Highland Farms, Inc. v. Commissioner, 106 T. C. 237 (1996)

For tax purposes, entry fees in continuing care retirement communities are not to be
included in income in the year of receipt if they are refundable, and cluster home
sales are treated as true sales rather than financing arrangements.

Summary

Highland Farms, Inc. , operating a continuing care retirement community, faced tax
issues regarding the treatment of entry fees and cluster home sales. The Tax Court
held that entry fees for apartments and lodges, which were partially refundable,
should not be included in income in the year of receipt but rather as they become
nonrefundable. The court also determined that the cluster home transactions were
sales, not financing arrangements, requiring the inclusion of net gains in income and
disallowing depreciation deductions. This decision underscores the importance of
contractual terms in determining tax obligations and the necessity of aligning
financial and tax accounting methods with legal realities.

Facts

Highland Farms, Inc. , operated a retirement community in North Carolina with
various accommodations, including cluster homes, apartments, and a lodge.
Residents of cluster homes purchased their units and were obligated to sell them
back to Highland Farms at a percentage of the original price upon leaving or death.
Apartments and lodge units required entry fees, partially refundable upon
termination of residency. Highland Farms reported income from these fees as they
became nonrefundable and treated cluster home transactions as financing
arrangements, not sales, allowing them to claim depreciation.

Procedural History

The Commissioner of Internal Revenue audited Highland Farms’ 1988 tax return,
determining deficiencies and an addition to tax for substantial understatement.
Highland Farms contested this in the Tax Court, which ruled on the tax treatment of
entry fees and cluster home sales, leading to a decision under Rule 155.

Issue(s)

1. Whether the entry fees for apartments and lodges should be included in income in
the year of receipt as advance payments or reported as they become nonrefundable.
2. Whether the cluster home transactions constituted sales, requiring the inclusion
of net gains in income and disallowing depreciation deductions.

3. Whether Highland Farms was liable for an addition to tax under section 6661 for
substantial understatement of income tax.

Holding
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1. No, because the entry fees were partially refundable, and Highland Farms only
had a right to keep the nonrefundable portions at the time of receipt.

2. Yes, because the cluster home transactions were deemed sales based on the
intent of the parties and the transfer of ownership benefits and burdens.

3. No, because Highland Farms had substantial authority for its tax treatment of the
cluster home transactions, despite the court’s ruling against them.

Court’s Reasoning

The court applied the principles from Commissioner v. Indianapolis Power & Light
Co. and Oak Industries, Inc. v. Commissioner to determine that entry fees were not
advance payments but deposits, to be reported as income as they became
nonrefundable. For cluster homes, the court analyzed the intent of the parties under
North Carolina law, concluding that the transactions were sales due to the transfer
of legal title, possession, and payment of taxes and insurance by the residents. The
court rejected Highland Farms’ argument that the transactions were financing
arrangements, emphasizing the significance of the written agreements and the
economic substance of the transactions. The court also considered Highland Farms’
substantial authority argument in denying the addition to tax under section 6661.

Practical Implications

This decision impacts how continuing care retirement communities structure and
report entry fees and property transactions for tax purposes. Operators must
carefully design contracts to reflect the true nature of transactions, ensuring that
tax reporting aligns with legal and financial realities. The ruling clarifies that
partially refundable fees cannot be immediately recognized as income, affecting
cash flow planning. For similar cases, the focus on the intent of the parties and the
economic substance of transactions will guide future tax treatments. This case may
influence business practices in the retirement community sector, encouraging
clearer contractual terms and potentially affecting pricing strategies. Subsequent
cases, such as North American Rayon Corp. v. Commissioner, have applied similar
principles in recharacterizing transactions for tax purposes.
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