a developer
would then be permitted to use the "cost recovery method" of
recognizing revenue on the sale of lots and could, therefore,

defer any gain from lot sales until the full costs of the tract

had been recovered.
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The courts, themselves, as illustrated in Biscayne Bay

Islands Co. and other court cases, have sometimes established

the equitable apportionment of costs in the subdivision of

land, based on the evidence presented in a case.20 In fact,

in one particular instance, the allocation of land costs to
subdivided lots was actually determined by a jury.21 In gen-
eral, where the apportionment of cost haé been performed by a
court, the basis for cost allocation has usually been the rela-
tive values of the portions of a tract at the date of acquisi-
tion or at some later date, giving consideration to the relative
desirability of the different portions of the tract.

In brief, the discussion of cost allocation methods
reveals that from both a financial reporting standpoint and an
income tax reporting standpoint, the land developer has a num-
ber of alternative allocation methods available to him. Select-
ing the most appropriate method to be used in a given situation,
however, can be a difficult task. In spite of the difficulties
involved in selecting a method, the land developer must never-
theless choose an allocation method and apply it in the alloca-

tion of costs to lots sold.

Non-salable Portions of a Development Project

The fact has been well established that for income tax

purposes none of the land and improvement costs related to the
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development of a tract need be allocated to non-salable por-

tions of the tract, i.e., portions dedicated to streets, alleys,
parks and playgrounds, lakes, and for church, school, and other
community uses.22 In other words, all land and improvement
costs pertaining to a development project can normally be allo-
cated to the lots and sites which are actually marketable.
Likewise, in their financial reporting practices, developers:
often follow the procedure of establishing a zero basis for
non-salable parts of a development project and apportioning all
related costs to salable units.

Non-salable portions of a development project may be
considered analogous to "lost units'" or waste occurring in
other types of manufacturing activities. However, there is a
slight difference between the "lost units" in the land devel-
opment process and those occurring in other manufacturing endea-
vors. In other manufacturing enterprises, waste or non-salable
units frequently are unavoidable and occur involuntarily, but
in land development non-salable units often occur voluntarily
at the option of the developer and, in fact, may enhance the
value of the salable units. Such, for example, may be the case
for the inclusion of parks, lakes, golf courses, or other
recreational or scenic facilities in a development project.

The Internal Revenue Service and ultimately the courts

have had to deal with a number of complicated circumstances
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involving the allocation of costs of non-salable portions of

a tract to salable units. For example, in Country Club Estates,

lgg;,ZB a land development company transferred land to an organi-
zation with the stipulation that the land '"was to be used for a
nonprofit country club and to be kept as such and not sold by

the club." The Tax Court recognized in this case that the chief
reason for the transfer of the land to the club by the petitioner
(developer) "was to bring about the construction of a country
club so as to induce people to buy nearby lots." The deed to

the conveyed land provided '"that the land is not to be levied
upon and, in the event of bankruptcy, among other contingencies,

the land shall revert to the petitioner.'" (Italics mine.)

Even though there was the possibility that the land
could revert back to the developer, the Tax Court ruled that
the cost of the transferred land should be considered as part
of the cost basis of the lots to be sold in the residential
subdivision. As a matter of fact, Revenue Ruling 68-478 pro-
vides further that the cost of each lot in a residential sub-
division not only includes a pro-rata portion of the cost of
the land contributed to a nonprofit country club, but it also
includes a pro-rata share of the expenditures made for the
construction of golf courses, dams, lakes, and related recrea-

24
tional facilities.
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However, in the Biscayne Bay Island Co. case, previously

discussed, a development organization was not allowed to allo-
cate all land and improvement costs to salable lots. Instead,
the firm was required to allocate a portion of total land and
development costs to an interior area which was devoted to public
recreational uses. As noted above, the Court held in this case
that the land in question was not "permanently and irrevocably
dedicated to the public, but may later be sold by the peti-
tioner."25 The Court apparently felt that the developer would
eventually recover through sale the cost of the dedicated land.
In another interesting case, Sevier Terrace Realty

26

Company, in which land in a subdivision was donated for

recreational uses, the Tax Court held that the cost of twelve
lots conveyed by a developer to a recreation center, a "so-
called non-profit corporation' in which membership was open

to purchasers of subdivision lots, constituted a capital expen-
diture, and the cost of the contributed lots must be included
in the cost basis of the remaining lots to be sold. The tax-

payer had deducted the "alleged" fair market value of the

contributed lots as an advertising expense in the tax return

for the year the land was conveyed. The opinion of the Court
in the case states that
the development of the recreation center enhancced the value

of petitioner's remaining lots, made them more desirable
and in this manner stimulated sales. But this is a far cry
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from concluding that the transfer of the 12 lots was an
advertising expense. It was a capital transaction simi-

lar to the construction of streets, sewers, utility lines
and the like. Expenditures for such purposes or the dedi-
cation of a portion of the subdivision's property for such
purposes are clearly capital in nature, notwithst. :ding

that they may be intended to stimulate sales; they are of
continuing benefit to the remaining lots and are recoverable
by the owner upon sale of such remaining lots rather than
through the medium of expense deductionms.

Incidentally, the facts in Sevier Terrace Realty Company were

very similar to those in Country Club Estates, Inc., and the

Court relied on the findings in the earlier case in arriving

at its decision in Sevier Terrace Realty Company.

- Land Acquisition Costs

Before allocating 'raw'" land costs to sections within
a project and in turn to individual lots, the developer must
first determine what expenditures related to the purchase of
the undeveloped land should be included among the land acquisi-
tion costs. In addition to the purchase price of the land,
such items as the following are usually capitalized as land
costs: the cost of options paid on the land; engineering,
land surveying, site planning, and other technical planning
costs; title search, title transfer, and other legal fees inci-
dent to the purchase transaction; and brokers' commissions and
other fees pertaining to the purchase.

From a financial accounting standpoint, all of the

foregoing items appear to be necessary to the acquisition of
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the land and, therefore, should be initially capitalized to
the land account. For example, a widely used Intermediate
Accounting textbook states the following:

When land is purchased, its cost includes not only
the negotiated purchase price, but also all cther costs
related to the acquisition including brokers' commissions,
legzl fees, title, recording, and escrow fees, and survey-
ing fees. Any existing unpaid taxes, interest, or other
liens 9n the property assumed by the buyer are added to
cost.?2

Although the text is referring to land as a "plant and equip-
ment' asset, the only difference in the case of the land devel-
opment enterprise is that the acquired land is considered a
raw material inventory rather than an item of plant and equip-
ment.

From an income tax reporting standpoint, the developer
will likewise find that the above-mentioned expenditures repre-
sent items forming a part of the cost basis of the acquired
land and, therefore, must be capitalized. In fact, one writer
has even noted that during the period of research and acquisi-
tion of the land, it may be necessary to capitalize some of

.- . 2
the general and administrative expenses related to the property.

Once the undeveloped land is acquired, the developer
has a great deal of flexibility in reporting interest, property

taxes, and other carrying charges for tax purposes. These

expenditure items will be discussed below.
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In the event the developer fails to carry out the
acquisition of the land, all of the incurred acquisition costs
will become expenses deductible in the year the project is
abandoned, assuming, of course, no benefits can be salvaged
from the expenditures. If the expenditures do provide some
future benefits, then the developer can deduct only the amount

29
of such costs for which no benefits can be ascertained.

Interest, Property Taxes, and
Other Carrying Charges

Interest, property taxes, and other carrying charges
occurring after the land is acquired cause various financial,
as well as income tax, reporting problems regarding the question
whether these costs should be expensed currently or capitalized
as a land or an improvement cost and then allocated to individ-
ual lots or sites. On this matter, the Federal income tax laws
and regulations are quite explicit. Yet, the tax laws and
regulations provide the developer a great deal of flexibility
in reporting these cost items for income tax purposes.

For financial reporting purposes, arguments can be
presented for both capitalizing and expensing carrying charges.
For example, the item of interest expense has generally been
considered by many accountants as a financing cost to be
expensed periodically. The argument for this procedure has

been that this cost can be avoided if funds are obtained through
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sources of invested capital, e.g., sale of stock in a corpora-
tion, rather than through debt sources.

There are, however, some exceptions to the general
practice of expensing interest currently. For instance, some
accounting theory texts note that interest expense on borrowed

funds used specifically for construction of plant and equipment

assets is frequently capitalized to the asset accounts and
considered a construction cost. During the period of construc-
tion no revenue is being derived from these assets to which the
interest charges can be offset. Hence, it is felt that a better
matching of revenues and expenses will result if interest char-
ges arising during the construction period are capitalized to
be charged later against the revenues earned while the assets
are in use. Although this practice appears to have some logi-
cal support, a great deal of controversy exists at the present
time regarding the question whether interest during construction
should be considered an addition to the cost of the constructed
asset or should be expensed periodically as a finance charge.
Some accounting theorists‘even argue that implicit,
or imputed, interest on ownership funds used for construction
purposes should also be included in the cost of the constructed
assets. For example, with respect to this issue, Eldon S.

Hendriksen makes the following comments:
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Charging interest on funds provided by the ocwners is
assumed to result in unrealized income and the valuation
of assets in excess of ''cost.” Interest on ownership
funds is rejected also because it is subjectively deter-
mined and its final realization is uncertain. But the
uncertainty of the present value of the asset is the
same, regardless of how it is financed. Thus, there is
little justification for adding interest in one case and
not in the other. It is difficult to argue that a build-
ing is more valuable simply because it was constructed
with borrowed funds rather than funds acquired by the
sale of stock. Furthermore, since funds are generally
commingled, there is no way of determining what propor-
tion of the asset is financed by debt equity and what
proportion by stockholders' equity, except in a new firm.

31

At any rate, the situation involving interest expense
on funds used for the development of land is similar to that
of interest charges on the construction of plant and equipment
items. The major difference, of course, is that developed
land represents an inventory itém awaiting disposition through
sale rather than a plant and equipment asset awaiting expira-
tion through periodic depreciation.

Because of the characteristics of land development
projects, mainly the long time period from the acquisition of
the land until completion of the project, the customary prac-
tice in the land development field has been for developers to
operate on unusually large amounts of borrowed funds. As a
result, developers often feel that interest charges on funds

borrowed to acquire land and to finance improvements constitute

relevant development costs rather than simply finance charges.
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Therefore, from the time of acquisition of land until such
time as speéific sections of the project are completely devel-
oped, land developers frequently desire for financial reporting
purposes to capitalize these interest costs rather than to
expense them.

The same logic.is usually applied by developers to the
accounting for property taxes and other carrying charges. As
1ong{as land remains undeveloped or is still in the process of
development, developers will often consider these charges to
be as important to the development prccess as the land and
improvement costs. Furthermore, until portions of the land are
completed, no revenues can be generated to which these costs
can be matched. Hence, the practice of capitalizing carrying
charges on undeveloped land and on land which is not yet fully
developed appears to have merit on the same grounds as capitaliz-
ing interest charges used in the construction of plant and equip-
ment assets.

Incidentally, THE Accounting System for ALL Builders,

prepared by the National Association of Home Builders, recommends
capitalizing financing expenses incurred in the acquisition and
development of land but suggests expensing financing expenses
related to housing construction. No particular reason is given
for these recommendations. However, the publication does note

that it is permissible in both cases to either charge financing
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costs to the period incurred or to allocate them to inventory.

The significance of carrying charges to the measure-
ment of periodic income by developers is illustrated by the
efforts exerted by land development organizations to ascertain
the amount of interest to.be capitaliéed and the amount to be
expensed currently. Some firms have developed complex compu-
tational schemes to determine the amount of interest applicable
to each of the following uses: undeveloped land, land currently
under development, land completed and ready for sale, and funds
acquired for general operating purposes. Where borrowed funds
have been obtained for multiple uses, one company, for instance,
goes to great lengths, applying various ratios, to determine
the amount of interest applicable to each use. The task of
determining the amount of interest to be capitalized and the
amount to be expensed currently is further complicated by the
fact that this particular company usually follows different
procedures for financial reporting and for income tax reporting.

Interest, property taxes, and other carrying charges
are generally deductible on a current basis in filing Federal
income tax returns. However, Section 266 of the Internal
Revenue Code grants authority to the Secretary of the Treasury
or his delegate to prescribe, through regulations, certain
taxes and carrying charges which, at the election of the taxpayer,

may be capitalized as a cost of the related property rather
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than being deducted currently. Regulation 1.266-1(b) lists
the specific items pertaiﬁing to real property which at the
taxpayer's election méy be capitalized, and it also states
the periods to be covered by the elections.

Regarding unimproved and unproductive real property,

the following items may be capitalized: annual taxes, mort-
gage interest, and other carrying charges. An important feature
here is that the election may be made each year as long as the
property remains in an unimproved and unproductive state.
Hence, the developer has alternatives available to him in
reporting his deductions for carrying charges on such property.
Incidentally, for the purposes of a subdivision development,
land is considered unimproved or unproductive until each plat
is recorded. For example, a recent Treasury Department revenue
ruling states that "the recordation of each final subdivision
plat identifies the time a specific area has reached the

33

development stage."

With respect to the development of real property or

the construction of improvements to real property, the taxpayer

may elect to capitalize certain expenditures, up to the time
the work is completed, whether the property is improved or

unimproved, productive or unproductive. The election involves

the following expenditures: (1) interest on loans (but not

including implicit interest on the taxpayer's own funds), (2)
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payroll taxes based on compensation paid to employees, (3)
taxes paid on the purchase, storage, use, or other consumption
of materials, and (4) other necessary expenditures related to
the development or improvement of the property up to the time
of the completion of such work. The election in the case of
property being developed or improved is binding for all sub-
sequent years until the development or construction work is
completed.

As a matter of fact, Treasury Department regulations
provide even further enhancement of the tax planning flexibil-
ity pertaining to carrying charges. For example, regarding
the election to capitalize individual items within a given
project, Regulation 1.266-1(c) states, in bgrt, that

the taxpayér may elect to capitalize any one or mcre of
such items even though he does not elect to capitalize

the remaining items or to capitalize items of the same
type relating to other projects. However, if expenditures
for several items of the same type are incurred with re-
spect to a single project, the election to capitalize must,
if exercised, be exercised as to all items of that type.

Incidentally, problems have arisen in defining the
term '"'project.” On this issue, one tax practitioner has made
the following comment:

The regulations offer no real assistance in defining

a project. Experience has indicated that Agents have
not been rigid on this point and considerable flexi-
bility may be used in breaking a large development into

several projects if done in a reasonable manner and
with substantial supporting evidence.3%
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Whether or not a particular developer will find it
desirable in income tax reporting to capitalize carrying charge
items or to deduct them currently depends on the developer's
present tax status and anticipated future tax positions. An
important consideration, no doubt, is the developer's desire
to defer income taxes and thereby make additional operating

funds currently available.

Site Improvement Costs

Site improvement activities and their corresponding
costs may be classified in a number of different ways. Fre-
quently, they are separated into two general categories, off-
site improvements and on-site improvements. These two cate-
gories, however, are relative in nature, and confusion some-
‘times exis£§ regarding the exact distinction of each.

