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Reichel v. Commissioner, 112 T. C. 14 (1999)

Real estate taxes on land held for future development must be capitalized under
section 263A, even if no development activities have begun.

Summary

In Reichel v.  Commissioner,  the Tax Court ruled that real estate taxes paid on
undeveloped land intended for future development must be capitalized under section
263A of the Internal Revenue Code. John Reichel, a real estate developer, purchased
land in 1991 and 1992 but did not begin development due to adverse economic
conditions.  The court held that these taxes were indirect costs allocable to the
property and must be capitalized, as the intent to develop the land was clear from
the time of  purchase.  This  decision clarifies  that  capitalization applies  to  costs
incurred  before  actual  production  begins  if  the  property  is  held  for  future
development.

Facts

John J. Reichel, a real estate developer operating as Sunwest Enterprises, purchased
two undeveloped parcels in San Bernardino County, California, in 1991 and 1992 for
$357,423 and $1,002,000, respectively. Reichel intended to develop these parcels
but  did  not  undertake  any  development  activities  due  to  adverse  economic
conditions. In 1993, Reichel paid $72,181 in real estate taxes on these parcels and
deducted these amounts on his Schedule C. The IRS disallowed these deductions,
asserting that the taxes must be capitalized under section 263A as indirect costs of
producing property.

Procedural History

The IRS issued a notice of deficiency to Reichel on September 5, 1997, determining
a 1993 income tax deficiency of $32,887 and a $6,577 accuracy-related penalty.
Reichel petitioned the U. S. Tax Court to redetermine the deficiency. The case was
submitted without trial, and the court issued its opinion on January 7, 1999, holding
that Reichel must capitalize the real estate taxes under section 263A.

Issue(s)

1.  Whether  real  estate  taxes  paid  on  undeveloped  land  intended  for  future
development must be capitalized under section 263A of the Internal Revenue Code.

Holding

1. Yes, because the real estate taxes are indirect costs allocable to the property held
for future development, and section 263A requires capitalization of such costs.

Court’s Reasoning



© 2025 SCOTUSreports.com. All rights reserved. | 2

The court’s decision hinged on the interpretation of section 263A, which requires
the capitalization of direct and indirect costs related to property produced by the
taxpayer.  The  court  noted  that  ‘produce’  under  section  263A(g)(1)  includes
‘develop’, and Reichel’s intent to develop the San Bernardino parcels was evident
from the time of purchase. The court rejected Reichel’s argument that capitalization
should only apply after development activities begin, citing the legislative history of
section 263A, which intended to cover costs from the acquisition of property through
production to disposition. The court also distinguished prior cases like Von-Lusk v.
Commissioner, emphasizing that the capitalization rules apply from the acquisition
of property, not just from the start of physical development. The court concluded
that because Reichel held the parcels for future development, the real estate taxes
must be capitalized under section 263A.

Practical Implications

This  decision  has  significant  implications  for  real  estate  developers  and  other
taxpayers holding property for future development. It clarifies that real estate taxes
and other indirect costs must be capitalized from the time of property acquisition if
the intent is to develop it later, even if no immediate development activities occur.
This ruling affects how similar cases should be analyzed, requiring taxpayers to
account  for  these  costs  as  part  of  the  property’s  basis  rather  than as  current
deductions. It may influence financial planning and tax strategies for developers,
who must now consider these costs as part of their investment in the property. The
decision also  aligns  with  later  regulations  under  section 263A,  which explicitly
require capitalization of taxes on property held for future development, reinforcing
the court’s interpretation.


