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The characterization of a real estate entity’s 
activities as a business or an investment 
makes a big difference to the bottom line 
when it comes to taxation. In Conner v. 
Commissioner, a developer whose plans 
were derailed by the Great Recession 
recently learned this lesson the hard way.

Business or investment
The taxpayer was the sole shareholder of an S corpora-
tion that operated as a custom homebuilder. The busi-
ness didn’t own the lots where homes were built or 
maintain an inventory of partially or totally completed 
homes. He also was the sole member of several limited 
liability companies (LLCs) through which he acquired 
large tracts of undeveloped land. The LLCs had no 
employees or management offices.

The taxpayer had the LLCs’ tracts surveyed and develop-
ment plans prepared, but the plans were never executed. 

Shoreline, one of the LLCs, sold all of its property in a 
single sale at a loss in 2013. At the time of the sale, the 
land was in a conservation program, where the taxpayer 
had placed it to reduce property taxes. As part of the 
requirements for conservation use, he had certified that 
business wouldn’t be conducted on the land. 

The taxpayer nonetheless claimed a fully deductible 
ordinary loss on the sale, contending that Shoreline 
held the land in the ordinary course of business. The 
IRS asserted that it was a capital loss (and, therefore, 
deductible subject to strict limitations) because 
Shoreline had held the land for investment. 

Ordinary or capital loss
The tax laws deem property held  
by a taxpayer primarily for sale to 
customers in the ordinary course  
of trade or business to be an ordi-
nary asset. To determine whether 
a real estate asset is an ordinary or 
capital asset, the court considers 
such factors as: 

u  The number, extent, continuity 
and substantiality of sales, and 

u  The extent of subdividing, devel-
oping and advertising.
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investments: Why it matters

Under the tax code, investment 
expense deductions are subject 
to limitations that don’t apply to 
business expense deductions.



While no specific factor is controlling, the court noted 
that the frequency and substantiality of sales are  
particularly relevant because they undermine the  
contention that property is a capital asset being held 
for investment rather than sale. Shoreline had only  
one sale over eight years, and the taxpayer made no 
effort to sell its property. 

The taxpayer didn’t advertise the property, list it, main-
tain a sales office or employ a sales force. The land was 
sold after an unrelated party made an unsolicited offer. 
Thus, the court found that the isolated nature of the 
transaction supported capital loss treatment.

In addition, Shoreline held the property from 2007 
to 2013 without engaging in development-related 
activities, despite having earlier secured permits and 
prepared design plans. Shoreline’s expenses consisted 
entirely of holding costs, such as mortgage interest 
and property taxes, and the conservation program pro-
hibited the land’s development. The court ultimately 
concluded that the evidence indicated the taxpayer 
had incurred a capital loss. 

Business or investment expenses
The IRS also challenged the taxpayer’s characterization 
of the LLCs’ expenses. Under the tax code, investment 
expense deductions are subject to limitations that don’t 
apply to business expense deductions. The taxpayer 
here claimed that the LLCs’ expenses were business 
expenses. According to the taxpayer, the land the LLCs 
held was for development that was delayed by the eco-
nomic downturn.

However, the court found that the taxpayer’s LLCs 
held land for investment, not as part of an ongoing 
development business. The taxpayer never subdivided 
or improved any property. The development of each 
property stalled in the planning stage, with each prop-
erty remaining in the same condition as it was on the 
date of acquisition. “Carrying on a trade or business,” 
the court cautioned, “requires more than just prelimi-
nary planning and permitting.”

Walk the walk
To obtain the more favorable tax treatment generally 
granted to business activities, be sure to take steps to 
help distinguish your activities from mere investments. 
As the court highlighted in this case, cursory planning 
and permitting aren’t enough — you must demonstrate 
more in the way of sales and development. x

     3

Taxpayer prevails on charitable 
contribution of lands

It wasn’t all bad news for the taxpayer in Conner 
v. Commissioner (see main article). The Tax Court 

rejected the IRS’s challenge to a charitable con-

tribution deduction the taxpayer had claimed on 

his S corporation’s sale of undeveloped land in a 

bargain sale to a church.

The taxpayer had claimed a deduction for  

the difference between the sale price and the 

land’s fair market value. The IRS, on the other 

hand, argued that the S corporation held  

the land as an asset in the ordinary course  

of business, so the deduction was limited to 

the difference between the sale price and the  

S corporation’s cost basis. 

But the court found that the land was a long-

term capital asset held for investment. The  

S corporation, it observed, had acquired the 

land in 2005 and didn’t sell it until 2013. The 

Tax Court found that the taxpayer held all of  

its land for investment and didn’t sell land in 

the ordinary course of business.