With respect to residential land development, off-site
improvements are most often considered the development activi-
ties which are not directly identified with individual lots to
be sold. These are activities which generally benefit in common
the whole subdivision or major portions of it. Representative
of off-site improvements are the following: initial clearing,
draining, filiing, and grading of broad site aré;s; grading
and surfacing of streets and roads; installation of curbs and

gutters; installation of water, drazinage, and sanitary sewerage




123
mains; installation of electric, gas, and other utility facili-
ties; and the construction of parks, playgrounds, lakes, and
other recreational or scenic facilities.

On-site improvements constitute those development activ-
ities which can be directly related to the individual residen-
tial lots to be sold. The most significant on-site improvement
is the home or other structure constructed on the lot. Examples
of other on-site improvements are the following: lot grading
and leveling; terracing where sloping land is involved; construc-
tion of retaining walls; surfacing of driveways and walks;
installation of sewer laterals, water laterals, gas pipes, and
electric wires; and lot landscaping and planting.35

From a financial accounting standpoint, the basic
difference between off-site improvement costs and on-site
improvement costs is that the former are indirect costs with
respect to a given lot and, therefore, must be indirectly
allocated to individual lots using one or more allocation
methods, whereas the latter may be accumulated by separate
lots. However, as a matter of practice, resulting from the
increased accounting detail required in the direct accumulation
of on-site improvement costs by individual lots, most develop-
ment firms do not attempt to make a distinction between off-

site and on-site costs in their financial reporting. They

simply accumulate and allocate the on-site costs along with
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the cff-site costs.

Particularly from a Federal income tax standpoint,
problems have arisen regarding the allocation of certain site
improvement costs to salable lots. For the most part, the
problems involve the following two types of expeﬁditures:

(1) expenditures for improvements which possess investment
characteristics for the developer and (2) expenditures for
development costs which may be refundable to the developer.

Expenditures for Improvements Possessing
Investment Characteristics

Most of the court cases pertaining to improvements
which to the developer represent a potential ownership, or
investment, interest in the facilities provided involve water
supply and sewerage disposal systems. Where an ownership
interest is found to exist, the courts frequently do not per-
mit such improvement costs to be allocated to salable lots.
Instead, the facility must usually be accounted for as a
separate capital item.

In Colony, Inc.,36 for instance, the Tax Court held

that the cost of a water supply system constructed by the
developer to serve a subdivision project could not be added
to the cost of the subdivision lots because the developer
"retained full ownership and control of the water supply

system during the taxable years, and that it did not part with
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the property for the benefit of the subdivision lots." The
Court ruled against the allocation of cost to the lots even
though the water supply system had not been operated at a
profit during the taxable years and in spite of the taxpayer's
contention that the pumping station would probably be abandoned
when facilities of a public water company reached the subdivi-
sion.

7
On the other hand, in Estate of M. A. Collins,3 the

Tax Court ruled that the cost of constructing a sewerage dis-
posal system to serve a subdivision could be included in the
basis of the lots to be sold in the subdivision. The Court,
in this case, agreed with the developers' contention that the
basic reason for constfucting the sewage disposal system was
to make the lots in the subdivision salable. Fufthermore, the
Court found that the developers ''did not retain full ownership
and control of the sewage system, and that they parted with
material property rights therein for the benefit of the sub-

division lots." 1Incidentally, in Estate of M. A. Collins, the

Tax Court clearly summarizes its position on the matter of the

allocation of costs to salable portions of property in a sub-

division development, as reflected in the following statement:
. . « if a person engaged in the business of developing
and exploiting a real estate subdivision constructs a

facility thereon for the basic purpose of inducing people
to buy lots therein, the cost of such construction is
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properly a part of the cost basis of the lots, even though
the subdivider retains tenuous rights without practical
value to the facility constructed (such as a contingent
reversion), but if the subdivider retains "full ownership
and control"” of the facility and does ''mot part with the
property. . .for the benefit of the subdivision lots,"
then the cost of such facility is not properly a part of
the cost basis of the lots.

As a result of the foregoing statement, it is clearly
evident that the major points to be considered in determining
whether the cost of a facility provided in a subdivision devel-
opment may be allocated to the cost basis of salable lots is
(1) whether the facility was constructed to induce people to
purchase the lots, (2) the extent of ownership and control of
the facility retained by the developer, and (3) whether the
developer gives up the property for the benefit of the lot
owners. In general, where the developer retains a potential
investment interest in the property or where ownership may
revert back to the developer (except in the case of highly
unlikely or contingent circumstances), the Internal Revenue
Service and the courts will normally hold that the cost of the
property cannot be included in the basis of the lots to be
sold.

However, in a few recent court cases involving the
construction of water and sewerage facilities by a developer

in order to make development of a subdivision possible, the

courts have held that the costs of the facilities could be
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added to the basis of the subdivision lots, even where the
facilities were eventually sold to a municipally-owned utility
company. In most of these cases, the construction of the
facilities by the developer was necessary because the munici-
pality could not, or would not, provide the facilities. In
most instances, when the facilities were first constructed,
thevy were transferred by the developer to a utility company
owned by the developer, with the only consideration received
from the utility company being the obligation to provide the
required services to the lot owners.

One case illustrative of this practice is Commissioner

v. George W. OffuttAIII.38 In this case, the Fourth Circuit

Court of Appeals affirmed a Tax Court decision that the cost
of developing water and sewerage facilities necessary for the
development of lots in a subdivision was correctly included

in the cost basis of the subdivision lots to be sold. The
land development corporation, partly owned by the taxpayer,
transferred its ownership of the water and sewerage facilities
to a public service corporation, wholly owned by the taxpayer,
with the only consideration received from the utility company
being the utility firm's obligation to furnish water and sewer
services to the purchasers of lots., According to the facts in
the case, the county and the town in which the subdivision

tract was located refused to accept the obligation of supplying
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the water and sewer facilities even where the developer offered
to "install the necessary lines and facilities and convey them
without other consideration than the assumption of an obliga-
tion . . . to operate them and through them to supply adequate
water and sewer services to the purchaser of houses in the
subdivision.” As a matter of fact, other developers in the
area, because of no alternative, transferred water and sewer
lines to the taxpayer's public service corporation with the
only consideration on the part of the utility firm being the
obligation to operate the facilities and provide the necessary
services. Eventually, the water and sewer lines and other
facilities of the taxpayer's public service corporation were
sold to a municipally-owned authority.

The Commissioner argued in the Offutt case that when
the land development corporation transferred the water and
sewer facilities to the taxpayer's public service corporation
the transfer represented a taxable dividend to the taxpayer
in the amount of the cost of the facilities to the land devel-
opment corporation. Furthermore, the Commissioner contended
that the cost of the investment should not be allocated to
the cost of the land and that sufficient consideration for the
transfer was not provided by the public service firm's obligation
to operate the facilities. The Tax Court ruled, however, that

the water and sewer facilities constructed by the development
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company were necessary for the development of the tract and
that they did not constitute "an independent investment in

salable or productive assets,”

or an attempt to siphon off
profits from the development company to the individual tax-
payer.

Facts very similar to those appearing in Commissioner

v. Offutt occurred in a subsequent case, Willow Terrace Develop-
39

In this case, as in the

ment Co., Inc., v. Commissioner.
previous case, a Federal circuit court of appeals held that
the cost to the developer of conétructing and operating water
and sewerage systems for a subdivision was properly allocable
to the cost basis of the lots developed. In this court case,
the developers also transferred the facilities to a utility
company owned by them, and the facilities were likewise even-
tually sold to a municipality. The Commissioner argued in

the Willow Terrace Development Company case

that the facilities may be allocated to the cost of the

lots only if they are constructed in order to sell the

lots and are permanently and irrevocably dedicated to the
lot owners so that the cost of the facilities is recoverable
in no other manner. (Italics mine.)

The Court, however, was not in total agreement with the Commis-
sioner and made the following statement:

We cannot accept the rule advocated by the Commissioner,
which in effect allows deduction only when the costs can
be recovered in no other manner. Some relevant factors

to be considered in determining the proper tax treatment
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of the costs of such facilities are whether they were
essential to the sale of the lots or houses, whether

the purpose or intent of the subdivider in constructing
them was to sell lots or to make an independent invest- -
ment in activity ancillary to the sale of lots or houses,
whether and the extent to which the facilities are dedi-
cated to the homeowners, what rights and of what value
are retained by the subdivider, and the likelihood of
recovery of the costs through subsequent sale.

The water and sewerage systems which were at issue

in Willow Terrace Development Co., Inc. v. Commissioner were

dedicated, under an FHA trust deed, to the benefit of the lot
purchasers, and a trustee held legal title to them for the
lot owners' benefit. At the time the trust deed was executed,
the assets comprising the systems were of little salable value.
As a matter of fact, the value of the facilities depended on
their sale to an adjacent city, the sale in turn resting on
"the vagaries of future annexation.” 6n1y after the city
actually did annex the subdivision did the possibility of cost
recovery through sale of the facilities to the city become a
reality.

The fact that utility facilities provided by a devel-
oper are unprofitable does not in itself relegate these items
to the status of site improvements which may be allocated to

40
the basis of salable lots. For instance, in Sabinske v. U.S.,

a 1962 Federal District Court case in Texas, the court ruled
that the taxpayers' costs of installing water systems in

subdivisions developed by them must be capitalized and




131

recovered through depreciation charges rather than being added
to the basis of lots in the development. The taxpayers had
provided evidence that the systems weré not profitable. Never-
theless, the Court felt that the taxpayers' evidence did not
illustrate that the systems would not become profitable once
the subdivisions were fully developed. Also, the Court felt
that many of the assets which comprised the water systems had
high values, and the individual assets, or the whole systems,
could probably be sold for a substantial sum. The Court held
that the taxpayers had parted with nothing of value and that
they continued to retain full ownership and control of the
systems. The systems were, therefore, considered tc be busi-
nesses owned by the taxpayers.

A case not involving water or sewerage facilities but
which does pertain to improvements possessing investment poten-

. 41
tial for a developer is Fairfield Plaza, Inc. The Tax Court

ruled in this case that the cost of paving and lighting a
tract of land lying between two parcels sold by the taxpayer
could not be allocated to the parcels that were sold. The
Court held that the ﬁract upon which the improvements were
made was retained by the taxpayer and could possibly be sold
at a later date.

To summarize, certain site improvement facilities may

constitute investment items for a development firm and, therefore,
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must be capitalized to a separate asset account rather than
be allocated to the cost basis of lots to be sold. The chief
considerations in determining whether improvement costs possess
investment characteristics are usually (1) whether the facili~
ties were constructed to induce individuals to purchase lots,
(2) whether the development firm retains ''full ownership and
control" of the property, and (3) does the firm ''part with the
property for the benefit of the subdivision lots." Other impor-
tant factors which have recently been given consideration by
the courts are (1) whether the facilities are necessary for
the sale of lots and will not be provided by other sources,
such as a municipality; (2) whether the developer's intention
in providing the facilities 'was to sell lots or to make an
independent investment in activity ancillary to the sale of
lots or houses"; and (3) the likelihood that the costs expended
for the facilities will be recovered through later sale. Whether
or not the development firm's operation of the facilities pro-
vides a profit does not appear to be a significant factor.

Development Cost Expenditures
Refundable to Developers

Some of the expenditures incurred by developers in
the process of improving subdivided property are frequently,
under certain conditions, refundable to the developers. These

expenditures often involve payments, or deposits, made to
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utility companies to cover the utility companies' costs of
extending their services to subdivided property. The deposits
are usually required by the utility companies before the com-
panies will provide services to the subdivision. Similarly,
utility companies éometimes provide reimbursement to developers
for costs directly incurred by the developers in installing
utility lines which connect subdivided property with the ser-
vices provided by the utility companies.

| Accounting for potentially refundable expenditures and
accounting for the refunds when received create problems for
developers from both a financial reporting and an income tax
reporting standpoint. The difficulties in accounting for these
items generally arise from the uncertainties surrounding the
receipt of the refunds, or reimbursements. For instance,
recoveries of these costs by developers may be dependent on
the number of customers in a subdivision adding a utility com-
pany's services, or they may be based on the revenues generated
from the sales of utility services to customers in the subdivi-
sion. Furthermore, the period over which the reimbursements
will be tendered will usually be limited in duration to a
specific number of years. Therefore, a developer is never
certain just how much of the utility-related costs will be
recovered from utility companies and when the reimbursements

will occur. In some cases, all of the refundable costs will
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be recovered early in the life of the development project; in
other cases, the full amount of the refundable costs will not
be recovered before the termination of the refund period.

Incidentally, a unique characteristic of potentially
refundable improvement expenditures is that the developer
actually has two possible sources of their recovery. One
source is, of course, through the receipt of the refund it-
self. The other is through the sale of lots. In either
instance, recovery is conditioned by considerable uncertainty.42

Regarding the initial accounting for potentially refund-
able expenditures, the chief question facing the developer is
whether these costs should be added to the cost of lots to be
sold or whether they should be accounted for in a manner simi-
lar to that in which many refundable deposits are handled,
i.e., as a separate asset account usually in the nature of a
receivable account. Arguments can be presented supporting each
of the two practices.

Current income tax authorities generally permit the
inclusion of refundable expenditures in the cost of lots to be
sold. In reference to these tax authorities, the author of an
enlightening article dealing with subdivider utility deposit
refunds, Dr. Gerald D. Brighton, states that "since 1960 it
has been clear that utility deposits are capitalizable as a

part of the cost of developing a subdivision."43
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The current tax authorities pertaining to refundable
expenditures incurred by developers consist of Revenue Ruling
60-3 and several court cases dealing with various types of

. . _— 44
utility services (gas, electricity, water, etc.). These
authorities will be reviewed below.

The tax authorities, as a matter of fact, have not
alwdys permitted the inclusion of utility deposits within the
cost of lots to be sold. But, today, based mainly on the
e lement of uncertainty surrounding the recovery of such costs
by developers, the tax authorities support the practice of
capitalizing these expenditures to the cost of subdivision
lots. Elaborating on the "uncertainty of cost recovery" princi-
rle, Dr. Brighton makes the following statement:

The fact which justifies capitalization to the sub-
division account in the first place, instead of using a
special deposit account as the Internal Revenue Service
had held before 1960, is that refunds are uncertain. Sales
of lots are also uncertain. As refunds do occur, the quan-
tity of uncertainty is diminished, but the nglity of
uncertainty of the remainder is not altered.

Although the income tax authorities currently permit
the inclusion of refundable expenditures in the cost of lots
sold, this fact alone, does not, in itself, provide grounds
for following such a practice in financial reporting. However,
the "uncertainty of recovery' argument, which represents the

chief reason for the current position taken by the tax authori-

ties, does provide considerable support for such a practice.
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Therefore, on the basis of the uncertainty of recovering such
costs, the practice of capitalizing refundable expenditures
to the cost of subdivision lots rather than carrying these
costs in separate asset accounts appears to have merit in
financial reporting as well as in income tax reporting.
In addition to the problem of initially accounting
for potentially refundable expenditures, the related--but much
more difficult--problem of accounting for the refunds when
they are received must also be dealt with by developers.
Regarding this second issue, how to treat refunds, Dr. Brighton
has made the statement that ''the answer . . . is ambiguous."4
Nevertheless, Brighton does an excellent job of categorizing
the chief possibilities with respect to the accounting treat-
ment of these items, and he presents some recommendations re-
garding their treatment. He lists, for example, four possible
methods of accounting for utility deposit refunds which are as
follows:
1. The refund is not income because it is a return
of a "prepaid asset" separate from the development-costs,

as the Government had contended in Divine, but which was
not sustained.

