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First in a series on tax structure reform

The timeshare industry currently 
is focused on the development of 
new, short-term offerings to meet 
the growing consumer demand for 

non-perpetual vacation products. Although 
there are many factors that will affect the 
success of this initiative, one of the most 
significant is the impact of federal and 
state tax policy on the viability of any new 
product offering. There are numerous tax 
laws affecting timeshare products imposed 
at each of the federal, state, and local levels 
which must be considered in any new 
product discussion—and fully addressing 
all of these laws is outside of the scope of 
this particular article. 

Instead, we will start the discussion with 
one of the most significant federal income 
tax considerations impacting any new 
vacation product structure: the “sale versus 
lease” issue. 

Core Tax Issues
The “sale versus lease” determination is 
not new to the timeshare industry and also 
is not an issue unique to the timeshare 
industry. It did, however, come into greater 
focus after the Internal Revenue Service (the 
“IRS”) issued Private Letter Ruling (“PLR”) 
7803005 in 1977—the so-called Windrifter 
ruling—and has played a significant role 
in the structuring of the long-term deeded 
interest timeshare products sold today. 

In a typical timeshare sale transaction, 
where the purchaser pays a large up-front 
amount that includes both a cash deposit 
and a note for the balance, this determina-
tion can significantly impact the timing 
of, and the extent to which, the developer 
takes into account both the transaction’s 
gross income and its related property 
and improvement, sales and marketing, 
and G&A costs for federal income tax 
purposes. Most significant is that, if the 
transaction is not characterized as a “sale” 
for federal income tax purposes but rather 

is characterized as a “lease,” the special 
installment sales rules available to certain 
dispositions of timeshare property are 
not available, and the federal income tax 
imposed upon the transaction may be in 
excess of the actual amount of cash received 
by the developer in the year the transaction 
occurs.

Like products sold by the timeshare 
industry, the criteria employed by the IRS 
in making a “sale versus lease” determina-
tion has continued to evolve over time. 
Early on, the IRS and the courts employed 
a heavy facts and circumstances-based 
analysis as set forth in the Windrifter ruling 
and typified in the Tax Court’s decision in 
Grodt & McKay Realty v. Commissioner, 77 
T.C. 1221 (1981). Generally speaking, if the 
developer transfers all of its allocated inter-
est in the timeshare property to a consumer 
purchaser, without retaining any residual 
or underlying interest, the transfer will be 

treated as a sale, not a lease. Courts will 
look to state law to determine the nature 
of the property and the rights acquired by 
the transferee in deciding whether or not 
the transferor has retained a substantial 
economic interest in the transferred 
property, but will not be bound by any state 
law characterization of the transaction as a 
sale, when in economic and tax substance 
the transaction is a lease. 

In the Windrifter ruling, the developer 
of the Windrifter timeshare project sold 
40-year Certificates of Membership to 
consumers. Each certificate allowed a 
purchaser to use a housing unit at a resort 
complex (and related amenities) for a 
designated period of time each year (usually 
one or two weeks) over a 40-year period. 
There was no right given to the purchaser 
to extend or renew the 40-year term of use. 
Additionally, the certificates specifically 
provided that the underlying property was 
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owned and controlled by the developer. The 
management of the units, common areas, 
and amenities were vested in the developer, 
with the purchaser paying the developer a 
management fee for these services. 

During the 40-year term, the developer 
could rent unused time to third parties 
and keep the rental receipts and would 
benefit from insurance proceeds on any 
harm to the property. The IRS analyzed this 
transaction under a traditional sale versus 
lease analysis and determined—based upon 
these facts and circumstances—that the 
developer retained too many benefits and 
burdens of ownership of the property, such 
that the rights and obligations transferred 
to a consumer via the certificate were to be 
treated as a lease and not a sale.

Application & Analysis
The Tax Court also employed a facts and 
circumstances-based analysis in hold-
ing that the purported sales transactions 
in Grodt & McKay were not true sales 
for federal income tax purposes. Many 

tax practitioners look to the Tax Court’s 
decision in Grodt & McKay to identify a 
nonexclusive list of factors to consider when 
making the sale versus lease determination, 
including the following: 

(1) whether legal title passes; 
(2) how the parties treat the transaction; 
(3) whether equity was acquired in the 

property; 
(4) whether the contract creates a pres-

ent obligation on the seller to execute 
and deliver a deed and a present 
obligation on the purchaser to make 
payments; 

(5) whether the right of possession is 
vested in the purchaser; 

(6) which party pays the property taxes; 
(7) which party bears the risk of loss or 

damage to the property; and 
(8) which party receives the profits 

from the operation and sale of the 
property.

