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Hel d: Under the alternative cost nethod of Rev.
Proc. 92-29, 1992-1 C.B. 748, a real estate devel oper
may allocate to its bases in lots sold $3,707,662 in
estimated construction costs relating to conmon

I nprovenents.

Hel d, further, $5,861,595 in estimted, future-
period interest expense relating to conmon i nprovenents
does not qualify under the alternative cost nethod for
allocation to the devel oper’s bases in lots sold.

Neil D. Kimmelfield, for petitioners.

Gerald W Douglas and Nhi T. Luu-Sanders, for respondent.

1 Cases of the following petitioners are consolidated
herewith: Isaac M Kalisvaart and Francien Kalisvaart- Val k
docket No. 15958-98; WIlliamT. Criswell and Sharon L. Criswell,
docket No. 15959-98; Robert S. Bobosky and Judeen M Bobosky,
docket No. 15960-98.
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OPI NI ON
SW FT, Judge: These cases were consolidated for trial,
briefing, and opinion. For 1994, respondent determ ned the

follow ng deficiencies in petitioners’ Federal incone tax:

Petitioners Defi ci ency
Davi d C. Hut chi nson $442, 746
Isaac M Kalisvaart and Franci en Kalisvaart-Val k 358, 095
Wlliam T. and Sharon L. Criswell 188, 862
Robert S. and Judeen M Bobosky 128, 054

The issues for decision involve whether, under the
alternative cost nmethod of Rev. Proc. 92-29, 1992-1 C.B. 748
(Rev. Proc. 92-29), a real estate developer, in calculating gain
on the sale of residential lots sold in 1994, nay allocate to the
devel oper’s bases in the |ots sold estimated construction costs
relating to certain conmmon inprovenents to the devel opnent and
whet her the devel oper may include, in the cal cul ation of
estimated construction costs, estinmated, future-period interest
expense relating to the comon i nprovenents.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for 1994, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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Backgr ound

These cases were submtted fully stipulated under Rule 122,
and the stipulated facts are so found.
At the tinme the petitions were filed, petitioners resided in

the follow ng | ocations:

Petitioners Locati on
Davi d Hut chi nson Ket chum | daho
| saac Kalisvaart and Francien Kalisvaart-Val k Portl and, Oregon
W liamand Sharon Criswell Vel [ ington, Florida
Robert and Judeen Bobosky Portl and, Oregon

On June 21, 1993, petitioners formed Valley Ranch, Inc.
(VRI') as an ldaho corporation, and petitioners elected to have
VRl taxed pursuant to subchapter S of the Internal Revenue Code.
Petitioners constitute all of the sharehol ders of VRI.

On Decenber 1, 1993, VRI entered into an option to purchase
a 526-acre parcel of partially devel oped real estate near Sun
Val |l ey, Idaho (the Property). Prior to Decenber 1, 1993, the
sellers of the Property had begun devel opnent of the Property as
a golf course residential community.

Al so on Decenber 1, 1993, VR entered into an agreenent with
the sellers of the Property for VRI to continue to devel op the

Property as foll ows:

Acr eage Use
189 Acres 99 residential lots
162 Acres Hal e Irwi n designed golf course

175 Acres Roads and commpbn ar eas



On May 5, 1994, the final plat was recorded for devel opnent
of the Property as a golf course residential comunity, and VR
exercised its option and entered into a binding agreement with
the sellers to purchase the Property for a total purchase price
of $5, 715, 345.2

Beginning in May of 1994 and thereafter through the tine
t hese cases were submtted to the Court for decision in February
of 2000, VRI inproved and sold residential building lots on the
Property and realized the sales proceeds therefrom

Al'so on May 5, 1994, VRl entered into a contract (the
Contract) with Valley Cub, Inc. (VCl), a nonprofit |daho
menber shi p corporati on whose nmenbers woul d purchase nenber shi ps
in the golf club. Under the Contract, VRI reaffirmed its
obligation to construct on the Property an 18-hole golf course, a
driving range, and two practice putting greens. Hereinafter, we
refer to these nondepreciable inprovenents that VR was obligated
to construct on the Property as “the Golf Course”.