2. The refund is not income because it is a return
of capital tc be credited to the subdivision account reduc-
ing basis of lots being sold.

3. The refund is income in full as received.

4, The refund is income to the extent of tax benefit
from earlier deductions under authority of Section 1ll.
It is a reduction of basis to the extent not reportable
as income.
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In his article, Dr. Brighton illustrates, with respect

to each of the above four methods of accounting for deposit .
refunds, some of the income tax consequences resulting from
different combinations of refund and lot sale possibilities.
For examnle, he shows the income tax differences under each of
the four methods of handling deposit refunds when the timing
of utility deposit refund receipts is varied and when differ-
ent schedules of lot sales are considered, e.g., when 20 lots
are sold the first year and 20 lots are sold in the second
year; when 20 lots are sold in the first year, 10 lots in the
second year, and 10 lots in the third year; etc. As a con-
sequence of his analysis, he arrives at the following conclu-
sions:

In situations where it is realistic to assume that full

refunds will result, Section 111 gives a fully equitable

answer: report as income the portion of the refund in a

given year which was a part of basis of lots sold in prior

years, that is, the "tax benefit," and treat the remainder

as an adjustment of basis. This needs to be tempered by

the cost recovery method to the extent that full refund is

not reasonably predictable. . . . If the combination of

uncertainty of sales of lots and of refunds is great

enough, only the COSZ recovery method will prevent over-

statement of income.%48 :

A review of some of the pertinent income tax authori-

ties applicable to refundable expenditures will now be presented.
The discussion will deal first with those authorities pertaining

to the initial accounting for potentially refundable expendi-

tures and will follow with a discussion of the authorities
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affecting the handling of deposit refunds.

: 49
In Colony, Inc., the Tax Court held that payments

made to two utility companies to get them to extend their
services to a subdivision could be included in the developer's
cost basis of subdivision lots, even though the contracts with
the firms provided for reimbursements of the payments based

on the number of customers acquiring the services, up to a

period of ten years for one company and five years for the
other. The opinion of the Court states that the taxpayer

made unconditional payments to the two companies in order
to obtain utility service for The Colony, and thereby to
attract customers for The Colony lots. The payments were
thus closely related to the sale of the lots, and peti-
tioner's income from the sale of lots will be more clearly
reflected if a pro rata portion of the payments in question
are included in its basis for gain or loss in each lot
which was sold. On the other hand, the receipt of refund
payments from the utility companies is less closely related
to the improvement of the lots for sale. The payment of a
refund would be made only if a new customer was connected
to the utility companies' service extensions, rather than
at the time a lot was sold. Thus, if lots were sold to
purchasers who, for some reason, did not proceed to con-
struct residences, the petitioner would not receive refunds;
or, if a purchaser acquired two or more lots, on which only
cne residence was consftructed, the petitioner would receive
only one refund, rather than a number of refund payments
equal to the number of lots sold to the purchaser. Under
these circumstances, it is concluded that the payments to
the utility companies were directly related to the improve-
ment of The Colony lots for sale, and that the petitiomer
correctly included these payments in computing its basis
for gain or loss in the lots which it sold.

In Albert Gersten,50 refunds to be made by a water

company to four related corporations participating in land



139
subdivision and house construction activities were based on

a percentage of gross revenue derived from the sale of water

to the occupants of homes sold. The Tax Court held that the
corporations' payments for the cost of extending the water
company's lines into the subdivision, according to the contract
with the water company, were properly allocable to the cost of
the houses sold. The contract between the corporations and

the water company provided for the water company to make pay-
ments to the corporations for a period of ten years, but not

in an amount greater than the corporations' cost for construct-

ing the waterlines. As was the case in Colony, Inc., the Court

felt in Albert Gersten that "the controlling facts were that

the corporations made unconditional payments to provide utility
service for the subdivisions, and such payments were directly
related to the property sold."

Further support for the inclusion of water line installa-
tion costs in the cost basis of salable lots, even where such
costs are reimbursable to the developer, is provided by Revenue
Ruling 60-3.1 According to this Revenue Ruling,

Where a taxpayer is engaged in the development and

sale of lots in a subdivision, the cost of each lot, for

purposes of determining gain or loss, includes a pro rata
portion of the pavment made for installing water lines in
the subdivision, even though the taxpayer might receive a

repayment of all or part of such payment.

In addition, Revenue Ruling 60-3 states that ""the cost of the
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houses in the subdivision includes the payments made for the
cost of installing water meters in such houses."

Divine v. U.S.,52 a 1962 Federal District Court case

in Tennessee, deals specifically with deposits made to public
utility companies to get them to provide services to subdivided
property. In the Divine case, the taxpayer included utility
deposits in the cost basis of lots and later included in income
the repayments received from the utility companies. The Court
upheld the taxpayer's practice even though the Government con-
tended that the taxpayer should have established a prepaid
asset and then charged off the prepaid asset when reimbursement
of the deposit was received. 1In support of its decision re-
garding refunds of utility deposits in the case, the Court
stated that

The Government pretty well concedes that its own Internal

Revenue Code, Section 1011, and the Bulletin at page 285,

is on the taxpayer's side on that issue, as well as the

case of Gersten versus Commissioner, 28 Tax Court, at

page 756.93
As Dr. Brighton notes in his article, the Divine case repre-
sents an unsuccessful attempt by the Government to reinstate
its pre-1960 theory fegarding refundable deposits, 'a prepaid
asset or receivable theory."54

Another interesting case in which a developer was

allowed to allocate refundabie expenditures to the cost of

subdivision lots is Herzog Building Corporation.55 What is
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unique about this case is that it involves a developer's pur-
chase of sewerage revenue bonds required by a municipality to
cover the municipality's cost of constructing an adequate
sewerage system for the developer's subdivision.

The Commissioner argued in the Herzog case that,
because petitioner agreed to and did buy sewerage revenue
bonds rather than build the sewerage system itself, and
because petitioner at all times during the taxable years
exercised full ownership and control over the bonds, peti-

tioner may not, under Colony, Inc., . . . allocate the
d price of the bond ' £1 1d.”
agreed price of the bonds to its cost of lots sold.

Nevertheless, the Court disagreed with the Commissioner's posi-
tion and held that the developer could allocate to the cost
basis of the subdivided land the amount it agreed to pay for
the sewerage revenue bonds. |

The Court recognized in Herzog that the municipality
"would not have approved petitioner's subdivision plans, nor
would it have issued building permits, until it was certain
that an adequate sewerage system would be provided for the
new area." Furthermore, the Court noted that the "'petitioner's
purpose in agreeing to buy the . . . sewerage revenue bonds
was to make possible the construction and sale of houses in
the proposed subdivision, and was not to make an investment
in the bonds.”

The Court apparently evaluated the sewerage revenue

bonds from the standpoint of substance rather than form and



142
concluded that the cost of the bonds more realistically repre-
sented potentially refundable utility deposits than the purchase
of investment securities. Also, because the uncertainties
surrounding the collection of the bonds were obviously quite
similar to the uncertainties underlying the recovery of utility
deposits, the Court permitted the expenditures for the bonds
to be allocated to the cost basis of subdivision lots, in a
manner similar to the handling of wtility deposits.

In the Herzog case, the Court not only allowed the
taxpayer to allocate to the basis of lots the cost of the
sewerage revenue bonds, but the taxpayer was even permitted
to allocate the full amount of the agreed price of the bonds
before actual payment of the full price was made. With respect
to this point, the Herzog case will be discussed below within
the discussion of estimated future improvement costs.57

Unfortunately, the authorities dealing with the income
tax treatment of utility refund receipts are not nearly as
conclusive as those which relate to the initial recording of

the expenditures. For instance, Dr. Brighton feels ''that all

of the available court cases are just vague enough so that
they neither refute nor completely support' the logic under-
lying his recommendations for handling utility deposit refunds
58

by developers, as presented above.

With respect to the handling of deposit refunds, the
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four cases just discussed, Colony, Gersten, Divine, and Herzog,

have only a slight bearing on the issue. A much earlier court

59

case, Chevy Chase Land Co., is the most significant case

dealing with the receipt of refunds.

The Chevy Chase case concerns the inclusion of refunds

as taxable income in the year received. The case involves a
situation in which a taxpayer had in 1925 paid special iﬁprove-
ment taxes on land which it owned. These improvement taxes
were capitalized to the cost of the property, all of which was
sold prior to 1932. Because the law under which these taxes
were assessed was found to be unconstitutional, the taxes were
refunded to the taxpayer in 1932. The Commissioner argued

that the refunded taxes must be included in the taxpayer's
income for the year when received because the taxpayer had been
allowed to receive a tax benefit from the inclusion of the taxes
in the cost of lots sold. The Court upheld the Commissioner's
argument.

Regarding the Court's ruling in the Chevy Chase case,

Dr. Brighton states that ''this is wholly logical.” Because,

as he notes, "It is a perfect example of a Section 111 situation

and also of the general accounting rule that any receipts over
60

and beyond capital recovery are income."

However, it cannot be construed from Chevy Chase that

refunds per se are automatically taxable income in full when
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received. The reason is that the "income in year received"

theory applied in Chevy Chase appears to be conclusive only to

the extent that all of the lots to which the refunded amount
relates have been sold. In other words, the taxpayer must
have already received full tax benefit from the inclusion in
the cost of lots sold of the total amount of the improvement
costs which are being refunded. 1If the taxpayer has received
a tax benefit from only a portion of the improvement costs
refunded; then, in line with Dr. Brighton's logic, the refund
should be considered taxable income only to the extent of the
tax benefit obtained from prior deductions. The additional
amount of the refund would be a reduction in the cost basis
of the unsold lots to the extent that such amount is not reported
as income.

Although taxability of refunds was not an issue in

Colony, Inc., the opinion of the Tax Court in the case does

contain the statement that the taxpayer ''concedes, on brief,
that such refunds would, if made, constitute taxable income,"

and the Court cites the Chevy Chase case. At any rate, Dr.

Brighton notes that the facts in Colony, Inc. do not indicate

whether all of the land had been sold and, therefore, whether
all of the cost had already been recovered before the refunds
were received. Likewise, he mentions that the Divine case is

not clear as to the manner in which the taxpayer computes
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income from deposit refunds nor does it indicate whether all
of the lots had been sold.61

In short, the discussion of potentially refundable
improvement expenditures reveals that these charges may, in
general, be included in the cost basis of lots to be sold and,
therefore, provide a reduction in the income to be reported
from the sale of lots. On the other hand, the manner in which
the refund receipts themselves when received are to be handled
is not settled. Dr. Brighton's recommendations on this latter
issue appear to be logical and warrant consideration. In
review, Brighton recommends that in cases where full refunds
can be expected the ''tax benefit" rule be applied, i.e., "report
as income the portion of the refund in a given year which was
a part of basis of lots sold in prior years . . . and treat
the remainder as an adjustment of basis.'" Where "full refund
is not reasonably predictable"” or where '"'the combination of
uncertainty of sales of lots and of refunds is great enough,"

use the "'cost recovery method."62

Estimated Future Improvement Costs

Perhaps the most difficult accounting problem facing
land developers involves the sale of lots prior to the comple-
tion of all related site improvements. In order to have a

proper matching of revenues and expenses for the period of the
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sale, additional costs necessary to complete the improvements
to these lots must be estimated and included in the cost of
sales for the period. Failure to follow this procedure will
result in an understatement of the cost of lot sales for the
period and a consequent overstatement of net income for the
period.

One method of accounting for the future improvement
costs applicable to lots sold involves charging these estimated
costs either to the lot inventory account or directly to the
cost of lot sales account and crediting an estimated liabil-
ity account. As improvement costs applicable to lots sold
are incurred, these expenditures are offset against the esti-
mated liability account. Adjustments to the estimated liabil-
ity account are made at the end of each accounting period in
order to bring this account into balance with the current
estimate of improvement costs to be incurred on lots already
sold. These adjustments, unless extremely material in amount,
are usually considered items affecting the current period's
profits only. This method of accounting for future lot
improvement costs has been referred to as the "liability
method" because it reflects in the balance sheet the liability
for estimated future improvement costs related to lots already
63

sold.

An alternative method of handling future lot improvement
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costs has been designated the 'contingent method.” Under the
"contingent method," improvement costs for the project as a
whole are estimated and entered in the accounts as a charge to
a land and improvements inventory account, and a corresponding
credit is made to an estimated liability account. Whenever
a sale occurs, the proportionate amount of total cost is trans-
ferred from the land and improvements account to the cost of
sales account. Actual improvement expenditures incurred dur-
ing the period are charged against the estimated liability
account. Adjustments are made at the end of the period, and
perhaps at other times during the period, to increase the lia-
bility account. For balance sheet presentation, the amount of
the estimated liability applicable to unsold lots is offset
against the land and improvements inventory account, leaving
in the inventory account on the statement date only the amount
of improvement costs actually spent on unsold lots. Conse-
. quently, the estimated liability account then contains only
the future costs to be expended on lots already §gl§.64

Both of the foregoing methods of handling future site
improvement costs should provide essentially the same net
results in a development firm's income statement and balance

sheet. The "liability method" places emphasis on the estima-

tion of costs to complete lots sold. The "contingent method"
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emphasizes the estimation of costs for the entire project.

Because so many of the costs to be incurred in com-
pleting a project are likely to apply to both lots already
sold and those still to be sold, developers may find it easier
to estimate costs for the project as a whole and then to allo-
cate these costs between lots sold and those yet to be sold.
Therefore, most developers will probably prefer the contingent
method over the liability method.

For Federal income tax purposes, land developers are
also permitted to include in the basis of lots sold the esti-
mated cost of future improvements that they are contractually
obligated to provide and which cannot be recovered through
depreciation.65 However, the requirements for qualifying for
this provision are extremely complicated.

Mimeographed Letter 4027 (Mim. 4027), issued by the

Treasury Department on June 10, 1933, and published in the
Treasury Department Cumulative Bulletins, lists the types of

information which the developer must furnish in support of

his estimate of future improvement costs.66 Some of the

requirements contained in this publication are as follows:

(1) The actual cost or other basis to the vendor of
the entire tract of which the property sold forms a part;
together with such facts and data as may be necessary to
establish that the cost or other basis of the property
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sold, as shown by the vendor, is the correct proportion of
the total cost or other basis of the whole tract.

(2) An accurate description of each class of the pro-
posed improvements and definite evidence that the vendor
is contractually obligated to make all of such improve-
ments to the property sold during the year under considera-
tion, together with an estimate of the maximum period within
which the improvements will be completed.

(3) Complete details regarding the method of estimat-
ing the total cost of each class of improvements to be
made to the entire tract, together with such evidence as

may be necessary to establish the correctness of the esti-
mated costs.

(4) A plat or map of the entire tract and a detailed
statement showing the portion of the total cost of each
class of improvements allocated to each lot or subdivision
of the entire tract, with such information as may be neces-
sary to establish the correctness of that allocation.
Other provisions in Mim. 4027 deal with the reporting of actual
expenditures incurred on property sold in prior years upon
which estimated future improvement costs were included and
the reporting of gain on collections or repossessions of install-
ment sales made in prior years upon which the cost basis includes
estimated future improvement costs.

