Keith v. Commissioner, T. C. Memo. 2001-262

Contracts for deed effect a completed sale for tax purposes when the buyer assumes
the benefits and burdens of ownership, requiring immediate recognition of gain
under the accrual method.

Summary

In Keith v. Commissioner, the Tax Court ruled that contracts for deed used by
Greenville Insurance Agency (GIA) constituted completed sales for tax purposes at
the time of execution. GIA, operating on an accrual method, was required to
recognize gain from these sales immediately, rather than upon full payment. The
court determined that the buyers assumed the benefits and burdens of ownership
upon signing, triggering taxable gain in the year of contract execution. This decision
impacted the calculation of net operating loss carryovers and emphasized the
importance of correctly applying the accrual method to real estate transactions.

Facts

James and Laura Keith operated GIA, which sold, financed, and rented residential
real property through contracts for deed. Between 1989 and 1995, GIA executed 18
such contracts, with 12 in the years 1993-1995. The contracts required buyers to
take possession, pay taxes, maintain insurance, and perform maintenance, while GIA
retained title until full payment. GIA reported income using the accrual method but
did not recognize gain from these sales until final payment. The IRS challenged this
method, asserting that gain should be recognized upon contract execution.

Procedural History

The case was submitted fully stipulated to the Tax Court. The IRS issued a notice of
deficiency for the Keiths’ 1993-1995 tax years, asserting that GIA’s method of
accounting for contracts for deed did not clearly reflect income. The Keiths
contested this, arguing their method was appropriate. The Tax Court’s decision
focused on whether the contracts for deed constituted completed sales under
Georgia law and the implications for GIA’s accrual method accounting.

Issue(s)

1. Whether the contracts for deed executed by GIA constituted completed sales for
tax purposes at the time of execution.

2. Whether GIA, as an accrual method taxpayer, must recognize gain from these
contracts in the year of execution.

3. Whether the net operating loss carryovers from prior years should be reduced to
reflect income from contracts for deed executed in those years.

Holding
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1. Yes, because under Georgia law, the contracts transferred the benefits and
burdens of ownership to the buyers, effecting a completed sale for tax purposes.

2. Yes, because as an accrual method taxpayer, GIA must recognize gain when all
events fixing the right to receive income have occurred, which was at contract
execution.

3. Yes, because the unreported income from prior years’ contracts for deed must be
included in the calculation of net operating loss carryovers.

Court’s Reasoning

The court applied the legal rule that a sale is complete for tax purposes when either
legal title passes or the benefits and burdens of ownership are transferred. Under
Georgia law, the contracts for deed transferred these benefits and burdens to the
buyers, as evidenced by their possession, payment of taxes, and maintenance
responsibilities. The court cited Chilivis v. Tumlin Woods Realty Associates, Inc. ,
where similar contracts were deemed to pass equitable ownership, leaving the seller
with a security interest. The court rejected the Keiths’ argument that the contracts’
voidability prevented a completed sale, noting that nonrecourse clauses do not delay
the finality of a sale. For an accrual method taxpayer like GIA, the court held that
gain must be recognized when the right to receive income is fixed, which occurred
upon contract execution. The court also addressed the impact on net operating loss
carryovers, requiring adjustments for unreported income from prior years.

Practical Implications

This decision requires taxpayers using contracts for deed to recognize gain
immediately upon execution if they use the accrual method, impacting how similar
real estate transactions are analyzed. Legal practitioners must advise clients on the
tax implications of such contracts, ensuring correct accounting methods are applied.
Businesses involved in real estate sales must adjust their accounting practices to
comply with this ruling, potentially affecting their tax planning strategies. The
decision also influences the calculation of net operating loss carryovers, requiring
adjustments for previously unreported income. Subsequent cases have applied this
ruling to similar transactions, reinforcing its significance in tax law.
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