Under the May 5, 1994, Contract between VRI and VC, VR
al so obligated itself to construct on the Property a golf

cl ubhouse with a restaurant and bar facilities, a golf pro shop,

2 The total purchase price reflected $2,941,000 paid in cash
and a $2.5 mllion prom ssory note in favor of the sellers of the
Property. The $274, 345 bal ance of the total purchase price
reflected fees and closing costs associated with purchase of the
Property.
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gol f course maintenance facilities, nmen’s and wonen’ s | ocker
roons, an outdoor swi mm ng pool, and four tennis courts.
Hereinafter, we refer to these depreciable inprovenents that VR
was obligated to construct on the Property as “the C ubhouse”.
Under the Contract between VRI and VCl, ownership of the
conpleted Golf Course and the C ubhouse was to be transferred to
VCI, and VCI was to establish and operate a golf nenbership club
(the d ub) which would sell nenberships in the Cub to homeowners
within the Golf Course community and to nenbers of the public.
Under the Contract, in consideration for the transfer to VC
of VRI’s ownership interest in the Golf Course and in the
Cl ubhouse that were to be constructed by VRI, VC, anong ot her
t hi ngs, was obligated to pay to VRI the total fees that woul d be
received by VCl upon the sale by VC of nenberships in the d ub.
In order to secure the respective rights and obligations of
VRI and VCI under the Contract, during construction of the Colf
Course and the O ubhouse, the deed executed by VRI transferring
the Golf Course and the C ubhouse to VCI was to be transferred
into escrow, and the nenbership fees, upon receipt by VCl, were
to be transferred by VCI into an escrow account.
The deed to the Golf Course and the C ubhouse was to be
transferred out of escrow to VCl on the earlier of Decenber 31,
2000, or when at |east 25 charter nenberships, 375 golf

menber shi ps, and 100 gol f social nenberships in the Cub were
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sold. The nenbership fees held in escrow were to be transferred

out of escrow to VRI according to the follow ng schedul e:

Fees in escrow to be transferred Schedul e
1/3 Upon conpletion of 9 holes of the Golf Course
1/3 Upon conpl etion of the Golf Course
1/3 Upon conpl etion of the d ubhouse

After conpletion of construction of the Golf Course and the
Cl ubhouse, fees received by VCI upon sale of additional
menberships in the Cub would be transferred directly to VR as
further conpensation to VRI for transfer to VCl of ownership of
the Golf Course and the C ubhouse.

In 1994, VRI began construction of the Golf Course and the
Cl ubhouse, and VRI proceeded to sell the residential lots on the
Property. New owners of the residential lots, or their
contractors, began building honmes on the lots, and VCl proceeded
to sell nenberships in the C ub.

Prior to construction, VR estimated its total costs to
construct the Golf Course and the C ubhouse (not including VRI's

$5, 715,345 initial purchase price for the Property) as foll ows:



Esti mated Costs

The Gol f Course $13, 390, 624
The d ubhouse 3,707, 662
Enpl oyee Housi ng 375, 000!
Fi nance Costs 5,861, 5952

Total Estimated Costs $23, 334, 881

The costs of enpl oyee housing are not in dispute.

2 Total estimated finance costs relating to both the Golf Course and
the C ubhouse equal ed $7,022,000. The $5, 861,595 set forth above
represents the difference between the $7,022,000 total estinmated
finance costs and the $1, 160,405 actual finance costs incurred by
VR in 1994.

VRl undertook substantial interest-bearing debt obligations
in connection with the construction of the Golf Course and the
Cl ubhouse.

On July 10, 1996, prior to conpletion of the Golf Course and
t he C ubhouse, VRI executed in favor of VCl and transferred into
escrow, a deed with respect to ownership of the Golf Course and
t he C ubhouse.

In the summer of 1996, construction of the Golf Course and
t he C ubhouse was conpl eted by VRI.

On July 19, 1996, the Golf Course and the O ubhouse opened
and pl ay began.

Also on July 19, 1996, upon conpletion of construction of
the Golf Course and the C ubhouse, apparently because VCI had not

sold the required nunber of C ub nmenberships, the deed to the
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ol f Course and the C ubhouse was not transferred out of escrow
to VC.

Al so because VCI had not sold the required nunber of
menber shi ps, pursuant to the Contract, during the bal ance of
1996, 1997, 1998, and until April 21, 1999, VR nmanaged and
operated the Golf Course and the C ubhouse on behalf of VCI. W
refer to this period of tinme (nanely, the period of tine after
conpletion of the Golf Course and the C ubhouse during which VR
continued to nanage and operate the Golf Course and the
Cl ubhouse) as the “transition period”.

Under the Contract, during the transition period, VR
realized the profits and |l osses relating to operation of the CGolf
Course and the C ubhouse. The bylaws of VCI, however, limted
t he amount of annual dues (as distinguished from nmenbership fees)
that could be collected fromd ub nenbers to pay for operation of
the CGolf Course and the C ubhouse, and cumnul ative | osses of
approxi mately $994, 393 were realized by VR during the transition
period in connection with VRI's operation of the Golf Course and
the O ubhouse. The operational | osses apparently were caused by
the fact that the nmenber base in the O ub was not yet |arge
enough to generate sufficient dues and ot her revenue to cover the

oper ati ng expenses.
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During the transition period, VC, not VR, was responsible
for decisions and costs of any further inprovenents nmade to the
Gol f Course and to the O ubhouse.