The Financial Accounting Standards Board’s 
(FASB’s) new standard for accounting for 
leases is poised to take effect for public 
companies and certain other entities for 
periods beginning after December 15, 2018. 
Although early adoption is permitted, other 
organizations that follow U.S. Generally 
Accepted Accounting Principles (GAAP) 
must comply for annual periods beginning 
after December 15, 2019, and for interim 
periods beginning a year later. The standard 
will directly affect companies that lease 
assets. But it will impact lessors, too, particu-
larly when negotiating leases with tenants.

The new rules in a nutshell
Accounting Standards Update (ASU) No. 2016-02, 
Leases (Topic 842), classifies leases into finance leases 
(which transfer control of assets at the end of their 
term) and operating leases. Lessees must recognize the 
latter on their balance sheets as a right-of-use asset and 
a corresponding lease liability. Traditionally, companies 
didn’t report operating leases on their GAAP balance 
sheets. So, those with substantial operating leases will 
likely see their reported assets and liabilities increase 
significantly under the updated guidance. 

Lessors won’t see much change to their accounting. 
They’ll generally continue to classify leases as sales-
type, direct financing or operating. The leverage lease 
classification is eliminated, though. 

Changes to lessor accounting
The ASU does include some “targeted improvements” 
for lessors’ financial statements, intended to align 
lessor accounting with both the lessee accounting 
model and the updated revenue recognition rules. 

For example, they may be required to recognize some 
lease payments received as deposit liabilities in cases 
where the collectibility of lease payments is uncertain.

In addition, the ASU changes the definition of “initial 
direct costs” to include only incremental costs that 
wouldn’t have been incurred if the lease hadn’t been 
executed, such as commissions or payments to incen-
tivize an existing tenant to terminate. Costs that were 
previously included but would have been incurred 
even if the lease hadn’t been obtained — for example, 
fixed employee salaries — are now excluded. 

The new standard also requires lessors to separate 
nonlease components that transfer a good or service 
to the customer (for example, common area mainte-
nance or utilities) from the lease components. Lessors 
will account for only the lease components, according 
to the new ASU. 

ASU 2018-11, Leases (Topic 842): Targeted 
Improvements, allows lessors to choose not to separate 
nonlease and lease components in certain circum-
stances. In this scenario, you will be able to account for 
each separate lease component and related nonlease 
components as a single lease component. 
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Ready for the new lease accounting rules?
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Investing 101
Tips for what to look for before buying

In any real estate portfolio, the goal is to 
be profitable. And while the commercial 
real estate market has improved signifi-
cantly since the lows seen during the 
Great Recession, investing still involves 
understanding the market. Let’s take a look 
at steps you can take to help bolster your 
investment portfolio.

Researching the local market
While national real estate trends are of some value, 
remember that the best market indicators are right 

in your backyard — those in your local market. Do 
everything you can to learn about and understand 
local rental rates, occupancy levels, competitive space 
supply and demographic trends. Moreover, don’t forget 
that expansions, cutbacks or relocations by major local 
employers can significantly affect property prices. This 
means you’ll need to regularly monitor local news and 
blogs for such developments.

Social and historical factors also play a large role. 
Knowledge of a historical event that took place on a 
property or a neighborhood’s reputation as a hotspot 

Negotiation implications
The new rules for leases likely will affect lease negoti-
ations. For example, variable lease payments, such as 
rental payments based on the Consumer Price Index 
or a percentage of retail sales, aren’t included when 
determining a lessee’s lease asset and liability. For 
leases with such provisions, the tenant’s initial base 
rent may be its only reportable fixed payment.

A tenant’s liability for a fixed payment lease generally 
will be greater than the liability for a variable pay-
ment lease. So, expect that some tenants will want to 
negotiate more variable terms in their lease payment 
structures for this reason.

In addition, the ASU allows lessees to elect not to rec-
ognize assets and liabilities for leases with a term of 
12 months or less. This will potentially make shorter 

terms more desirable, especially for tenants with debt 
covenants based on liabilities. Alternatively, these 
tenants may prefer finance leases because interest and 
amortization expenses would be excluded from their 
EBIDA (earnings before interest, depreciation and 
amortization). If so, they might seek finance leases with 
build-to-suit provisions and bargain purchase options.

Plan ahead
In August, the FASB proposed some simplifications  
for lessors. At this time, it’s unclear when those may 
take effect. In the meantime, don’t shrug off the new 
lease accounting rules because of their greater impact 
on tenants. Some of your accounting also will change, 
and lessees will come to the negotiating table looking 
to minimize the adverse effects on their financial state-
ments and debt covenants. x
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for the rich and famous, for example, may help drive 
real estate prices up. Value-lowering factors, on the 
other hand, include odors drifting from nearby land-
fills, factories or farms; a history of neighborhood  
tensions or violence; and recent flooding. Again, mine 
the local news and records for both good — and not  
so good — property information.

