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IRS Backs Down in Standoff on Retirement Community Fee Taxation
by Amy S. Elliott

After issuing a nearly $129 million notice of deficiency to the owner of several continuing care retirement
communities, the IRS has admitted that it was wrong to increase the company's taxable income by the refundable
portion of entrance fees paid by residents. However, it maintains that the reason for the increase -- that the
entrance fees are properly characterized as rental income -- is still valid.

Upon receiving the December 30 notice, CC-Development Group Inc. (the parent company of Classic Residence
by Hyatt) petitioned the U.S. Tax Court for a redetermination on the grounds that the refundable portion of the
entrance fee paid by its residents (more than $318 million in 2005) is not rental proceeds as the IRS asserted but
rather a loan. It also took issue with the Service's imposition of a $21 million accuracy-related penalty in the case,
arguing that it had a reasonable basis for its position. (For prior coverage, see Doc 2010-12625  or 2010 TNT
110-5 . For the petition, see Doc 2010-15045  .)

In its June 28 answer to the petition, the IRS admitted error in increasing the company's taxable income and in
applying a negligence penalty. But it held firm that the entrance fees at issue were in fact rental income that must
be included in taxable income in the year of receipt and contended that it is not collaterally estopped from making
that argument because the parties and issues in Finzer, a similar case, are not exactly the same. (For the answer,
see Doc 2010-15043  . For John O. Finzer Jr. et ux. v. United States, 496 F. Supp. 2d 954 (N.D. Ill. 2007), see
Doc 2007-17713  or 2007 TNT 148-12 .)

The IRS is "trying to leave the issue open -- not concede the issue, but not engage the issue in this case," said
Theodore P. Seto, a professor at the Loyola Law School, Los Angeles. "The original position of the IRS struck me
as odd. This is just sort of a technical response which disposes of the case in a way that perhaps is less
embarrassing than others might be."

Paul A. Gordon, a partner with Hanson Bridgett LLP, said the IRS is capitulating because it realizes that it doesn't
have a good case. "They're probably just trying to save face a little bit and keep their options open as best they
can," he said, adding that by doing so, the Service is "trying to say that whatever it did in Finzer doesn't apply to
anybody else."

While the IRS answer acknowledged that the agency has concluded that the refundable portion of an entrance fee
is a loan in some circumstances (TAM 9842001), it also pointed out that in other circumstances (TAM 9246006),
the entrance fee has been found to be includable in income. (For TAM 9842001, see Doc 98-30801 or 98 TNT
201-6 . For TAM 9246006, see 92 TNT 229-26 .)

The latter guidance, which some practitioners assert is related to the Highland Farms case, involves an entrance
fee that is structured so that the continuing care retirement community "earns" the full amount of the fee after five
years. In the Highland Farms case, the Tax Court, in a division opinion, found that even though the retirement
community was guaranteed to keep the full amount of the fee after a certain period of time if the resident stayed, it
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was only required to include in income the portion that was nonrefundable each year, in effect rejecting the
Service's position in TAM 9246006. (For Highland Farms Inc. et al. v. Commissioner, 106 T.C. No. 12, see Doc
96-11604 or 96 TNT 77-9 .)
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