According to Mim. 4027, if all of the required improve-
ments related to lots sold in prior periods have been completed
or if the period the developer anticipated for the completion
of the estimated improvements or five years, whichever is

shorter, have elapsed, and all estimated improvements have not

been incurred, then the developer must determine for each prior
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year the additional tax liability arising with respect to the
estimated future improvement costs not yet incurred. The tax
liability for each period will be recomputed on the basis of
the amounts actually spent, and possible deficiency assess-
ments may be issued.

However, if the developer can show that he has "good
and sufficient reasons" for not incurring all of the contrac-
tual obligations within the estimated period or five years,
whichever is shorter, then the developer is permitted to file
a waiver of the required time period, thereby deferring the
final determination of the taxable gain arising from the sale
of lots each year. However, Mim. 4027 points out that the
developer cannot defer the ultimate determination of gain
indefinitely.

As a matter of fact, Mim. 4027 also required the filing
of the waiver, on the prescribed form, for the original period
in which estimated future improvement costs are to be included
in the cost basis of lots sold. However, some question exists
regarding the validity of this requirement and the right of
the Commissioner to refuse the inclusion of future improvement
costs in the basis of lots sold where the taxpayer has failed
to file the waiver.

67

In Cambria Development Co., the inclusion of estimated
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costs in the basis of lots was permitted although a waiver
was not filed. The opinion of the Court in this case contained
the following statement: '"It is well established that as a
matter of law the petitioner has the right to include in its
cost such estimated future expenditures for the development
of the property as required by its contract of sale."

In order to obtain acceptance of the inclusion of
estimated future improvement costs in the basis of lots sold,
the developer's estimates must be reasonable and the obliga-
tion to provide the improvements must be enforceable. In

68
Frishkorn Real Estate Co., for instance, subsequent events

revealed that the estimate of improvement costs was arbitrary,
and the Court held that costs included in the basis of lots
sold must be limited to amounts actually spent. In Butler-

69
Fornari Realty Corporation, the taxpayer was disallowed the

inclusion of estimated costs of future improvements required
under its sales contracts because no attempt was made for more
than eight years to fulfill the obligation. Furthermore, the
facts revealed that there was no indication that the obligation
to provide the improvements would ever be enforced. Similarly,

70
in Colony, Inc. the developer failed to prove that estimated

improvement costs beyond a given date were required or were
actually incurred. Hence, the Court ruled that the inclusion

of improvement costs in the basis of lots sold shall be limited
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to the expenditures incurred up to that date.

71
In Herzog Building Corporation, discussed above with

reference to refundable utility deposits, a development company

was permitted to allocate to the cost of lots, prior to payment

in full, the entire amount it agreed to pay a municipality for
the purchase of sewerage bonds. The developer offered to pur-
chase the bonds so that the municipality'could build a sewerage
system that would make it possible for the development project
to be undertaken. The value of the bonds, as previously noted,
was dependent upon the success of the development venture.
Estimated future improvement costs, as the above dis-
cussion reveals, contain many interesting facets. Especially
important is.the fact that the Federal income tax laws permit
these costs to be included in the cost of lots sold during a
period. Because the inclusion of estimated improvement costs
in the cost of lots sold may significantly affect the periodic
earnings of a development firm for book and tax purposes, the
developer must give adequate consideration to the reporting

of these items.

Summary

Various expense determination factors in land develop-
ment operations were analyzed in the present chapter. Both

financial reporting and income tax reporting aspects were
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considered. The factors discussed consisted of the following:
the significance of joint costs in expense determination, cost
allocation methods, non-salable portions of a development pro-
ject, land acquisition costs, carrying charges, site improvement
costs, and estimated future improvement costs.

The expense determination procedure in land development
accounting is complicated by the extraordinarily large amount
of joint land and improvement costs existing in the land devel-
ment activity. Determining the cost of improved lots or sites
involves the allocation of these joiqt costs.

Although a number of different cost allocation methods
have been accepted for financial statement presentation and
for income tax reporting, developers frequently experience
difficulty in selecting allocation methods that are equitable
in given situations. 1In spite of this fact, for income tax
purposes, the courts have consistently refused to find the
allocation of costs impossible in situations where real estate
activities are involved. Thus, developers are forced to adopt
cost allocation methods, and they are usually not permitted to
use the "cost recovery method" in relating costs to revenues.
As a result of this situation, as well as the additional fact
that land acquisition costs must be allocated to individual
lots as of the land acquisition date, developers will probably

benefit from an examination of cost allocation methods prior
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to the acquisition of undeveloped land. In other words, in
the initial planning phase of a project, developers should
evaluate the tax consequences of selecting different allocation
methods.

The income tax treatment of non-salable portions of a
development project should also be evaluated prior to acquisi-
tion of the land or at least during the initial development
stage. Particularly important in this respect is the considera-
tion accorded the dedication of land for such community uses
as parks, playgrounds, and country clubs.

Developers frequently face important decisions arising
from, or rela;ed to, the treatment of land acquisition costs,
carrying charges, and site improvement costs. For example,
with respect to carrying charges, the Federal income tax laws
provide developers a great deal of flexibility, and developers
must éléct to follow specific procedures from among available
alternatives.

The accounting problems arising with regard to site
improvement costs often involve two types of expenditures,

(1) those constituting investment items for the developer and
(2) those which may be refundable to the developer. In both

instances, the developer would be wise to evaluate the income
tax consequences of such items prior to incurring the expendi-

tures.
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A most significant factor pertaining to site improvement
costs is that in both financial reporting and in income tax
reporting these costs may often be estimated and included in
the cost of lots sold before the expenditures have actually
been incurred. However, the requirements for qualifying for
this practice in income tax reporting are quite complicated.

The following chapter analyzes important income tax
factors in selecting the form of business organization for
residential land development enterprises. The discussion is
primarily devoted to the tax planning considerations faced by

small-scale development firms.
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CHAPTER V
TAX FACTORS IN SELECTING THE ENTITY FORM

FOR RESIDENTIAL LAND DEVELOPMENT FIRMS

Introduction

Selecting the entity form for conducting the activities
of land development enterprises is one of the most important
initial tasks facing residential land developers. The ultimate
financial returns to land development investors in many ways
depend on the outcome of this decision. The purpose of this
chapter is to analyze significant income tax factors to be
considered in selecting the entity form of land development
organizations. The discussion will concentrate on tax factors
particularly relevant to small;scale development firms. (Small-
scale development companies, as noted in Chapter I, have been
designated for the purposes of this study as local or regional
organizations undertaking residential development projects
which are less than 500 acres in size.)

Small development companies generally have a great deal
of flexibility in choosing a form of business organization in

which to carry out their operations. In contrast, large-scale

161
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development firms, e.g., those firms undertaking projects
approaching or on the scale of the '"new-town" ventures (ordi-
narily 1,000 acres or more in size), are usually limited to
the corporate form of organization or, to a certain extent
today, to a very recent, and highly technical, innovation
known as the "public real estate limited partne'rship."1 In
other words, because of the vast amounts of capital required
to carry out their activities, the large land development firms
must generally have access to public securities markets in
order to obtain sufficient equity funds. As a consequence,
these firms do not have the flexibility of selecting among a
variety of entity forms as do the smaller firms.

Numerocus factors must be evaluated in making the choice
of the form of organization for a small-scale land development
enterprise. As is the case with virtually all business enter-
prises, these factors involve financial, legal, income tax, and
operational matters.

To an exceptional degree today, income tax factors tend
to influence the selection of the entity form of the land devel-
opment firm. In fact, the income tax consequences alone often
encourage or discourage potential organizers and subsequent
investors from participating in a development venture. As a
result, particular emphasis is placed on some important income

tax factors in selecting the entity form. The income tax factors
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studied will be viewed primarily from the standpoint of their
peculiarities to land development enterprises. In addition,
a few related non-tax aspects in choosing the form of organi-
zation of development enterprises will be briefly discussed.

At the present tiﬁe, the list of entity forms available
to small land developers is quite extensive. For example, it
includes the following: the individual proprietorship, the
general partnership, the limited partnership, the joint venture,

2 and the corpora-

the real estate syndicate, the business trust,
tion (including particularly the income tax entity commonly
referred to as the "Subchapter S corporation). However, the
list excludes the tax entity known as the "'real estate invest-
ment trust,'' because this form of business organization cannot
be used for Federal income tax purposes by firms buying or
selling real estate in the regular course of their operations.
With respect to non-tax features, a variety of differ-
ences exists among the above-mentioned entity forms. However,
for Federal income tax purposes, all of the foregoing forms
of doing business can generally be grouped into two broad
categories, incorporated enterprises and unincorporated enter-
prises. Unincorporated firms consist of individual proprietor-
ships, general and limited partnerships, joint ventures, and,

in some cases, real estate syndicates. For the purposes of the

discussion in this chapter, noncorporate enterprises will be
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represented primarily by general partnerships.

A real estate syndicate, incidentally, may be taxed
as either a corporation or a partnership depending upon its
fundamental characteristics. As a matter of fact, the term
"real estate syndicate" is really rather ambiguous because it
simply refers to a group of investors who have joined together
to undertake some type of real estate investment activity.
This activity may involve the development of raw 1and, or it
may pertain to the development or acquisition of income-producing
property, e.g., apartment houses, shopping centers, and office
buildings. The regulations regarding the characteristics of
corporations frequently rule in the determination of the taxa-

4

tion of a syndicate.

The business trust form of ownership can also be used
in land development activities. This entity form, where avail-
able, may be created simply by the signing of a trust agreement.
For the most part, the business trust possesses non~-tax features
similar to the corporation. Furthermore, as a number of authori-
ties have noted, the business trust arrangeme 1is usually so
similar in many respects to the corporation that it is very
difficult to avoid having such an entity taxed as a corporation.5

Therefore, this entity form normally does not provide any par-

ticular income tax advantages.
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Non-Tax Considerations

In conjunction with the evaluation of income tax aspects
in the selection of the entity form for a land development firm,
many non-tax factors should be considered. These non-tax con-
siderations frequently include the following: (1) ease of
formation and dissolution of the firm, (2) continuity of the
entity life, (3) limitation of personal liability of owners,

(4) ability to raise financial resources, (5) ease in maintain-
ing and transferring real property ownership, (6) regulation

by govermmental bodies, and (7) simplicity of operation. Practi-
cally all of these factors must be assessed to some extent in
selecting the entity form for any business enterprise. However,
a few of the factors hold particular importanqe for land devel-
opers. For example, the limitation of personal liability of
owvners seems to have a major impact on the selection of the
entity form.

The limited personal liability of the corporate form
of organization strongly influences many developers to operate
their firms as corporations. For the most part, the high
risks of land development provide the inducement for land
development investors to emphasize the curtailment of personal
liability. The corporate limited liability feature, in fact,
sometimes appears to be more important to developers than the

possible unfavorable income tax consequences of the corporate
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form, e.g., "double taxation" and lack of ability to pass
through to owners operating losses of the firm.

The corporate limited liability benefits are reduced
to a degree by the fact that land developers operating their
firms as corporations often have to pledge personal assets in
support of certain debts of the firm, or they have to personally
sign as guarantors of some debts. 1In other words, when lenders
and suppliers are trying to decide whether to advance funds or
materials to the development organization, they are probably
more concerned with the reputation and credit wprthiness of the
individual owners of the development enterprise than with the
particular form of ownership of the firm. An important conse-
quence of this state of affairs is that the ability of a small
land development firm to raise capital is probably not materi-
ally affected by the firm's form of doing business.

At any rate, the corporate form does provide a certain
amount of protection to land development investors from the
expropriation of their personal assets in the event of the fail-
ure of the enterprise. On the other hand, the limited partner-
ship form of ownership likewise holds much promise in the area
of limiting personal liability. In addition, the limited part-
nership affords investors various income tax advantages charac-

teristic of noncorporate enterprises.
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The election to have a land development corporation
taxed as a Subchapter S corporation also provides the benefits
of limited liability. In addition, the Subchapter S election
provides other advantageous non-~-tax features of corporatioms,
such as continuity of entity life and easy transferability of
owner interests. At the same time, the Subchapter S election
provides certain income tax advantages over the regular taxa-
tion of corporations. However, the complexity of the Subchapter
S regulations, as is noted below, often detracts from the favor-
able features of this tax reporting entity.

Another non-tax factor receiving particular attention
in the selection of the entity form of the development firm is
the ease of maintaining and transferring legal ownership of
the property. Because the corporation can hold legal title
to real property in its own name, the corporate form of entity
ownership tends to simplify the task of acquiring, holding,
and transferring title to developed land.

Incidentally, related to the issue of the ability of
corporations to hold legal title to real property is another
matter which has become important in recent years. This issue
involves the financing problem caused by the passage of local
laws to curtail usurious interest rates. These laws generally
provide that individuals and partnerships cannot be charged

interest rates in excess of a spccified legal limit, but the
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laws usually do not apply to corporations. The penalties to
lenders who charge excessive interest rates to noncorporate
borrowers can be extremely severe. Fof example, the lender
may stand to lose not only the interest on the loan but also
the prinéipal as well, if the noncorporate borrower‘success-
fully raises the defense of usury.6

Because the financing of land development projecté
sometimes requires the payment of interest rates in excess
of the legal limit, legal title to real property may be placed
in a corporation, at least for financing purposes. Therefore,
land developers are provided a further motivation to operate
their firms as corporations.

Incidentally, some noncorporate entities have made
attempts to have legal title to real property held in tﬁe name
of a corporation (usually referred to as a "dummy corporation"
or "straw corporation') for state usury law purposes but to
have this corporation either completely ignored for the pur-
poses of Federal taxation or merely treated as an agent of
the noncorporate enterprise. However, many technical diffi-
culties surround the attempt to have the dummy corporation
held to be the nominal owner of the property for Federal income
taxes, and, therefore, not subject to the income tax, while
the noncorporate entity is deemed the equitable owner. Regard-

ing the many court cases in the dummy area, one significant
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source states that the Commissioner of Internal Revenue has
been "the victor more often than the taxpayer."7

In many ways, non-tax factors have a direct bearing
on the income tax analysis to be exercised in selecting an
entity form. For example, certain specific non-tax elements
must be evaluated, under Treasury Regulation 301.7701-2, in
determining whether a given business organization has more
corporate attributes or more partnership attributes for tax
reporting purposes. These factors are the following: (1)
continuity of entity life, (2) limitat;on of personal liability,
(3) transferability of owner interests, and (4) centralization
of management. In some instances, unincorporated organizations
(frequently real estate syndicates), which are considered for
purposes of general law as partnerships, may be referred to
as "associations" for income tax purposes and taxed as cor-
porations because they possess more corporate than partnership
characteristics.8 The consequences of having an organization
considered a corporation for tax purposes rather than a partner-
ship can often be diéastrous to the investors in the enterprise,
particularly if the tax planning for the enterprise has been
specifically based on the use of the partnership form of owner-
ship.

The ease of physical and legal dissolution of the

organization is another non-tax factor that can also have an
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effect on the firm's income tax planning. This may be true,
for example, when the shareholders of a land development cor-‘
poration anticipate the liquidation of the enterprise andl
would like to use the special liquidation provisions of Section
333 or Section 337 of the Internal Revenue Code, both of which
are briefly discussed below.9 As a matter of fact, at the

time of the formation of any enterprise, the difficulties in
liquidating the enterprise and the adverse income tax conse-
quences of a possible liquidation of the firm should be care-
fully evaluated.