Up until July 19, 1996, the day the Golf Course and the
Cl ubhouse opened, all property-related insurance relating to the
ol f Course and the O ubhouse was paid by VRI. After July 19,
1996, VCl paid all property-related insurance relating to the
Gol f Course and the C ubhouse.

Under the Contract, any increase or decrease in the
underlying fair market value of the Golf Course and the C ubhouse
that occurred during the transition period, would accrue, not to
VRI, but to VC.

In 1997, because of potential conflicts of interest between
VRl and the board of directors of VR, sone nmenbers of the C ub,

i ndi vidually and on behalf of VC, filed a |awsuit against VR
and the individual owners of VRl (nanely, petitioners). One of
the issues in the lawsuit involved the validity of the Contract.

On April 21, 1999, VRI, petitioners, VC, and nenbers of VC
arrived at a conprehensive settlenent of the above | awsuit.
Pursuant to the settlenent, on April 21, 1999, VRl turned over to
VCl operation and nmanagenent of the Golf Course and the
Cl ubhouse, and the deed and legal title to the Golf Course and

t he C ubhouse were transferred out of escrow to VCl.
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VRI's 1994 U. S. Inconme Tax Return for an S Corp. (Form
1120S) was prepared using the alternative cost nethod under Rev.
Proc. 92-29, to allocate a ratable portion of the follow ng total
actual and estimated costs to VRI's cost bases in all of the

residential lots on the Property:

Total Actual and Estinmated Costs and Expenses to be All ocated Anpunt
VRI's total actual acquisition costs for the Property $ 5,715, 345
VRI's total estimated construction costs for the Golf Course 13, 390, 624
VRI's total estimated construction costs for the d ubhouse 3,707, 662
VRI's total actual 1994 interest expense relating to both the

the Golf Course and the C ubhouse 1, 160, 405
VRI's total estimated post-1994 interest expense relating to

the Golf Course and the C ubhouse 5,861, 595

Tot al $29, 835, 631

On VRI's 1994 Federal inconme tax return, in conputing its
gain on the residential lots sold in 1994, VRl conputed its cost
bases in the I ots based on an allocation of the above total
actual and estimated costs for the Golf Course and the C ubhouse,
t hereby reducing VRI’s reported gain for 1994 with respect to the
| ots sol d.

During the transition period, on VRI’'s 1996, 1997, 1998, and
1999 Federal income tax returns for an S Corp., VR apparently
did not claimany depreciation deductions with respect to its
costs of constructing the Golf Course and the C ubhouse.

In the statutory notice of deficiency, respondent treated
VRI ' s devel opnent and sale of the residential |ots on the
Property as a project separate fromVRI’s construction of both

the Golf Course and the O ubhouse, and therefore respondent
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di sallowed VRI's allocation, under the alternative cost nethod,
of the total estimated costs of constructing the Golf Course and
the C ubhouse to VRI's cost bases in the residential lots sold in
1994.

Shortly before trial herein was scheduled to take pl ace,
however, respondent abandoned his contention that the Golf Course
and the C ubhouse constituted projects separate fromVRI’'s
devel opment and sale of the residential Iots. Respondent
acknow edged that the Golf Course and the C ubhouse constituted a
single project integrated with VRI's devel opnent and sal e of
i nproved residential lots. Respondent acknow edged that VR
could allocate under the alternative cost nmethod the estinmated
costs of constructing the Golf Course to the lots sold.
Respondent, however, for the first time in a pretrial brief
contended that VRl had retained an ownership interest in the
Cl ubhouse in 1994 and through the transition period, and
therefore that the estimated construction costs of the C ubhouse
woul d have been recoverable to VRl through depreciation and did
not qualify under the alternative cost nmethod for allocation by
VRI to the lots sold in 1994 and in subsequent years.

More specifically, with respect to VRI's $13,390,624 in
total estimated construction costs of the Golf Course (all of

which related to nondepreciable inprovenents to the Property),

respondent acknow edged that those estimated costs qualified
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under the alternative cost nmethod and were properly allocated by
VRI to the lots sold in 1994 and in subsequent years.