A determination that a transaction should 
be characterized as a lease as opposed 
to a sale for federal income tax purposes 

can have a significant negative impact on 
the economics of, and cash flow from, a 
timeshare interest purchase transaction. 

For example, under the facts of 
Windrifter, the purchaser of a certificate of 
membership—like most purchasers of time-
share products—paid a lump-sum up-front 
payment (likely in the form of cash, plus a 
note for the balance) and was obligated to 
pay additional management fees (main-
tenance assessments) each year. The IRS’s 
ruling that the certificate purchase transac-
tion constituted a lease did not affect the 
inclusion of the full up-front payment—the 
cash and note received—in the developer’s 
taxable income in the year in which it was 
received, as all of this income was includ-
able in the year received. What the IRS’s 
ruling did was negatively impact the timing 
and extent to which the developer’s related 
costs could be used to offset this income for 
purposes of determining tax liability. 

When property is sold, the full amount of 
the seller’s adjusted tax basis in the property 
(generally the seller’s cost for the property 
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plus improvements), along with other 
expenses such as marketing/sales costs and 
allocated G&A, are used to offset or reduce 
the sales proceeds in the year in which 
they are received in order to determine 
income tax liability. On the other hand, 
when property is leased, the seller’s adjusted 
tax basis in the property and these other 
expenses must be capitalized and amortized 
or recovered over a number of years over 
the applicable tax recovery period for the 
property. 

The bottom line impact of an adverse 
sale versus lease determination isolated to a 
developer’s product cost deduction can be 
illustrated with the following example.

 Facts: Purchaser buys a timeshare interest 
from developer for $20,000 paid in cash, 
plus the obligation to pay annual mainte-
nance fees. Developer’s cost of the property 
(plus improvements) is equal to $13,650. 
Assume, for purposes of simplifying this 
example, that the property qualifies as 
nonresidential real property, which is 
depreciated on a straight-line basis over 39 
years and that the developer’s U.S. federal 
income tax rate is 35%.

 Sale: The developer will pay U.S. federal 
income taxes of $2,222.50 (or $20,000-
$13,650 x 35%) in the year of the sale.

 Lease: The developer will pay U.S. 
federal income taxes of $6,877.50 (or 

$20,000-$13,650/39 x 35%) in the year of 
the sale, as the sales proceeds are char-
acterized as prepaid rent received by the 
developer. For the remaining 38 years, the 
developer takes an annual depreciation 
deduction of $350 into account when com-
puting its U.S. federal income tax liability.

While not included in the example, the 
developer would experience a similar nega-
tive impact on its sales/marketing and G&A 
expense deductions in the event of a lease 
determination, both of which would likely 
be required to be amortized and deducted 
in equal annual shares over the term of the 
putative lease instead of in the year of sale. 

What’s Next? 
The impact of characterizing a transac-
tion as a lease versus a sale today is more 
significant than at the time the Windrifter 
ruling was issued by the IRS in 1977. 

Today, developers are able to obtain 
installment sale treatment for tax purposes 
on the sale (not the lease) of certain 
timeshare interests to the extent that a note 
is issued to fund a portion of the purchase 
price. This allows developers to recognize 
gain on the sale of timeshare property (and 
pay related federal income taxes) at a point 
in time when they have received cash from 
the purchaser instead of in the year the note 
is received. Without this special tax treat-
ment, it is likely that developers would have 
to pay federal income tax on the sale of the 

product out of reserves as opposed to out of 
sales proceeds.

So, in order for the timeshare industry 
to develop short-term, non-perpetuity 
timeshare products that will not have 
adverse federal tax consequences to the 
developers or sellers of such products, one 
of the many issues product developers will 
need to consider is what, if anything, can 
be done structurally to such products and 
the rights given to purchasers therein, or to 
the tax laws, so that the resulting timeshare 
interest purchase transactions are char-
acterized as a sale and not a lease of the 
underlying property. 
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