The significance of certain non-tax factors in the
selection of the entity form for residential land development
firms has been discussed in this section. Particular emphasis
was placed on the relationship of non-tax factors to income
tax considerations. The remainder of the chapter is devoted
to discussions of income tax aspects of noncorporate and cor-

porate forms of ownership.

Noncorporate Ownership

Use of the partnership or other noncorporate form of
ownership generally provides the small land developer greater
income tax advantages than are érovided through the use of the
corporate form of ownership (except perhaps when the Subchapter

S election is exercised by the corporation). On the other
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hand, many important non-tax aspects of partnershipé appear to
be less favorable than those of corporate enterprises. For
example, in comparison with the corporation, partnerships
require more personal liability by owners (except in the case
vof limited partners in a limited partnership), provide less
freedom in transferring ownership interests, experience more
difficulties in maintaining the continuity of tﬁe business,
provide fewer sources of_capital, and usually have less centrali-
zation of management. The failure to limit personal liability,
as already noted, is probably the biggest non-tax disadvantage
to the use of noncorporate forms of ownership in the land devel-
opment area.

The following discussion covers some of the favorable,
as well as unfavorable, income tax features of partnerships.
Coverage is limited to those aspects particularly important to

land developers.

Avoidance of '""Double Taxation"

To land development investors, the chief income tax
advantage cf partnerships is probably the avoidance of the
""double tax'" burden inherent in corporations. Not being a
separately taxed entity, the partnership has its earnings taxed
directly to the individual owners of the enterprise.lo This

characteristic also applies, with certain important modifications
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and with the exception of capital gains in certain cases, to

the Subchapter S corporation.

"Pass Through' of Net Operating Losses

Another important income tax feature of partnerships
from the standpoint of land developers is the fact that net
operating losses of the firm can be used in the individual
income tax returns of the owners to offset other income of
the owners. However, a partner's deduction for his share of

net operating losses is limited to the adjusted basis of his

partnership interest at the gnd of the partnership year in
which the loss was incurred.11 A salient point, in this respect,
is that the partner's partnership interest, for the purposes
of determining the limitation of his loss deduction, includes
his share of any liabilities of the partnership.12

The inclusion of partnership liabilities in computing
the partnership interest of individual partners for loss deduc-
tion purposes is especially imporfant in land development opera-
tions. Because of the large amount of debt (mortgages on raw
land, site development loans, etc.) characteristic of these
enterprises, developers usually have partnership interests
large enough to provide them abundant opportunities to take
advantage of partnership operating losses in their individual

income tax returns.
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Incidentally, in determining the limitation of the net
operating loss deduction of individual partners, the following
provisions of Regulation 1.752-1(e) are often pertinent:

A partner's share of partnership liabilities shall be
determined in accordance with his ratio for sharing losses
under the partnership agreement. . . . However, where none
of the partners have any personal liability with respect to
a partnership liability (as in the case of a mortgage on
real estate acquired by the partnership without the assump-
tion by the partnership or any of the partners of any lia-
bility on the mortgage), then all partners, including limi-
ted partners, shall be considered as sharing such liability

under section 752(c) in the same proportion as they share
the profits. . . . (Italics mine.)

The ability to "pass through" the company's operating
losses to individual partners is particularly important during
the early period in the existence of a land development part-
nership or during the initial stages of a new development pro-
ject., In either event, the firm is likely to experience losses.
Such losses, incidentally, often arise because of the firm's
election for tax purposes to expense, rather than capitalize,
interest, property taxes, and certain other. carrying charges.

The ability to "pass through" net operating losses of
the firm to the firm's owners is also a characteristic of the
Subchapter S corporation. In the Subchapter S corporation, a
shareholder's deduction for such losses is limited to the
adjusted basis of the shareholder's stock plus the amount of
any debts of the corporation to him.13 Furthermore, losses

in excess of a shareholder's loss limit are lost forever to
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the shareholder as a deduction.14 On the other hand, in the
partnership, any net operating losses that cannot be deducted
by a partner because of the loss limitation may be deducted by
the partner in later years to the extent of the partner's adjusted
basis in his partnership interest at the end of those years.15

On the other hand, inAthe conventional corporate tax
entity, net operating losses are ""locked in" the enterprise
and can only be used to offset earnings of the firm. The corpora-
tion may generally carry these losses backward three years and
forward five years. However, unless sufficient profits are avail-
able during this period fo offset these losses, the income tax
benefits of the losses will be lost forever. Furthermore, the
stockhoiders do not have the opportunity to directly benefit from
these losses until they either sell or éxchange their stock,.or
the stock is deemed worthless.

Other "pass through" or conduit features of partnerships
which may be beneficial to land development investors apply to
capital gains and losses and other special items such as chari-
table contributions and medical deductions. However, these other
items are probably not as significant in selecting the land
development entity form as is the net operating loss deduction.

Collapsible Partnership Provisions
of Section 751
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In selecting the entity form for the land development
enterprise, the firmm's organizers must give consideration to
the collapsible partnership provisions of Section 751 of the
Internal Revenue Code. According to Section 751(a), if a
partner disposes of all or a part of his interest in a part-
nership, the cash or fair market value of any property which
the partner receives in exchange for this interest may be taxa-
ble as ordinary income to the extent the money or property
received by the partner is attributable to his share of the
value of "unrealized partnership receivables" or "'substantially

1

appreciated inventory items.'" An important exception to this

rule applies to the receipt of property which the partner had

previously contributed to the partnership.16

The collapsiblé‘partnership provisions correspond in
purpose to the collapsible corporation provisions of Section
341, which will be discussed in detail below. Both statutes
represent measures to prevent the conversion of ordinary income
into capital gains. The collapsible partnership provisions,
however, appear to be much less complicated and much more
specific in nature than the collapsible corporation provisions.

The chief problem land development partnerships face

in the area of collapsibility involves the determination whether

property held by the firms constitutes ''substantially appreciated

1 ]

'substantially

inventory items." The question of what represents
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appreciated" is fairly clear. For example, Section 751(d)(1)
of the Internal Revenue Code states that inventory items are
considered to be substantially appreciated in value if both
of the following exist: (1) their fair market value exceeds
120 percent of the partnership's adjusted basis of such items
and (2) their fair market value exceeds 10 percent of the fair
market value of all partnership property other than money.
What is often not so clear, however, particularly with
respect to land held by a partnership, is whether the property
represents "inventory items" under the provisions of Section
751(d)(2). 1In general, the basic question is whether the land
is "primarily held for sale to customers in the ordinary course
of business or trade."

In Morse v. United States,l7} a taxpayer sold his

interest in a partnership which had been originally formed

for the purpose of developing and selling land. Although land
held by the partnership was attributable to the taxpayer's
interest that was sold, the Court of Claims held that the
gain on the sale of the partnership interest qualified for
capital gain treatment because the land was not an inventory
item. The Court ruled that the land &as held for appreciation
in value at the particular time the taxpayer sold his interest
and that, at that time, it was not for sale to customers in

the ordinary course of business or trade. What is interesting
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in this case is the fact that the partnership had actually
made previous, but unsuccessful, attempts to develop the land.

The Court of Claims, however, placed more weight on the

partnership's purpose for holding the land at the time the
partner sold his interest than the fact that the partnership
had initially held the land for sale to customers. In a

o L3 ) 18 > L
subsequent case, Ginsburg v. United States, pertaining to

other partners in the same partnership firm as in the Morse
case--and, in many instances, practically the same set of
facts--the Court of Claims held to the same effect as in
Morse.

On the other hand, in Freeland v. Commissioner,19 the

Ninth Circuit Court of Appeals held that the sale of partner-
ship interests, of still other partners in the same land devel-
opment partnership involved in the Morse and Ginsburg cases,
resulted in ordinary income to the partners because the land
was found by this Court to be an inventory item which had sub-
stantially appreciated in value. 1In its finding, the Ninth
Circuit upheld the Tax Court's earlier decision that the part-
nership had acquired the land in question'with the intention
of developing it and that the land was held primarily for sale
to customers in the ordinary course of business. Hence, the
Tax Court, and ultimately the Ninth Circuit, reached a decision

in Freeland contrary to that found by the Court of Claims in
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Morse and Ginsburg. Incidentally, the Freeland case was heard

after the Morse case but before the Ginsburg case. The Tax

20
Court has also held, in J. T. Requard, that gain on the

transfer of interests in a real estate partnership was ordin-
ary income because land owned by the partnership cbnstit:uted
an inventory item within the meaning of Section 751(d)(2).

The likelihood is very high that partners in a land
development partnership will be vulnerable to attack under the
collapsible partnership provisions of the Code if they dispose
of all or a part of their partnership interests when the part-
nership holds Section 751 property [as defined in Section
751(d)]. However, a very important exception to this possi-
bility, and one which tends to make the collapsibility provi-
sions applicable to partnerships much less sevefe than those
relative to corporations, is provided by Revenue Ruling 57—68.21

According to this revenue ruling:

Where, in liquidation of his interest in a partnership,
a partner receives a distribution in kind of his propor-

tionate share of partnership assets which would be considered

"inventory items which have appreciated substantially in
value," within the meaning of the definition of that term
set forth in section 751(d) of the Internal Revenue Code of

1954, such distribution does not constitute a sale or exchange

of such assets, subject to the provisions of section 751.
Therefore, a distribution in kind of a distributee part-

ner's proporticnate share of Section 751 property will not be
subject to the provisions of Section 751. Furthermore, such

a liquidation of a partner's interest will probably not produce
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income to the partner or to the partnership at the time of the
liquidation.22 The basis of the 751 property in the hands of
the distributee partner will 1ike1y be limited to the adjusted
basis of such assets in the hands of the partnership.23 Gain
or loss on the later disposition of the property will result
in ordinary income, unless the property consists of "inventory
items" and is sold or exchanged more than five years after the
date of distribution. 1In this latter event, any gain or loss
on the sale or exchange will not be ordinary income.24
Incidentally, the particular partnership involved in

Revenue Ruling 57-68 was a firm engaged in subdividing and
developing land and the development and construction of commer-
cial buildings. The enterprise was completely liquidated and
terminated, and a parcel of land, which apparently represented
an "ihventbry item substantially appreciated in value,"” was

physically partitioned among the partners in accordance with

their respective partnership interests.

Use of Limited Partnership

To overcome the unlimited liability nature of partner-
ships and still maintain the income tax advantages of the part-
nership, the land development firm may be organized as a limited
partnership. However, this form of organization still retains

the requirement that there be at least one general partner in
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the firm who is subject to unlimited liability. Even so, the
limited partnership is quite useful where the organizers of a
development project are interested in attracting passive inves-
tors to the venture. In such a case the organizers or promoters
will usually serve as the general partners.

Additional provisions in many instances have been
included with the general partnership provisions of the Code
and Regulations to cover the activities of limited partnerships.

. For example, Regulation 1.752-1(e) contains rules for controlling
the effect of liabilities on a limited partner's partnership
basis which are different from those affecting general partners.
In this respect, the Regulation states the following:
. . . In the case of a limited partnership, a limited
partner's share of partnership liabilities shall not
exceed the difference between his actual contribution
credited to him by the partnership and the total contri-
bution which he is obligated to make under the limited
partnership agreement. .

The above statement, incidentally, significantly restricts
the amount of net operating loss deductions which may be used in
the income tax returns of individual limited partners. However,
with respect to partnership liabilities where no partner assumes
personal liability (as is usually the case with mortgaged real
property), all partners, including limited partners, may share
in the liability and increase their partnership interests accord-
ingly. This latter feature of Regulation 1.752-1(e) was cited

above.25




181

An interesting aspect of limited partnerships, and one
which has been increasing in popularity in recent years, is the

use of a corporation as the sole general partner in the limited

partnership. This form of organization is obviously quite advan-

tageous from the standpoint of limiting the liability of all
investors in the enterprise.

The primary difficulty from an income tax standpoint
surrounding this entity form is to avoid having it classified
as an "association" and, therefore, taxed as a corporation.

As a matter of fact, the Internal Revenue Service has for some
time required the corporate general partner of a limited part-
nership to meet specific net worth conditions before it would
even grant a private ruling stating whether the proposed limi-
ted partnership entity qualifies as a partnership for Federal
income tax purposes. These net worth requirements were not
formally published until January 1972. They are now contained
in Revenue Procedure 72-13.26

Revenue Procedure 72-13 merely contains the conditions
which must be met before the Internal Revenue Service will
consider issuing advance rulings concerning the classification
of organizations as partnerships where these organizations are
set up as limited partnerships with a corporation as thé sole

general partner. The document does not specify the conditions

that will definitely qualify the organization as a partnership
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for income tax purposes. Furthermore, the conditions contained
in the publication are very general in nature.

Many writers have taken issue with the Internal Revenue
Service for the many questions left unanswefed by the Revenue
Procedure and also because the Service merely established its
policy for issuing rulings with respect to such organizations
and did not issue actual requirements for haying such entities
qualify for partnership taxation.2

In summary, the discussion in this noncorporate owner-
ship section has primarily analyzed a selected number of income
tax features of partnerships that are particularly significant
in land development operations. There are, of course, numerous
other income tax factors affecting various general aspects of
partnership activities which the land developer must also con-

sider in selecting the entity form of the development firm.

Corporate Ownership

Because of the many favorable non-tax features of the
corporation, this form of ownership is frequently selected by
small land developers. However, as noted above, the corpcrate
form of ownership is generally less advantageous from an income
tax standpoint to thg small land developer than noncorporate
forms of ownership (with perhaps the exception of the Subchapter

S election). Even so, corporations have some particular income
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tax aspects-which may be important to the small, local developer
and which should be evaluated in selecting the entity form of
development organizations. These include the following: (1)
avoiding the penalty tax for the unreasonable accumulation of
earnings, (2) executing taxable transfers of land to corpora-
tions, (3) avoiding the collapsible corporation provisions of
Section 341, and (4) making use of the Subchapter S election.
Some points regarding each of these factors are discussed below.

Avoiding the Penalty Tax on Improper
Accumulation of Earnings

The Internal Revenue Code contains provisions for a
penalty tax for the unreasonable accumulation of earnings by
a corporation in order to avoid personal income taxes on its
shareholders. The penalty tax is 27 1/2 percent of the firét
$100,000 of earnings subject to the tax and 38 1/2 percent of
additional excess accumulated earnings. Corporations ﬁot formed
primarily to avoid income taxes are allowed an exemption of
$100,000 before becoming subject to the penalty tax.28 However,
if a corporation can show that its accumulation of earnings-is
for reasonable needs of the business, then it may be permitted
a credit for the full amount of the undistributed earnings.
Therefore, the accumulated earnings tax may be avoided.

The accumulated earnings tax is, no doubt, a deterrent

to the use of the corporate form of organization because it
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serves to eliminate the possibility of high bracket taxpéyers
using the corporation as a medium to temporarily or permanently
avoid paying personal income taxes on corporate earnings. With
respect to land development firms, however, the penalty tax does
not appear to be extremely detrimental because the high cash
requirements of these firms usually provide adequate justifi-
cation for the retention of earnings in the firm for working
capital.

Although the Treasury Regulations contain some general
grounds considered reasonable for accumulating earnings and
others which are not,29 no set of specific standards currently
exists for deciding the issue in a given situation. As a
result, the number of court cases dealing with various aspects
of the accumulated earnings tax is quite extensive.