Wth respect, however, to VRI's $3,707,662 in total
estimated construction costs of the O ubhouse (all of which

related to depreciable inprovenents to the Property), respondent

concluded that VRI's all eged retai ned ownershi p of the O ubhouse
before and during the transition period (during which tinme VR

al l egedly woul d have been able to recover its costs thereof

t hrough depreciation) disqualified VRI fromusing the alternative
cost nethod to allocate to the lots sold the estimted O ubhouse
construction costs.

Furt her, respondent concluded that VRI's $5,861,595 in
estimated future-period interest expense with respect to its debt
obligations relating both to the Golf Course and to the C ubhouse
did not qualify as estimated construction costs under the
alternative cost nethod and could not be allocated to the cost of
the |l ots sold.

Procedural ly, petitioners do not object to respondent’s
change in position and to respondent’s new contentions regarding
VRI's use of the alternative cost nethod for its estinmated
Cl ubhouse construction costs and estimated interest expense
relating to the Golf Course and to the C ubhouse. Petitioners,
however, argue that respondent should have the burden of proof

regardi ng any underlying factual disputes relating to
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respondent’s new contentions. Respondent counters that under our
Rul es the new contentions should be treated only as new t heori es,
not as new i ssues, and that the burden of proof should renmain

with petitioners on all factual matters.

Di scussi on

CGenerally, under Rev. Proc. 75-25, 1975-1 C.B. 720 (Rev.
Proc. 75-25), a real estate devel oper was allowed, in the first
year of construction of a developnent, to allocate to the
devel oper’s cost bases in separate lots to be sold certain
estimated construction costs of inprovenents conmon to the entire
devel opnent. The purpose of Rev. Proc. 75-25 was to allow a rea
estate devel oper to spread nore evenly and fairly the anmount of
the developer’s gain or loss relating to a real estate
devel opment over the years of construction. By allocating, at
t he begi nning of a devel opnent, estimated construction costs
relating to common inprovenents to the devel oper’s cost bases in
lots to be sold, a devel oper was able to recognize less incone in
the early years of a devel opnent as lots were being sold (as a
result of the increased cost bases in the lots on which the
devel oper’ s taxabl e gain was conput ed).

In Herzoq Bldg. Corp. v. Commi ssioner, 44 T.C. 694, 702-703

(1965), involving a predecessor ruling to Rev. Proc. 75-25,3 we

3 Mm 4027, XI1-1 C.B. 60 (1933).
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expl ai ned the purpose and application of the alternative cost
met hod as fol |l ows:

Where a devel oper is bound by contract to
make certain inprovenents for the benefit of
the property sold, the fact that the
expenditure required to install the

i nprovenent is not nmade during the taxable
period within which part of the property is
sold should not prevent an aliquot portion of
the cost from being offset against the profit
fromthe sale of the property. [CGtation
omtted.]

To qualify under Rev. Proc. 75-25, anong other requirenents,
a devel oper had to have a contractual obligation to provide the
common i nprovenent costs which were to be estinmated and
all ocated, and the common i nprovenents could not be recoverable
by the devel oper through depreciation.

In 1984, Congress enacted sec. 461(h) to postpone the
deductibility to taxpayers of many costs until “economc
performance” occurs. Deficit Reduction Act of 1984, Pub. L. 98-
369, 98 Stat. 598. Generally, under section 461(h), if property
or services are to be provided by taxpayers, econom c performance
is not regarded as having occurred until the taxpayers actually
incur the costs of providing the property or services.

Proposed regul ati ons under section 461(h) were issued on
June 7, 1990, and adopted on April 9, 1992. See 55 Fed. Reg.
23235 (June 7, 1990), 57 Fed. Reg. 12411 (April 10, 1992). The

preanble to the section 461(h) regul ati ons, as proposed,
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expl ai ned that, because under section 461(h) econom c performance
was required in order for costs to be deducted, a real estate
devel oper would no | onger be allowed to allocate estimted future
construction costs to the developer’s bases in lots sold. See
Notice 91-4, 1991-1 C. B. 315. Thus, it appeared that the
econom ¢ performance rules of 461(h) would effectively override
the alternative cost nethod avail able to devel opers under Rev.
Proc. 75-25.

On January 11, 1991, however, respondent issued Notice 91-4,
1991-1 C. B. 315, in which respondent provided that, in spite of
t he econom c performance rule of section 461(h), the alternative
cost nethod under Rev. Proc. 75-25 would continue generally to be
avai l abl e to devel opers of real estate until additional guidance
from respondent was provided.