Understanding operating costs
Your investment decisions are only as good as your 
financial projections. This means it’s crucial to look at 
real operating figures when purchasing an established 
rental property. 

Evaluate existing leases to find out when they expire. Do 
they include escalation clauses? Can you renegotiate any 
soon-to-expire leases at higher rates? Or will you need 
to renegotiate them at lower rates to retain the tenant? 

Historic rental and vacancy rates may not be realistic 
going forward. And some landlords leave money on 
the table by forgetting to enforce escalation clauses or 
recoup expenses paid on a tenant’s behalf.

Finally, don’t assume that you can slash expenses — or 
boost revenue simply by raising the rent. It just doesn’t 
work that way. 

Heeding warning signs
Performing due diligence on a prospective property  
is the most important thing you can do as an investor. 
Be sure to look for deteriorating bottom lines, as  
well as aggressive revenue recognition policies or 
deferred expenses. 

A comparison of the property’s cash flow against its 
earnings statement can be revealing. If the former 
owner shows net income increasing while cash flow is 

in the red, for instance, be wary. A change in account-
ing methods or accountants midstream should also 
raise a red flag. Both of the situations should prompt 
you to question the reasoning behind such moves. 

Using leverage sparingly
If used properly, leverage can be a powerful tool for 
increasing your return on investment. Debt allows you 
to use other people’s money to boost your return, as 
long as you can earn a higher rate of return than you 
are paying in interest. 

In past years, interest expense was fully tax deductible, 
making leverage extra appealing. But the Tax Cuts and 
Jobs Act introduced a significant new restriction on the 
interest expense deduction for businesses with more 
than $25 million of average annual gross receipts, gen-
erally limiting the deduction to 30% of adjusted taxable 
income. However, it allows real estate businesses to 
elect out of the interest limitation rules. Loan interest 
would then remain fully deductible. But the business 
would be required to use the alternative depreciation 
system for real property used in the business ― and, 
barring further congressional action on the issue, it 
couldn’t deduct bonus depreciation on those assets.

Do the homework
No one can predict the future with absolute certainty. 
Even with thorough research, most investors will have 
some investments in their portfolios that exceed expec-
tations, along with some that underperform. However, 
you can tip the odds in your favor by evaluating every 
aspect of a proposed real estate investment, and having 
your accountant double-check your findings. x

Performing due diligence on a 
prospective property is the most 
important thing you can do as  
an investor.
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The homegrown advantage
Consider a community bank for your next loan

Have you ever borrowed funds from a 
community bank? Real estate developers 
and owners often overlook this source of 
financing, but these lenders offer some  
distinct advantages for borrowers who 
understand what “homegrown” banks  
consider when making lending decisions.

Why community banks
Compared to many larger competitors, which frequently 
are part of mammoth corporations, community banks 
are local players with genuine ties to the communities 
where they operate. As such, they have an understand-
ing of the regional market that branches of national 
banks based elsewhere usually can’t match. This usually 
translates into more personalized service.

Community banks generally also offer a quicker loan 
process, which can result in lower closing costs and 
processing fees. The ultimate decision maker typically 
is located on-premises, leading to a quicker turn-
around on loan applications. 

This accessibility, along with the personalized ser-
vice, can provide greater flexibility, too. A community 
banker who knows you and your business might be 
willing to work with you to get around roadblocks 
where a national bank would simply reject the loan.

What they look for
That’s not to say that community banks aren’t selective 
or disciplined in their lending practices. Although 
they’re certainly motivated to attract bigger business 
clients and enhance their loan portfolios, they also 
take a fairly traditional approach to real estate loans.

Thus, they look for lower loan-to-value ratios, established 
debt service capability, recourse debt and successful 

project execution track records. Community banks also 
like to see presales, where appropriate, and borrowers 
with some equity in the project. And, as always, project 
location matters.

What about lending limits?
One reason some borrowers have bypassed community 
banks in the past is concern that such institutions can’t 
satisfy their projects’ total funding requirements. It’s a 
valid issue — federal and state regulations or internal 
policies can limit the amounts that some community 
banks can loan. 

But, if one community bank can’t meet your needs, 
think about using multiple community banks. They can 
share the risk through a loan participation or syndica-
tion arrangement. With a participation agreement, one 
bank originates the loan with the borrower and then 
sells part of that loan to one or more other banks. In a 
syndication arrangement, multiple banks jointly make 
a loan to the borrower. Both approaches allow borrow-
ers to enjoy the benefits associated with community 
banks while securing funding otherwise available only 
from a large, impersonal institution.

Think outside the box
It’s easy to pursue financing options that you’ve used 
in the past. However, alternatives like community 
banks may lower your costs and provide better service 
than you’d receive from a large national bank. x