One particular case relevant to land developers is

Dahlem Foundation, Inc. v. United States.30 In this case, the

U.S. Sixth Circuit Court of Appeals reversed a district court
decision and held that a real estate developer who was engaged
in the business of purchasing unimproved land, erecting stores
and apartments, and leasing the improved property to tenants,
was not liable for the accumulated earnings tax for the fiscal
years 1960-1962, because the income was accumulated for the
reasonable needs of the business. Justification for the carn-

ings accumulation rested on such factors as the organization's
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need for cash to purchase undeveloped land, the reluctance of
banks to lend money to developers on undeveloped land, and
the organization's plans to continue the acquisition of unde-
veloped land. Another justification for the retained earnings
was the need to remodel certain leased property in order to
induce lessees to renew their leases. However, the chief rea-
sons for the organization's retaining earnings were related

to financing the acquisition of undeveloped land.

Transferring Land to a Corporation
in a Taxable Transaction

Transferring unimproved land to a corporation in a
taxable transaction can often be advantageous to investors who
plan to subdivide and develop the property. This is particularly
true if the land was acquired some time in the past and has a
low tax basis in relation to its current market value.

If the land is subdivided, developed, and sold under
the entity form in which it was originally acquired, then the
full profit on the sale will normally be taxed as ordinary
income. However, if the undeveloped land can be transferred
in a taxable transaction to a close corporation, then the owners
of the land may be able to obtain capital gains taxation on the
appreciation in its value from the time of acquisition until
the time of the transfer to the corporation. Furthermore, the

corporation will, in such cases, receive the property at a
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stepped-up basis under provisions of Section 362(a) of the
internal Revenue Code. Hence, the taxable incorporation may
convert to capital gains a considerable amount of the profit
on the sale of the subdivided property which would otherwise
have been taxed as ordinary income.

In order to obtain the advantages of the taxable incor-
poration, however, the provisions of Section 351, dealing with
tax-free transfers of property to a corporation, must be
avoided. There are generally two ways in which this can be
accomplished. One is to have the transferors of the property
deliberately receive less than 80 percent of the stock of the
corporation and, therefore, not be in control of the corporation
after the transfer. The other is to have the corporation issue
to the transferors not only stock in exchange for the land but
also an amount of short-term notes equal to the appreciation
in value of the property. In other words, the transfer would
actually qualify as a Section 351 exchange, but the amount of
the short-term notes issued will be subject to taxation, under
Section 351(b). If two conditions are met, then the taxable
gain will likely be subject to long-term capital gains taxation.
These conditions are (1) the property must have been held for
more than six months, and (2) during the holding period, it
could not be deemed property held by the taxpayer primarily for

sale to customers in the ordinary course of his trade or business.
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One danger to this latter approach to executing a taxa-
ble transfer of the property to the corporation is that the
notes cannot have a long maturity date. If they are too long-
term in nature, perhaps maturing beyond five years, then the
Internal Revenue Service may contend that they are really
"securities,"31 and the entire transfer is tax-free under
Section 351. Hence, the corporation would not receive the
step-up in basis.32

A further problem also arises from the fact that simply
having the corporation issue short-term notes in the amount of
the appreciation will not guarantee a taxable transfer. The
Internal Revenue Service may, for example, exercise the "thin
capitalization" rules dealing with the ratio between debt and
equity in the enterprise. In other words, if the ratio of debt
to equity is too high, the Internal Revenue Service may consider
the notes to be an equity investment in the enterprise and not
allow the stepped-up basis.33 An interesting case in this

respect is Stanley, Inc. v. Schuster.34

In the Stanley, Inc. case, a district court in Ohio held

that the transfer of land from Turkey Run, Inc., the holder of
the land, to Stanley, Inc., the acquiring'development firm, was
a Section 351 transfer resulting in the carry-over of basis from

the transferor to Stanley, Inc., rather than a bona fide sale

creating a debtor-creditor relationship. Although the transaction
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took the form of a sale, a number of factors caused the Court
to hold that the transaction was, in substance, an equity
transaction.

For instance, Stanley, Inc., was organized with a
paid-in capital of $4,500, and after acquiring the land, showed
a liability of $247,000, arising from the note given to Turkey
Run, Inc. Furthermore, the land represented the corporation's
only substantial asset, and payment of the notes was based on
the success of the business. As a matter of fact, Stanley,
Inc., had to borrow funds in order to meet certain development
costs. Hence, the Court felt '"that the entire risk of the
venture was Turkey Run's'” and that Turkey Run maintained "a
continuing beneficial interest" in the property. Therefore,
the Court did not permit the Stanley firm to acquire the property
at a stepped-up basis.

Another factor carefully scrutinized by the Internal
Revenue Service in regard to the taxable transfer of unimproved
land to a close corporation is the extent to which the trans-
ferors of the land undertake personal development activities
prior to transferring the land to the corporation. In many in-
stances, where the transferors have personally engaged in sub-
stantial subdivision activities before the land is transferred
to the corporation, the gain on the transfer has been taxed as

ordinary income. For example, in Royce W. Brown v. Commissioner,
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the Tenth Circuit Court of Appeals upheld the Tax Court's
decision that the gain on the transfer of land by a taxpayer to
a corporation controlled by the taxpayer should be taxable as
ordinary income because the taxpayer '""made personal efforts at
platting and other necessary prerequisites of subdivision"
before executing the transfer. The taxpayer had received notes
on the sale of the land to the corporatiom.

Of particular importance in the Royce W. Brown case is

the fact that the Court went so far as to make the following
statement:

Lack of personal efforts at preparing property for
resale in no way raises an implication that capital gains
treatment can be secured by doing so through a closely
held corporation. (Italics in original.)

According to this statement--which, incidentally, is presented
without any supporting basis or logic--the amount of activity

the taxpayer exercises with respect to the property prior to its
transfer to the corporation will have no bearing on the taxabil-
ity of the transfer. 1In other words, in spite of the transferor's
lack of personal efforts toward the development of the land, the
gain on the transfer will still be considered ordinary income.
Obviously, the impact of the Tenth Circuit's statement can be
quite detrimental to land investors if it is exercised by the

Internal Revenue Service and upheld by the courts.

Incidentally, in its opinion in the Brown case the



190

Tenth Circuit also emphasized that

Gain realized from an interest in land transferred to a

closely held corporation, which in turn disposes of that

interest to the ultimate purchaser, has been held ordinary

income by the United States courts.
The opinion then cites a number of court cases in which this
is true.36

The holder of a tract of substantially appreciated

undeveloped land will probably encounter difficulties in try-
ing to transfer the land to a corporation in a long-term capital
gain transaction. With the corporation receiving a stepped-up
basis, the favorable tax consequences of such an action usually
warrant the effort, however. The holder of such appreciated
property should not be made to suffer the penalty of having to
pay income taxes at ordinary rates on the appreciation in land
value arising during the holding period, simply because he desires
to subdivide and develop the land into a more productive capac-
ity. If the holder of the land were to sell the property out-
right to another party, who in turn subdivides and develops it,
then the landholder would, more than likely, receive capital
gain treatment. But, he is penalized if he develops the land
himsel€f.

Avoiding Collapsible Corporation
Provisions of Section 341
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Because small land development enterprises are often
operated as close corporations which are likely to be partially
or totally liquidated, they are frequently subject to the
collapsible corporatidn provisions of Section 341 of the Inter-
nal Revenue Code. The fundamental principle of Section 341 is
that a gain arising on the sale or exchange of stock in a cor-
poration deemed a "collapsible corporation" must be reported
as ordinary income, when the gain would, except for the provi-
sions of Section 341, have been treated as a long-term capital
gain. The legislative history underiying Section 341 reveals
that the objective of Congress in enacting this statute ''was
to prevent the successful use of a device for converting ordi-
nary income into long-term capital gain through the medium of
a corporation."3

'The determination of the collapsible status of a cor-
poration rests on the definition in Section 341(b). As basically
stated therein, a collapsible corporation is a corporation that
is formed or availed of principally for the manufacture, con-
struction, or production of property, or for the purchase of

"Section 341 assets,'

or for the holding of stock in a corpora-
tion so formed or availed of, with a view to (1) the sale or
exchange of the stock by shareholders prior to the corporation's

realization of a substantial part of the taxable income to be

derived from the property, and (2) the shareholders realization
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of gain attributable to such property by the sale of their
stock.38 "Section 341 assets" represent property held for a
period of less than three years which generally consist (with
certain exceptions and limitations) of inventory, stock in
trade, property held primarily for sale to customers, and unre-
alized receivables and fees.

According to Section 341l(c), a corporation is considered
to be collapsible if, at the time of the sale, exchange, or dis-
tribution of the stock, the '"Section 341 assets' have a fair
markeé value of (1) 50 percent or more of the fair market value
of its total assets39 and (2) 120 percent or more of the adjusted
basis of the Section 341 assets. However, absence of these con-
ditions, as Section 341{c) states, 'shall not give rise to a
preéumption that the corporation was not a collapsible corpora-
tion."

Section 341(d) of the Code provides certain limitations
on the application of collapsibility, and additional relief from
the collapsible corporation rules is provided by Section 341(e)
and Section 341(f). The limitations of Section 341(d), in short,
state that the collapsible corporation provisions of Section 341
do not apply to a shareholder's gain on the sale or exchange of
his stock or on the liquidation of the corporation if any omne
of the following three tests is met: (1) the sharehoclder owns

not more than five percent in value of the outstanding stock of
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the corporation, (2) not more than 70 percent of the sharehold-
er's gain is attributable to collapsible property, or (3) the
gain with respect to the shareholder's stock is realized after
three years following the completion of the manufacture, con-
struction, production, or purchase of the property.

The last test for avoiding the application of collap-
sibility may provide some promise in regard to the holding of
improved real property. In other words, if the construction
can be completed and the property then held for three years,
the collapsible corporation provisions can possibly be avoided.
However, the taxpayer often has a difficult time showing that
no construction has taken place on the property during the
three years prior to the sale, exchange, or other disposition
of the stock of the corporation. The smallest amount of activ-
ity which causes the value of the property to increase during
this period may be held to be "construction'" by the Internal
Revenue Service and, therefore, begin a new three-year period.

The relief measures érovided by Section 341(e) are
generally aimed at protecting a non-dealer stockholder from
collapsible treatment where the gain on the disposal of the
stockholder's corporate stock is attributable primarily to
assets that would have produced capital gain if they had been
individually owned and sold by the stockholder. Section 341(f)

provides relief against collapsibility with respect to certain
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sales of stock by shareholders of a corporation which gives
written consent to recognize the gain on the'sale of the stock
when it later sells or disposes of so-called "Subsection (£f)
assets" in an otherwise tax-free transaction. '"Subsection (f)
assets' generally consist of noncapital assets, which for the
purposes of the statute, include land, interests in real prop-
erty, and unrealized fees and receivables. The stockholders
must dispose of their stock within six months after the cor-
poration files its consent. As a result of Section 341(f),
which was added to the Code in 1964, shareholders of a corpora-
tion are given a limited opportunity to sell their stockhold-
ings in the corporation without having the gain taxed as ordi-
nary income, provided the corporation grants the appropriate
consent to recognize the gain at a later date.

The collapsible provisions of Section 341 seem to cover
practically all methods of disposing of corporate stock in which
long-term capital gains rates are at issue.40 One particular
consequence is that these provisions usually eliminate the
possibility of liquidating a corporation using the special
liquidation procedures provided by Section 333 and Section 337
of the Code, if the corporation to be liquidated is deemed a
collapsible corporation [except for certain limited situations
covered under the relief provisions of Section 341(e)].

Section 333 provides for the deferral of gain, with
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certain restrictions, upon the complete liquidation of a cor-
poration through the transfer of assets to '"qualified electing -
shareholders,” if the liquidation is completed in one calendar
month. Section 337 contains provisions for a special type of
liquidation procedure in which no gain or loss will be recog-

nized at the corporate level from the sale or exchange of the

corporate property if the corporation adopts a plan of complete
liquidation and distributes all of its assets, with the excep-
tion of assets needed to discharge debts of the firm, iﬁ com-~
plete liquidation within twelve months from the date of adoption
of the plan.

The chief benefit of both of the above remedial liqui-
dation measures is that they avoid the double taxation condition
prevalent under the general corporate liquidation provisions of
Section 331, i.e., taxation at the corporate level when the
assets are sold and taxation at the shareholder level when the
sales proceeds are distributed to the shareholders. Further-
more, the provisions of Section 333 permit corporate sharehold-
ers to generally defer any gain on the receipt of assets received
in the liquidation until they later dispose of the assets. Both
remedial liquidation measures offer useful tax planning devices
to corporations holding property appreciated in value, as long
as the collapsible corporation provisions can be avoided.

To a great extent, the regulations, rulings, and court




196

decisions dealing with the application of the collapsible cor-
poration rules involve the following major issues arising in
the Section 341(b) definition of the collapsible corporation:
(1) when is there a "view to' avoiding taxes by 'collapsing'
the corporation, (2) when has a corporation realized "a sub-
stantial part' of the income to be derived from the property,
and (3) what constitutes "construction' of property. The first
two issues are more general in nature than the third, and the
respective authorities related to them provide a broad basis
for applying the collapsibility rules to many types of corpor-
ate enterprises. On the other hand, the third issue, dealing
with the question of what constitutes "construction' for the
purposes of defining a collapsible corporation, can be specifi-
cally analyzed with respect to individual enterprises, includ-~
ing particularly land development firms. The following dis-
cussion will place the greatest emphasis on the "construction"
question as it applies to land development corporations. Unfor-
tunately, in any event, the rulings and decisions regarding all
three issues are frequently not too conclusive.
Regarding the "view to" question, the regulations state

that the intent to exercise collapsibility

is satisfied in any case in which such action was contem-

plated by those persons in a position to determine the poli-

cies of the corporation, whether by reason of their owning

a majority of the voting stock of the corporation or other-
wise. The requirement is satisfied whether such action was
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contemplated, unconditionallya conditionally, or as a
recognized possibility. . . . 1

Furthermore, the regulations provide that a corporation is
collapsible if the requisite view to collapsing it existed at
any time during the manufacture, production, construction, or
purchase of the property concerned.42

Conflicting interpretations of the regulations per-
taining to the "view to" problem are revealed by a review of
the court decisions. For example, the Second and Fourth Cir-
cuits have tended to be very rigid in interpreting the collapsi-
bility requirements of the regulations and have held that col-
lapsibility is present if the "view to' collapsing the corpora-
tion existed at any time the corporation is "availed of'" for
the purpose of collapsing it, which may be at any time during
its corporate 1ife.43 On the other hand, decisions of the Third
and Fifth Circuits, in addition to many recent Tax Court, dis-
trict court, and Court of Claims decisions, have frequently
been more lenient in interpreting the collapsibility regula-
tions. In general, these latter decisions have held that col-
lapsible corporation treatment should be imposed on taxpayers
only when the "view to'" collapsing the corporation existed
prior to or during the period of construction.44

Determining whether "a substantial part" of the income

to be derived from corporate property has been realized prior
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to the sale, exchange, or liquidation of corporate stock.by
stockholders has also paused a number of problems in ascer-
taining whether a corporation is collapsible. "A substantial
part," incidentally, refers to that portion of income already
realized prior to the sale by the stockholders of their stock.
However, no specific quantitative standard exists for determin-
ing "a substantial part."