On April 9, 1992, the above regul ati ons under section 461(h)
were finalized, but the referenced | anguage in the preanble to
t he proposed regul ations was elimnated. See regul ati ons under
sec. 461

Al so, on April 9, 1992, respondent issued Rev. Proc. 92-29,
1992-1 C.B. 748, in which alimted version of the alternative
cost nethod was provided. Under the alternative cost nethod
provided in Rev. Proc. 92-29, a real estate devel oper was
permtted to continue to allocate to lots sold the estimated

future construction costs relating to common inprovenents w thout
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regard to whether the costs would qualify as incurred under the
econom ¢ performance rule of section 461(h), but the anount of
such costs that would qualify for this allocation was limted in
any 1 year to the total cunulative anmount of actual construction
costs for common inprovenents that, as of the end of each year,
t he devel oper had incurred in the entire devel opnent.

Under Rev. Proc. 92-29, as under Rev. Proc. 75-25, use of
the alternative cost nethod was |limted to estimated costs of the
common i nprovenents that the devel oper was contractual ly
obligated to construct in the devel opnent and that would not be
recoverabl e by the devel oper through depreciation. The limted
alternative cost nethod as set forth in Rev. Proc. 92-29 applies

to the year before us in these cases.

$3, 707,662 in Estimated d ubhouse Construction Costs

The di sagreenent between the parties regarding allocation of
VRI's estimated C ubhouse construction costs under the
alternative cost nethod centers on whether VRI, at any tine,
woul d have been able to recover its actual construction costs in
t he d ubhouse through depreciation. See Rev. Proc. 92-29,
sec. 2.01, 1992-1 C B. 748, 749.

Petitioners contend that at no tinme during construction of
t he C ubhouse beginning in 1994 and after construction through
the transition period would VRI have had the right to recover its

Cl ubhouse construction costs through depreciation.
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Petitioners also contend that the issue of whether VRI's
Cl ubhouse construction costs woul d have been recoverabl e by VRI
t hrough depreciation represents a new factual issue under Rule
142(a) and that respondent should bear the burden of proof with
regard thereto.

Respondent contends that ownership of the C ubhouse was held
by VRI during construction from 1994 through the transition
period and until April 21, 1999, when the deed to the Golf Course
and to the O ubhouse was transferred out of escrowto VCI, and
therefore that VRI had a depreciable interest in the C ubhouse.

CGenerally, for the years in issue, the burden of proof is on
the taxpayer with regard to factual issues. Rule 142(a),
however, states that in the case of any “new matter” the burden

of proof shall be upon respondent. |In Wayne Bolt & Nut Co. V.

Comm ssi oner, 93 T.C. 500, 507 (1989), we summari zed the

di stinction between new theories that are treated as new i ssues
and new theories that sinply suppl enent previously raised issues

as foll ows:

A new theory that is presented to sustain a
deficiency is treated as a new natter when it either
alters the original deficiency or requires the
presentation of different evidence. A new theory which
merely clarifies or devel ops the original determ nation
is not a new matter in respect of which respondent
bears the burden of proof. [Citations omtted.]
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In respondent’s notices of deficiency to petitioners,
respondent determ ned that the devel opnent and sale of VRI’'s
residential lots, on the one hand, and the CGolf Course and
Cl ubhouse, on the other hand, constituted two separate
devel opnment projects (i.e., that the Golf Course and C ubhouse
were not inprovenents conmmon to the devel opnment of the
residential lots) and that VRI therefore could not, under the
alternative cost nethod, allocate to the residential lots the
costs of constructing the Golf Course and the C ubhouse.

As expl ained, in respondent’s pretrial nmenorandum
respondent abandoned the contention that the residential |ots,
the Golf Course, and the C ubhouse constituted separate projects,
and for the first time respondent contended that VR, not VC,
owned the conpl eted C ubhouse, had a depreciable interest in the
Cl ubhouse, and woul d have been able to recover its actual
construction costs through depreciation, and therefore that VR
could not use the alternative cost nethod to allocate its
estimated C ubhouse construction costs to its bases in the
residential |ots.

The evi dence rel evant to whet her devel opnment of the
residential lots, the Golf Course, and the C ubhouse constituted
a single project is quite different fromthe evidence required of
petitioners to prove, as between VR and VCl, ownership of, and

t he exi stence of a depreciable interest in, the C ubhouse.
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Respondent’ s new theory constitutes a new, different matter, not
just another version of an issue or an adjustnment previously
raised in a notice of deficiency, and respondent bears the burden

of proof regarding this fact issue. See Barton v. Conm ssioner,

993 F.2d 233 (11th Gr. 1993), affg. w thout published opinion

T.C. Meno. 1992-118; Abatti v. Commi ssioner, 644 F.2d 1385, 1390

(9th Gr. 1981), revg. T.C. Menp. 1978-392; see al so sec. 7522;

Shea v. Comm ssioner, 112 T.C. 183 (1999).

The period for depreciation of property begins when property
is placed in service. See sec. 1.167(a)-10(b), Incone Tax Regs.
Accordingly, VRI's construction costs relating to the

Cl ubhouse are properly regarded as recoverabl e through
depreciation only if, and for the period that, VR possessed an
ownership interest in the C ubhouse after the C ubhouse was

pl aced in service.

CGenerally, property is placed in service when it reaches a
condition of readiness and availability for a specifically
assigned function. See sec. 1.167(a)-11(e)(1), Incone Tax Regs.
On July 19, 1996, the Golf Course and the d ubhouse opened and
pl ay began. Absent evidence in these cases to the contrary, and
in light of respondent’s burden of proof on this issue, we treat
July 19, 1996, as the date the C ubhouse was placed into service.

Because the C ubhouse was not placed in service until

July 19, 1996, fromthe tinme construction of the C ubhouse began
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in 1994 through July 18, 1996, VRI did not have an interest in
t he O ubhouse properly recoverabl e through depreciation, and we
reject respondent’s contention that because VR allegedly had an
ownership interest in the C ubhouse during construction, VR is
not qualified to allocate estimated C ubhouse construction costs
under the alternative cost nethod.

The question of whether VRI would have been able to recover
its C ubhouse construction costs through depreciation because it
all egedly had a depreciable interest in the O ubhouse during the
transition period (nanely, on or after the C ubhouse was pl aced
in service on July 19, 1996, and until April 21, 1999, the date
the deed to the O ubhouse was transferred out of escrowto VC),
turns on an analysis of the benefits and burdens relating to
ownership of the C ubhouse during the transition period. See

G odt & McKay Realty, Inc. v. Conm ssioner, 77 T.C. 1221, 1235-

1238 (1981). Who possesses the benefits and burdens of ownership
of property constitutes a question of fact which is generally
ascertained fromthe intentions of the parties as evidenced by
the witten agreenents read in light of all the relevant facts

and circunstances. See Durkin v. Conm ssioner, 87 T.C 1329,

1367 (1986), affd. 872 F.2d 1271 (7th Cr. 1989).
Sonme of the factors used by courts in anal yzi ng whet her
t axpayers possess the benefits and burdens of ownership of

property are: (1) Who has legal title to the property; (2) whom
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the parties treat as possessing the benefits and burdens of
ownership; (3) who has equity in the property; (4) whether the

t axpayer has a present obligation to execute and deliver a deed
and whet her the purchaser has a present obligation to make
paynents; (5) who has the rights of possession to the property;
(6) who pays the property taxes; (7) who bears the risk of |oss
or damage to the property; and (8) who receives the profits from

the operation and sale of the property. See Godt & MKay

Realty, Inc. v. Conmni ssioner, supra at 1237-1238.

Omership of real property may be transferred even though
title thereto is retained by the seller or is in escrow for

security purposes. See Codfelter v. Conm ssioner, 48 T.C. 694,

700 (1967), affd. 426 F.2d 1391 (9th G r. 1970).

On July 10, 1996, prior to the tinme the C ubhouse was pl aced
in service, VR transferred into escrowtitle to the C ubhouse.
Thereafter, during the transition period, title to the C ubhouse
was held in escrowin VCI's nanme. VCl stood to benefit from an
increase in the fair market value of the C ubhouse, and VCI woul d
suffer economcally for any decrease in the fair nmarket val ue of
t he C ubhouse.

Also during the transition period, VCl was obligated and did
pay for the insurance relating to the C ubhouse.

Transfer to VCI of legal title to the C ubhouse was

schedul ed to occur no |later than Decenber 31, 2000, regardl ess of
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how much VRI had received in nmenbership fees and regardl ess of
the anobunt of VRI’s | osses in connection with operation of the
Cl ubhouse during the transition period.

Under the Contract, until transfer of title fromthe escrow
to VCI, VRI was required to fund any deficit and to retain any
net income fromoperating the C ubhouse. VC, however, during
the transition period had control over the amount of dues charged
to menbers, and VCl thereby largely controlled the inconme or |oss
to be realized fromoperation of the C ubhouse.

Wth regard specifically to a depreci abl e ownership interest

in property, in Conm ssioner v. Myore, 207 F.2d 265, 268 (9th

Cr. 1953), revg. and remanding 15 T.C. 906 (1950), the Court of

Appeals for the Ninth Grcuit stated:

It is not the physical property itself, nor the
title thereto, which alone entitles the owner to claim
depreciation. The statutory allowance is available to
hi m whose interest in the wasting asset is such that he
woul d suffer an economc loss resulting fromthe
deterioration and physical exhaustion as it takes
pl ace. * * *

See also Weiss v. Weiner, 279 U S. 333 (1929); Geneva Drive-In

Theatre, Inc. v. Conmm ssioner, 622 F.2d 995 (9th G r. 1980).