In Commissioner v. James B. Kelley,45 a 1961 Fifth

Circuit Court of Appeals case, the Court held that collapsi-
bility did not exist where 33 percent of a corporation's
expected income was realized before the sale of stock by the
stockholders. However, the Internal Revenue Service was defi-
nitely not satisfied with the Court's ruling in the Kelley case
and issued Revenue Ruling 62-12,46 which made it clear that the
Service did not intend to follow the Kelley decision in the
diéposition of similar cases in the future. The Service was
not satisfied that realization of one-third of the total net
income that the firm might be expected to derive from its
property should constitute "a substantial part'" of the income
to be derived.

Nevertheless, subsequent court cases, Commissioner v.
47 48 9

E. J. Zongker, ' Winn v. United States, and George W. Day,

have ruled out collapsibility where the percentage of anti-

cipated income that had been realized was respectively, 34
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percent, 40 percent, and 56 percent. Finally, in 1972, Revenue
Ruling 62-12, involving the Kelley case, was revoked by the
issuance of Revenue Ruling 72—48.50 This latter revenue rul-
ing holds that

A corporation which has realized one-third of the

taxable income to be derived from property manufactured,
constructed, produced or purchased is not on account of
such manufacture, construction, production or purchase,
a collapsible corporation within the meaning of section
341(b) of the Internal Revenue Code of 1954.
However, the revenue ruling also mentions that the fact that
such a corporation is not collapsible does not preclude the
Internal Revenue Service "from applying other provisions of
the Code to tax the gain as ordinary income."

The issue of what constitutes "construction" for the
purposes of determining a collapsible corporation under the
definition in Section 341(b) has also given rise to a great
deal of controversy and much litigation. In general, both
the courts and the Internal Revenue Service have construed a
broad meaning to the term, and the activities which these bodies
have held as constituting "construction'" are quite varied.

Section 341(b) (2) is very important in the "construc-
tion" determination problem. This section deals with the
extent to which construction has taken place and contains the

statement that

. . a corporation shall be deemed to have manufactﬁred,
constructed, produced, or purchased property if--(A) it
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engaged in the manufacture, construction, or production of
such property to any extent. . .(Italics mine.)

Land development operations are frequently involved in
the interpretation of "construction" for purposes of determin-
ing collapsibility. For example, as Samuel A. Frankel has noted,
a builder may form a corporation and acquire a tract of land
for subdividing and developing, but then discover that financ-
ing canmnot be obtained or zoning changes cannot be instituted.
I1f the corporation has in any manner begun construction on the
tract, the corporation may be held to be collapsible upon the
sale of its stock or upon its liquidation by the builder. 1In
other words, as Frankel further emphasizes, preliminary activi-
ties which increase the value of the firm's stock may be con-
sidered by the courts to be "construction."51

In Abbott wv. Commissioner,52 the Third Circuit upheld

a Tax Court decision in which a corporation was held to be
collapsible because it had participated in subdividing land;
installing streets, sewers, and other improvements; obtaining
approval of the municipality; and securing financing through
FHA commitments prior to its liquidation and distribution of
the land to its stockholders. The stockholders, in turn, deeded
a number of parcels of the land to buyers. Many of the improve-
ments to the land were actually made after the 1iquidatioﬁ had

transpired, and some of the improvements occupied a part of th=
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land which was dedicated to the municipality. The taxpayers
argued that the corporation was not engaged in construction
in the first place" and, secondly, "that the increase in the
value of the property was the result of the securing of FHA

t

commitments and nothing else.'" The Tax Court held regarding
the first argument that the preliminary aspects of construc-
tion which had taken place prior to liquidation were sufficient
to qualify the corporation as a collapsible corporation, stat-
ing that "construction need not consist of the activities from
start to completion." Regarding the second argument, the Tax
Court presented the view that securing the FHA commitments was
an act related to the other preliminary construction activi-
ties, and that."all the activity was interconnected and cannot
be considered separately."

Similarly, in another case, Farber v. Commissioner,53

the Second Circuit upheld the Tax Court's decision that a cor-
poration was a collapsible corporation because the activities

of the corporation were considered as constituting "construc-
54

' under the collapsible corporation provisions of the Code.

tion,'
The corporation in question here had owned unimproved property
suitable for residential development and had begun preparation
for this type of development when the sole shareholder of the

corporation sold all of his shares in the corporation to another

corporation. The gain realized by the taxpayer on the sale was
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deemed to be ordinary income.

The preparations for the residential development, which
the Tax Court held as constituting "construction," consisted of
making arrangements with an architect to revise the map of the
tract in accordance with the requirements of the municipality;
filing applications for permits to erect houses; filing a bond
to secure payment for water, sewer, and street improvements;
paying a deposit for the purchase of materials for the improve-
ments; making advance pa&ments for utility connection; and fil-
ing applications with the FHA for conditional commitments to
insurz loans for the construction of houses.

Incidentally, an important point made in passing by
the Zecond Circuit in the Farber case is that if a corporation
was formed or availed of principally for the construction of
property, "it is immaterial that this was not done principally
with a view to collapse."55 Hence, unsuspecting land developers
may be caught in the collapsible corporation situation when
they have no intention of collapsing their development corpora-

tion.

In Vernon W. McPherson,56 a corporation, specifically
organized to develop a tract of land and to build homes on the
tract, was not held to be a collapsible corporation when the

corporation was dissolved and unimproved land it was holding
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was distributed to its shareholders, even though a lot plan
(""tentative plat') and topographic map of the entire tract was
prepared prior to the dissolution. A review of the facts in
the case convinced the Tax Court that the preliminary steps
taken by the corporation did not constitute construction prior
to the liquidation. Furthermore, the Court noted that the land
asset was in the same condition at the time of liquidation as
when it was purchased, i.e., a tract of rural timber land, and
that no physical change had occurred to the land during the
corporation's life. The Tax Court felt that at the time the
corporation was formed and the land acquired that the incor-
porators had no intention of liquidating it before the realiza-
tion of a substantial part of the income to be derived from the
acquired property.

The corporation's expressed purpose at the time of
formation and acquisition of the land was to subdivide the land
into lots, build houses on the lots, and then sell the houses
to the public. The intent to liquidate the corporation did
not arise until the corporate officers found that they did not
have sufficient working capital to carry out their building
activities.

The McPherson case is interesting in that there was

actually an expressed "construction" intent but no actual
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"construction" considered by the Court as having taken place
and no "view to" collapsing the corporation. Therefore, the

corporation was held by the Tax Court not to be collaﬁsible.

57

Likewise, in Morris Cohen, the Tax Court held that

the limited development activities of a corporation did not
constitute "'construction" and, hence, the firm was not held to
be collapsible. This case involves a non-real estate corpora-
tion which had acquired 80 acres of farﬁland, obtained a con-
tour map of the land, prepared a preliminary plat to show how
the land might be subdivided, and filed a petition to have the
property rezonea as residential. The Tax Court, nevertheless,
found that the corporation did not physically change or make
improvements on the land and that the land was never held by
the holders primarily for sale to customers in the ordinary
course of business nor did they ever intend "to subdivide the
properties and sell them as lots or as improved properties."
From the foregoing discussion it is obvious that the
courts have not been very conclusive with regard to what consti-
tutes "construction" in determining the collapsibility of cor-
porations engaged in land development activities. The conse-
quence is that land held by a corporation must be carefully
scrutinized before any preliminary attempts are undertaken
toward subdividing and developing it. Where a land develop-

ment project is begun and then halted and the corporation
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liquidated, the likelihood that the corporation will be held
collapsible is very high. Unfortunately, appreciation in
the value of the land, even though attributable to the pre-
incorporation period, may be taxed at ordinary income tax
rates.

Making Use of the '""Subchapter S"
Election

Where the corporate form of business organization is
found to be desirable for operating a small-scale land develop-
ment enterprise, the developers should give careful considera-
tion to the use of the election to have the firm taxed for
Federal income tax purposes as a so-called ''tax-option," or
"Subchapter S," corporation, as provided by sections 1371
through 1378 of the Internal Revenue Code. As previously noted,
the Subchapter S election often provides certain income tax
advantages in comparison to the regular taxation of corpora-
tionms. -

The rigid requirements for qualifying for the Subchapter
S election, however, as well as the mechanics of executing the
election and maintaining the qualification once obtained, detract
considerably from the attractiveness of using this tax-reporting
measure. Furthermore, to obtain the greatest tax advantages
from the election, the corporation officials must be aware of

the many technicalities of the Internal Revenue Code and the
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corresponding regulations, rulings, and court decisions with
respect to the election, particularly with regard to the dis-
tribution of carnings to stockholders.

One of the greatest dangers of operating under the
Subchapter S election is that the election may be involuntarily
terminated because of an act which causes one of the qualifying
requirements to not be met. Considerable litigation and numer-
ous revenue rulings have arisen regarding this matter. The
result of having the election terminated is that for the year
of the termination the corporation will be taxed as a regular
corporation, which will usually have adverse effects on the
amount of income taxes the firm will have to pay. TFurthermore,
when a corporation's election has been terminated, a new elec-
tion cannot be made for five years.

Subchapter S corporations are often referred to as

' As most writers

simply "corporations taxable as partnerships.’
on the subject are careful to note, this is far from true.
Although there are similarities in the taxation of the Sub-
chapter S corporation and the partmership, in many respects,
the tax regulations applicable to each of the two types of
entities are quite different. One particular area in which
significant differences exist involves the taxation of the

entity's earnings in the income tax returns of the individual

owners of the enterprise. Unlike the partnership, the taxation
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of the Subchapter S corporation's earnings in the income tax
returns of the firm's stockholders is affected by the distri-
bution of the firm's earnings in cash.

As a matter of fact, the scheduling of earnings distri-
butions in cash by Subchapter S corporations is a most signifi-
cant consideration in selecting the Subchapter S election.
Regarding this matter, one authority recommends that an "operat-
ing practice which should be observed by every Subchapter S
corporation is the distribution by the corporation of all of
its taxable income in cash to its shareholders every year."58
Unless earnings are distributed in cash each year, a stock-
holder having a taxable year different from that of the cor-
poration may be taxed on more than one corporate year's earnings
in his income tax return of a given year. This unfavorable
situation results from.tﬁe complex manner in which earnings
distributions of Subchapter S corporations are taxed in the
individual income tax returns of corporation stockholders.

Land development corporations, however, frequently lack suffi-
cient cash to permit earnings distributions during the early
periods of their development. Therefore, these firms may

have difficulty in attaining the desirability of distributing
all earnings currently in the event the Subchapter S election
is adopted. This factor should not be overlooked in evaluating

the desirability of selecting Subchapter S taxation for a land
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development enterprise.

Another important area of difference between the
Subchapter S corporation and the partnership applies to the
conduit nature of each. In relation to the partnership, the
Subchapter S corporation is restricted as to the items which
it can pass through to the entity owners. 1In general, it can
only pass through the benefit of the corporation's net operat-
ing loss and long-term capital gain.

The ability to pass through to the individual owners
the tax benefits of net operating losses of the business is
one of the most important features common to both Subchapter
S corporations and partnerships. The importance of this
characteristic to land developers was previously noted in
the discussion of partnerships.

The frequent occurrence of operating losses during
the early years of a development venture encourages the use
of the Subchapter S election by land development corporations
so that these losses can be passed through to stockholders,
rather than being "locked into" the corporation. As a matter
of fact, in some cases the Subchapter S election will be
executed while these losses are in existence so that the
stockholders can take advantage of the losses in their indivi-
dual income tax returns. Then, when the corporation becomes

profitable, the election is sometimes revoked and regular
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corporate taxation commences. This iatter practice normally
occurs where the principal stockholders have individual income
tax rates higher tﬁan the corporate tax rates, and the corpora-
tion can justify the accumulation of earnings for reasonable
business uses and, therefore, avoid the "accumulated earnings
tax."

In sum, the Subchapter S corporate tax election often
provides small land development enterprises income tax advan-
tages over the taxation of the firm as a conventional corpora-
tion. The election affords development firms many of the favor-
able non-tax features of corporate enterprises. However, the
election to have a development firm taxed as a Subchapter S
corporation must be exercised with caution because of the poten-
tial adverse consequences that may arise if the election is
involuntarily terminated. Careful analysis of the rigid require-
ments for qualifying for the election and for maintaining the
qualification once obtained must be exercised before the election
is consummated. Furthermore, consideration should be given to
the potential ability of the development firm to distribute all

of its earnings in cash currently.

Summary

Small-scale residentizl land development firms can be

operated under a variety of different entity forms. Evaluating
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the advantages and disadvantages of each of the various forms
of doing business is an important task facing developers.
Income tax factors occupy an extremely significant position
in the selection of the appropriate entity form for a given
development firm.

The present chapter has been devoted to an analysis of
numerous income tax factors pertinent to the entity selection
decision. The chapter discussion centered on specific income
tax considerations relating to both noncorporate and corporate
forms of ownership., The chapter also contained a brief review
of certain non-tax factors.

In general, corporate enterprises possess more favorable
non-tax features than do noncorporate firms. On the other hand,
corporations generally have less advantageous income tax char-
acteristics. To small-scale land developers, the limited per-
sonal liability feature seems to be the most significant non-tax
corporate characteristic. As a matter of fact, small-scale devel-
opers frequently choose the corporate form of ownership primarily
because of the limitation of liability of the investors in the
firm.

Discussions of the following income tax considerations

pertinent to noncorporate forms of ownership were contained

in the chapter: (1) avoidance of the "double taxation" feature

of corporations, (2) the "pass through' provisions relating to
P P g g
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net operating losses of the firm, (3) the collapsible partner-
ship provisions of the Internal Revenue Code, and (4) the use
of the limited partnership form of ownership. Avoidance of
the "'double tax'" burden is perhaps the chief income tax advan-
tage of unincorporated enterprises. Second in importance is
probably the ability to pass through operating losses to indi-
vidual owmers.

The pass through, or conduit, nature of noncorporate
firms is particularly important in residential land develop-
ment because of the likelihood that development firms will
experience losses during the early years of their operations
or during the initial stages of a new development project. The
use of a noncorporate tax entity allows individual owners of a
development firm to benefit from the deduction of company losses
in their individual income tax feturns. This conduit feature
of noncorporate firms also applies to a certain extent to Sub-
chapter S corporations.

Noncorporate land investors may be subject to the col-
lapsible partnership provisions of the Code. The result in such
cases is that gain on the sale of land will be taxed at ordi-
nary income tax rates rather than at capital gains rates.
Unsuspecting investors méy be faced with this consequence if
land which théy sell is held to be "substantially appreciated

inventory items." The chief issue with regard to the disposal
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of land is the determination whether the property represents
"inventory items." The results of court cases in this area
seem to be contradictory.

The limited partnership form of ownership holds con-
siderable promise as an entity form which provides the basic
incoﬁe tax advantages of noncorporate firms, while ét the same
time affording certain investors in development firms the bene-
fits of limited liability. An especially interesting feature
of limited partnerships is the practice of using a corporation
as the sole general partner in a limited partnership. The
technicalities surrounding this unusual entity arrangement
are presently in the formative stage. Future developments in
this area should be extremely important to land developers,
both small-scale and large-scale.

The discussion of income tax factors pertaining to
corporate ownership included the following topics: (1) avoid-
ing thg penalty tax on improper accumulation of earnings, (2)
transferring land to a corporation in a taxable transaction,
(3) avoiding the collapsible corporation provisions of Section
341, and (4) making use of the "Subchapter S" election. Each
of these corporate tax factors has a particular significance
to land development firms.