In petitioners’ post-trial brief, petitioners accurately
summari ze the transaction before us as foll ows:
VRI acquired the Project for a single purpose -- to

create (1) valuable honmesites abutting a first-class golf
course and (2) valuable golf club nenberships and to
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liquidate its entire investnent in the Project at a

profit by selling the honesites and nenberships. In

furtherance of that purpose, on the very day that VR

acquired the Project, VRl also entered into a Purchase

and Sale Agreenent with the Cub, a non-profit nmenbership

corporation, under which VR irrevocably commtted itself

to construct golf-related i nprovenents and to convey

t hose i nprovenents (the Club Facilities) to the Cub

retaining only the right to proceeds fromthe sale of a

speci fied nunber of C ub nenberships, and placing the

title to the CAub Facilities in escrowto protect its

interest in those sale proceeds. * * *

We concl ude that respondent has failed to neet his burden of
proving that, during the transition period, VR, not VC,
possessed the benefits and burdens of ownership of the C ubhouse.
Al so, apart fromthe burden of proof on this fact issue, we
concl ude that the evidence establishes that, during the
transition period, VCI possessed the benefits and burdens of
ownership of the C ubhouse. The estimated construction costs
associated with the C ubhouse, therefore, are not to be regarded
as recoverable by VR through depreciation during the transition
peri od.

Because VRI would not be able to recover its construction
costs through depreciation during either the construction period
or the transition period, VRI's estimated construction costs
relating to the C ubhouse nmay be allocated to the bases of the

residential lots sold in 1994 under the alternative cost nethod

of Rev. Proc. 92-29, subject to the limtations thereof.
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Respondent argues that the failure of VRI and VCl to adhere
strictly to the terns of the Contract indicates that VR and VCl
did not regard the Contract as binding and that we should
di sregard the ternms of the Contract. W disagree. The deed to
t he C ubhouse was transferred into escrow before the placed-in-
service date of July 19, 1996, the relevant date for purposes of
establishing in these cases ownership of and a depreciable
interest in the Cubhouse. The fact that the deed to the
Cl ubhouse was not transferred into escrow until shortly before
conpl etion of construction is not particularly significant.

Also, in light of the indicia of owership set forth above, the
fact that a formal witten | ease of the C ubhouse between VR and
VCl was not executed during the transition period is not
particularly significant. W believe that the ternms under which
t he O ubhouse woul d be operated during the transition period as
between VRI and VCI were adequately set forth in the Contract,
and respondent has pointed us to nothing that represents a
failure to adhere to that agreenent in any substantial way.

Respondent relies on | anguage in the 1999 settl enent
agreenent between VR, petitioners, VC, and nenbers of VCl as
fol |l ows:

Turnover Date is defined as of the date when al

docunents necessary to carry out this agreenent are

renmoved fromescrow * * * and ownershi p, possession

and control of the property * * * is actually
transferred fromVR to VC.
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We regard use in the above settlenent agreement of the term
“ownership” as sinply protective and as not indicative of true
ownership of the C ubhouse. W do not find this | anguage from
the 1999 settlenment agreenent arising out of a |egal dispute as
controlling with respect to ownership of the C ubhouse during the

transition period.

Esti mat ed Future-Period | nterest Expense

In Rev. Proc. 92-29, sec. 4.01, 1992-1 C. B. 748, 750, in a
general explanation of the alternative cost nethod, reference is
made to the general capitalization rules and the interest
capitalization rules of section 263A(f) as follows:

The alternative cost nethod does not affect the
application of general capitalization rules to

devel opers of real estate. Thus, common inprovenent

costs incurred under section 461(h) of the Code are

al l ocated anong the benefitted properties and may

provi de the basis for additional conputations (e.g.,

interest capitalization under section 263A(f)).

Petitioners contend generally that (regardl ess of the above
specific reference in Rev. Proc. 92-29 to the continued
application to devel opers of the general capitalization rules and
of the interest capitalization rule of section 263A(f)), the

hi story and purpose of Rev. Proc. 75-25 support their argunent

that estimted interest expense should be included in the
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cal cul ation of a devel oper’s estimated construction costs for
common i nprovenents under the alternative cost nethod.

We di sagree. W believe that the above specific reference
in Rev. Proc. 92-29 to section 263A(f) makes it clear that under
the alternative cost nmethod the interest capitalization rule of
section 263A(f) applies and prevents the allocation (to a
devel oper’s cost bases in lots sold in a particular year) of
estimated future-period interest expense. Under section 263A(f),
only those interest expenses that are paid or incurred during the
production period are to be capitalized in the year paid or
incurred. Section 263A(f) provides in part as foll ows:

SEC. 263A(f) Special Rules For Allocation of Interest
to Property Produced by the Taxpayer. --
(1) Interest capitalized only in certain
cases. -—-Subsection (a) shall only apply to
i nterest costs which are—
(A) paid or incurred during the production
period, * * *

The “paid” or “incurred’” requirenent of section 263A(f)
precl udes petitioners’ claimthat estimted future-period
i nterest expense may be estimated and allocated to the basis of
lots sold in a particular year under the alternative cost nethod.

Qur interpretation is consistent wwth the general economc
performance rule of section 461(g) and (h), under which interest

expense i s not added to the bases of property until the expense
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is incurred. Qur interpretation is also consistent with the
requi renent under Rev. Proc. 92-29, 1992-1 C. B. 748, 749, that to
qualify for allocation under the alternative cost nethod the
“devel oper nust be contractually obligated or required by |law to
provide” the inprovenents relating to the estimted cost. VR
was contractually obligated under the Contract to construct the
ol f Course and the C ubhouse. VR, however, was not obligated
under the Contract to obtain interest-bearing debt for such
endeavor and nerely chose to finance construction of the CGolf
Course and the C ubhouse based on its current financial condition
and presunmably could have paid off such debt at any tine.*

Petitioners rely on Haynsworth v. Conmm ssioner, 68 T.C. 703

(1977), affd. w thout published opinion 609 F.2d 1007 (5th G

1979), in support of their position that estimted future-period

4 Rev. Proc. 92-29, sec. 2, 1992-1 C B. 748, 749, defines
comon i nprovenents as foll ows:

.01 Conmon | nprovenent. For purposes of this revenue
procedure, the term “comon inprovenent” nmeans any real
property or inprovenents to real property that benefit
two or nore properties that are separately held for
sal e by a devel oper. The devel oper nust be
contractually obligated or required by law to provide
the common i nprovenent and the cost of the common

i nprovenent nmust not be properly recoverable through
depreci ation by the devel oper. * * * Exanples of common
i nprovenents include streets, sidewal ks, sewer |ines,
pl aygrounds, clubhouses, tennis courts, and sw mm ng
pool s that the devel oper is contractually obligated or
required by law to provide and the costs of which are
not properly recoverable through depreciation by the
devel oper.
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i nterest expense should be treated as estimated construction
costs and available for allocation under the alternative cost

met hod. I n Haynsworth, the taxpayer included interest expense in

their estimate of antici pated devel opnent costs for purposes of
conputing cost-of - goods-sold, but, as a result of paynent of the
nortgage on the property, the taxpayer elimnated the interest

fromits adjusted estimates. Petitioners claimthat Haynsworth

indicates a |l ong accepted practice of including interest expense
in the estimted costs of common i nprovenents.
Treatment of the interest expense was not at issue in

Haynsworth. The interest expense nentioned in Haynsworth was

renmoved fromthe total estimated costs in a year before the years
in dispute. W reject petitioners’ argunent that interest
expense shoul d be included in estimted construction costs based

on Haynsworth or sone accepted practice regarding estimated

i nt erest expense.

Rev. Proc. 92-29, 1992-1 C.B. 748, provides an alternative
to the econom c performance rul es under section 461(h) for
determ ni ng when estimted construction costs may be included in
the bases of lots sold. 1In enacting the econom c performance
rul e, Congress was concerned that allow ng taxpayers to take
current deductions for future obligations overstated the true

costs because the tine value of noney was not taken into account.
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See Staff of Joint Comm on Taxation, General Explanation of the
Deficit Reduction Act of 1984, at 260 (J. Conm Print 1984).

Rev. Proc. 92-29 provides a limted exception to section
461(h), and anything not specifically wthin the provisions of
Rev. Proc. 92-29 would generally be governed by the econom c
performance rule of section 461(h). Rules of statutory
construction suggest that if a statute (or other authority)
specifies exceptions to a statute’s general application, other
exceptions not explicitly nmentioned should not be inplied. See

United States v. Lande, 968 F.2d 907, 910 (9th Gr. 1992).

We concl ude that under Rev. Proc. 92-29, VR nmay not include
estimated i nterest expense in the calculation of estinated
construction costs to be allocated to the bases in the lots VR
sold in 1994.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