The penalty tax on the improper accumulation of earn-

ings, although a common deterrent to the use of the corporate
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form of organization, does not represent a major detriment to
the retention of profits by land development corporations. The
ﬁigh cash needs of development firms ordinarily provide suffi-
cient justification for the accumulation of earnings by these
firms.

Through the transfer of unimproved land to a controlled
corporation in a taxable transaction, landowners may be able
to obtain capital gain taxation on the appreciation in value
of the land from the time of acquisition until the time of the
transfer to the corporation. In turn, the corporation, which
is to serve as the subdivider and developer of the tract, will
receive the property at a stepped-up basis. Through the taxable
incorporation procedure, landholders can avoid having all of the
prbfit on the ultimate disposition of developed land taxed at
ordinary rates. However, many technicalities, as discussed in
the chapter, surround the taxable transfer of land to a corpora-
tion.

Land development corporations are likely subjects of
the collapsible corporation provisions of the Internal Revenue
Code. For example, a land development corporation which acquires
land with the intent to subdivide and develop it, but which later
finds development not feasible, may be held to be collapsible
when it is liquidated or dissolved. As a result, unwary inves-

tors may find that appreciation in the value of land held by
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holdings to be taxed at ordinary income tax rates. This situa-
tion usually arises where ;ctivities surrounding the holding
of the iand are considered as representing '"construction' under
the definition of collapsible corporations contained in the
Internal Revenue Code and related tax authorities. Therefore,
land held by a corporation must be carefully scrutinized before
any measures are executed toward subdividing and developing it.
The Subchapter S corporate tax election is frequently
suitable for use by small-scale land development organizationms.
The election provides these firms many favorable non-tax features
of corporations while also providing them income tax advantages
similar in nature to those of noncorporate enterprises. However,
the desirability of exercising the Subchapter S election does
not come without its difficulties. For example, the require-
ments for qualifying for the election and for maintaining the
qualification once obtained are quite stringent. The dangers
of having the election involuntarily terminated once i; has
been acquired must be carefully evaluated. Furthermore, con-
sideration should be given to the potential ability of the
development firm to distribute all of its earnings in cash
currently. In short, land developers must exercise caution

in selecting taxation as a Subchapter S cerporation.
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CHAPTER VI
SUMMARY AND CONCLUSIONS

The residential land development function has evolved
from a previously unplanned process into an activity which
emphasizes careful planning and coordination in the conversion
of undeveloped land into residential homesites. Land develop-
ment activities represent a manufacturing process which results
in a product possessing many unique features, e.g., immobility,
non-homogeneity of different development projects, and a long
life span. The lengthy time period usually required for com-
pletion of development projects causes land development opera-
tions to be speculative in nature.

Organizations participating in residential land devel-
opment are quite varied in nature. Firms in the industry range
in size from one or a few individuals undertaking the subdivi-
sion and development of a limited number of acres to large,
publicly-owned corporations carrying out development projects
covering thousands of acres. Furthermore, participants in the
land development activity vary considerably with respect to

organizational forms of doing business, geographical extent
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of operations, duration of existence, and diversity of business
activities.

A characteristic of practically all development firms
is the extreme importance of carefully managing cash resources.
Cash management is perhaps as significant in the land devel-
opment field, if not more so, than in any other form of busi-
ness activity. The particular emphasis on cash planning is
the result of the strain on cash resources caused by the long
time period required to complete development ventures and also
by the fact that the period of time before a development firm
can begin recouping its investment through the sale of lots
may also be quite lengthy. Although developers ordinarily
operate with large amounts of borrowed capital, they still face
a drain on cash resources because of the sizable interest costs
related to the borrowed funds.

The Federal income tax has a major influence on the
operations of land development firms. For example, land devel-~
opment firms normally try to plan their activities so as to
defer or reduce income taxes. This practice is particularly
necessary because of the vital need of developers to conserve
funds for current operating purposes.

In the area of accounting and financial reporting, the
practices of land development firms have come under considerable

scrutiny in recent years. Some zuthorities contend that
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inequitable accounting practices have been exhibited in the
financial reports of firms in the industry, chiefly in the
reports of the large-scale, publicly-owned enterprises. The
significant increase in publicly-owned firms operating in the
land development field intensifies the need for fair and reli-
able financial reporting procedures for the industry. The
present interest in land development accounting practices seems
to center on revenue reporting factors, particularly those
factors related to revenue recognition.

Although a number of different authorities have proposed
guidelines for assisting developers in applying the general
revenue recognition rules (i.e., recognition of revenue at the
point of sale) to retail land sales, none of the recommended
guidelines has so far been very successful. The major diffi-
culty in applying the general revenue recognition rules to
retail land sales is the estimation of uncollectible receivable
balances and the provision of adequate allowances for contract
cancellations. None of the past attempts to develop revenue
recognition guidelines has sufficiently resolved this problem.
Furthermore, the revenue recognition guidelines proposed for
retail sales of land have also becn weak because of their
inherent dependence on arbitrary rules and becausce of their

discretionary application.
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The "installment sales method' of reporting revenues
was proposed in Chapter III of the study as the most appropri-
ate method of recognizing revenue on retail land sales. The
general nature of retail homesite sales (small down payment,
lack of seller's recourse to buyer's general credit, difficulty
in estimating uncollectible contracts, etc.) seems to require
this departure from the general rule of recognizing revenue at
the point of sale. The advantages of the installment method
over the general revenue recognition method is that the install-
ment method (1) eliminates the problem of establishing arbitrary
standards regarding initial down payment and monthly cash pay-
ments, (2) eliminates the need for estimating uncollectible
contracts and establishing a reserve for contract cancellations,
(3) eliminates the need for using different methods of accounting
for financial and income tax reporting when the development firm
uses the installment method in its income tax reporting, and (4)
tends to smooth out the revenue flows and, therefore, reduce
the possible erratic, cyclical nature of the net profits reported
by land development companies.

In reporting land sales revenue for income tax purposes,
two particular features are especially important. These are
(1) using the installment sales»method in order to spread tax-

able income over more than one taxable year and (2) obtaining
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long-term capital gains treatment on the sales of cert2in par-
cels of land. Regarding the first feature, some noteworthy
factors mentioned in the study are (1) payments received on

an installment sale during the year of the sale cannot be more
than 30 percent of the selling price of the property sold, (2)
title to the property sold need not be conveyed to the purchaser,
and (3) interest may be imputed for the contract (which will
have the effect of altering the relationship between the amount
of cash received in the year of sale and the sales price of the
property and may cause the disallowance of the installment
method for income tax reporting). With respect to the long-
term capital gains feature, developers must be cognizant of

the fact that they may be permitted taxation at capital gains
rates on the sale of certain parcels of land if they can be
considered an "investor" rather than a "dealer'" with regard to
the particular property sold.

Tn addition to the revenue reporting problems relating
to land sales, land developers also face many difficulties in
determining expenses in the periodic measurement of earnings.
In general, the expense determination procedures in land devel-
opment accounting are complicated by the extremely large amount
of joint land and improvement costs existing in the land devel-

opment activity. Determination of the cost of improved lots

or sites involves the classification, accumulation, and allocation
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of these joint costs to individual lots or sites.

A number of different cost allocation methods have
been accepted for financial statement presentation and for
income tax reporting. For example, 1and and improvement costs
have been allocated to various portions of a tract of raw land
and to individual lots within the portions of a tract on such
bases as relative values in existence during the year the
tract was purchased, expected relative sales value of lots,
number of lots in a tract, square footage, frontage feet, and
assessed values. Unfortunately, in all instances, the appli-
cability of a particular method in a given situation must rest
on arbitrary considerations. As a result, developers have no
way of avoiding a discretionary allocation of costs.

For income tax purposes, the courts have consistently
refused to find the allocation of costs impossible in cases
where real estate activities are involved. Thus, developers
are forced to adopt cost allocation methods for tax purposes,
and they are usually not permitted use of the "cost recovery
method" in relating costs to revenues.

The important cost elements.in the determination of
periodic expenses in land development activities, as discussed
in Chapter IV, are the following: land acquisition costs,
non-salable portions of a development project, carrying charges,

and site improvement costs. For the most part, these items
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create the same expense determination problems for developers
from the standpoint of both financial reporting and income tax
reporting. Likewise, the alternative accounting methods for
handling these expense items under the two different reporting
objectives are generally the same.

In some instances, however, land development firms use
one alternative accounting method in income tax reporting and
another in their external financial reporting. This is particu-
larly true with respect to the handling of carrying charges.
The Federal income tax laws provide developers a great deal
of flexibility in this area. Likewise, considerable flexibil-
ity is available in financial reporting with respect to carrying
charges. For example, arguments can be presented for both
capitalizing and expensing these costs as they are incurred.

As Chapter IV noted, site improvement costs create some
peculiar accounting problems for developers. One such problem
pertains to the fact that certain site improvement costs may
constitute investment expenditures for the developer, i.e.,
items to be accounted for in a separate asset account rather
than as an inventory cost to be allocated tb lots and expensed
when the lots are sold. Site improvement expenditures possess-
ing investment characteristics frequently involve the provision
of water supply and sewerage disposal facilities. Numercus

court cases have dealt with the issue whether such cxpenditures
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can be allocated to the cost of lots to be sold or whether they
must be capitalized to a separate asset account. In the latter
instance, cost recovery generally must await the sale of the
facilities. The fundamental considerations in determining whe-
ther the expenditures can be allocated to the cost of lots to
be sold are (1) whether the facilities were constructed to
induce individuals to purchase lots, (2) whether the develop-
ment firm retains ""full ownership and control" of the property,
and (3) does the firm "'part with the property for the benefit
of the subdivision lots." Other factors which have recently
been given consideration by the courts are (1) whether the
facilities are necessary for the sale of lots and will not be
provided by another source (a municipality, for example), (2)
whether the developer's intention in providing.the facilities
"was to sell lots or to make an independent investment in activ-

ity ancillary to the sale of lots or houses," and (3) the like-

lihood that the costs expended for the facilities will be recovered

through later sale.

Another peculiar accounting problem pertaining to site
improvement expenditures is that some of these costs may, under
certain conditions, be refundable to developers. Such expendi-
tures frequently involve payments, or deposits, made to utility
companies to cover the utility companies' costs of extending

their services to subdivided property. These expenditures may
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also involve instances where utility companies provide reim-
bursement to developers for costs incurred by the developers

in installing utility lines which connect subdivided property
with the services rendered by the utility companies. 1In either
situation, the significant difficulty which exists with respect
to these expenditures is that their recovery is usually uncer-
tain. Arguments can be presented supporting each of the follow-
ing two methods of accounting for these expenditures: (1) add
the potentially refundable expenditures to the costs of lots

to be sold or (2) account for them as a separate asset account
in the nature of a receivable account. Current income tax
authorities generally permit the inclusion of refundable expen-
ditures in the cost of lots to be sold.

The issue of how to treat the utility refund receipts
when they are received has not been fully resolved. A number
.°f possible procedures exist, e.g., (1) treat the refund as
income in full in the year received, (2) consider the refund
as a deduction from the basis of lots to be sold (''cost recovery
method'"), and (3) consider the refund as income to the extent
that income tax benefits were derived from earlier deductions
of the improvement expenditures and treat the remainder of
the refund as a recovery of the costs of lots yet to be sold.
One source cited in the study recommends, at least for tax pur-

poses, that the third method be followed.
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A most significant factor pertaining to site improvement
costs is that in both financial reporting and in income tax
reporting future improvement costs may be estimated and included
in the cost of lots sold before the expenditures have actually
been incurred. The practice is necessary in financial report-
ing in order to reflect a proper matching of revenues and expen-
ses when lots are sold prior to the completion of all related
site improvements. Although the procedure should also be
applied in income tax reporting, it is probably less used in
this area because the income tax requirements for qualifying
estimated future improvement costs for inclusion in the cost
of lots sold is extremely complicated.

Chapter V of the study was devoted to an analysis of
income tax factors in selecting the entity form for residential
land development firms. The chapter also contained a brief
review of certain non-tax factors. Primary emphasis in the
chapter was directed toward factors pertinent to small-scale
development firms.

In general, corporate enterprises were noted in Chapter V
as possessing more favorable non-tax features than noncorporate
firms. On the other hand, corporations usually have less advan-
tageous income tax characteristics. To small-scale land developers,
the limited personal liability feature scems to be the most

significant non-tax corporate characteristic. Small-scale
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developers frequently choose the corporate form of ownership
primarily because of the limitation of liability of the inves-
tors in the firm.

Some important income tax considerations relating to
noncorporate forms of ownership are the following: (1) avoid-
ance of the "double taxation'' feature of corporations, (2) the
"pass through" provisions relating to net operating losses of
the firm, (3) the collapsible partnership provisions of the
Internal Revenue Code, and (4) use of the limited partnership
form of ownership. Avoidance of the '"double tax' burden is
perhaps the chief income tax advantage of unincorporated land
development enterprises.

Some significant income tax considerations relating to
corporate forms of ownership for land development firms, which
were discussed in Chapter V, are the following: (1) avoidance
of the penalty tax on improper accumulation of earnings, (2)
transfer of land to a corporation in a taxable transaction,

(3) avoidance of the collapsibie corporation provisions of the
Internal Revenue Code, and (4) making use of the "Subchapter S"
election. Regarding the first consideration, high cash require-
ments of development firms ordinarily provide sufficient justifi-
cation for the accumulation of earnings by these firms. There-
fore, the penalty tax on the improper accumulation of earnings

does not represent a major detriment to the retention of profits
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by land development corporationms.

Through the transfer of unimproved land to a controlled
corporation in a taxable transaction, a landowner may be able
to obtain capital gains taxation on the appreciation in value
of the land from the time of acquisition until the time of
transfer to the corporation. Hence, landowners may avoid hav-
ing all of the profit on the ultimate disposition of developed
land taxed at ordinary rates. However, many technicalities
surround the taxable transfer of land to a corporation.

Land development corporations are likely subjects of
the collapsible corporation provisions of the Internal Revenue
Code. For example, a land development corporation which acquires
land with the intent to subdivide and develop it, but which later
finds development not feasible, may be held to be collapsible
when it is liquidated or dissolved. As a result, unwary inves-
tors may find that appreciation in the value of land held by
the corporation may cause gain on the disposal of their stock-
holdings to be taxed at ordinary income tax rates. This situa-
tion usually arises where activities surrounding the holding of
the land are considered as representing ''construction' under
the definition of collapsible corporations contained in the
Internal Revenue Code and related tax authorities. Therefore,
land held by a corporation must be carefully scrutinized before

any measures are executed toward subdividing and developing it.
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The Subchapter S corporate tax election is frequently
suitable for use by small-scale land development organizations.
The election provides these firms many of the favorable non-
tax features of corporations while also providing them income
tax advantages similar in nature to those of non-corporate
enterprises. However, the desirability of exercising the
Subchapter S election does not come without its difficulties.
For example, the requirements for qualifying for the election
and for maintaining the qualification once obtained are quite
stringent. Furthermore, the dangers of having the election
involuntarily terminated once it has been acquired must be
carefully evaluated. In short, land developers must exercise

caution in selecting taxation as a Subchapter S corporation.
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