Internal Revenue Service

Market Segment Specialization Program

Timeshare VVacation Plan Owners Associations

Audit Techniques Guide

In April 1999 the IRS Jacksonville, Florida office created the attached document in
connection with the tax audits of approximately a dozen timeshare associations. The
purpose was to document law and audit techniques, and help IRS Agents understand the
operations of timeshare (homeowners) associations.

This is essentially a roadmap for IRS Agents on how to extract the maximum dollars from
your association.

So why is this IRS document important? Because of the third paragraph, which states
“While the ATG (Audit Techniques Guide) is limited to the taxation of timeshare
associations, it may also be useful to examiners in their examination of other types of
owners associations; for example, condominium homeowners associations.”

The tax law and tax concepts are virtually identical, so this Guide is what IRS uses to
perform audits of homeowners associations.
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Chapter 1

INTRODUCTION

ATG SCOPE

This timeshare vacation plan owners association (timeshare association) audit techniques guide: (1)
addresses the business practices and the book & tax accounting practices of timeshare associations, (2)
covers the most significant issues likely to be encountered during an examination, and (3) furnishes audit

techmques useful in identifying and developing these issues.

The audit techniques guide (ATG) addresses the Federal income taxation of timeshare associations. It does
not address the taxation of timeshare developers or the individual timeshare vacation plan owners.

While the ATG is limited to the taxation of timeshare associations, it may also be useful to examiners in
their examinations of other types of owners associations; for example, condominium homeowners

associations.

The Taxpayer Relief Act of 1997 amended IRC Section 528 to enable many timeshare associations to make
an IRC Section 528 election for tax years beginning after December 31, 1996. For tax years beginning
after December 31, 1996, the potential examination issues and audit techniques depend to a great degree on
whether the timeshare association filed a Form 1120-H, U.S. Income Tax Return For Homeowners
Associations, or Form 1120 for the tax year under examination.

Accordingly, the ATG is organized into three sections:

¢ a General section, Chapters 1 through 3, which covers information applicable to all timeshare
associations (both Form 1120-H returns and Form 1120 returns),

¢ aForm 1120-H section, Chapter 4, which addresses timeshare associations that filed a Form 1120-H for
the tax year under examination, and

¢ aForm 1120 section, Chapters 5 through 10, which addresses timeshare associations that filed a Form
1120 for the tax year under examination.

DISTRICT COMPLIANCE INITIATIVE

The primary source of information and guidance contained in this ATG is from the North Florida District's
compliance initiative on timeshare associations. The compliance initiative was limited to determining area
timeshare association compliance with Federal tax provisions. The timeshare associations examined were

beachfront timeshare resort properties in North Flonda.

We started the compliance initiative because it was noted that some timeshare associations were improperly
electing homeowner association status by filing Form 1120-H for tax years beginning before January 1,
1997. Based on our analysis of the Integrated Data Retrieval (IDR) system, we concluded that for the 1993
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filing year around one in five timeshare associations in the North Florida District filed a Form 1120-H
versus Form 1120. Since many timeshare associations are eligible to make IRC Section 328 ¢lections for
tax years beginning after December 31, 1996, the number of timeshare associations filing Form 1120-H
over Form 1120 for 1997 and subsequent tax years is likely to increase dramatically.

Because the Taxpayer Relief Act of 1997 amendment to IRC Section 528 is effective for tax years
beginning after December 31, 1996, the tax years examined in our district's compliance initiative were tax
years for which timeshare associations were not qualified to make IRC Section 528 elections. As our
compliance initiative progressed, income tax issues arose on the tax year in which a Form 1120 timeshare
association includes its annual owners assessments in income.

The annual owner assessment timing issues included: prepaid assessments (Chapter 6}, reserves (Chapter
7), and excess assessments (Chapter 8). Latter, an issue arose on the non-allowability of net member loss

carrybacks due to the application of IRC section 277 (Chapter 9). Miscellaneous timeshare association
issues are addressed in Chapter 10.

TIMESHARE OVERVIEW

Terms in bold face in the remainder of this chapter are defined in the terminology section at the end of the
chapter.

A timeshare arrangement is any ownership arrangement, which gives multiple owners rights to use a piece
of property at different times. The property may be real property (such as a condomirium) or personal
property (such as a yacht). It may consist of a single structure or multiple units. The timeshare periods
may vary from a week or less up to 6 months or more. The term interval ownership is also used to

describe this type of arrangement.

The ATG deals primarily with timeshare resorts which are comprised of multiple unit condominium type
properties which have ownership intervals of 1 week, known as unit-weeks, however, the information
covered in the ATG may be applicable to other types of timeshare arrangements as well.

A timeshare vacation plan owners association (timeshare association) is an entity which exists for the
purpose of managing and maintaining a timeshare property. It is a separate entity from the developer (or
the project, if separately incorporated) and from the owners of the timeshare vacation plan unit-weeks.

The timeshare association is usually organized as a non-stock corporation. All timeshare vacation plan
unit-week owners are members of the timeshare association. Generally, only timeshare vacation plan unit-
week owners are members of the timeshare association.

A timeshare association is usually formed by the timeshare developer at the time that it begins selling
timeshare vacation plan unit-weeks. Typically, the developer is heavily involved in the timeshare
association's activities until a majority of the timeshare vacation plan unit-weeks are sold. After that, the
timeshare vacation plan unit-week owners gradually assume control of the timeshare association’s board of
directors which has the key decision making role in the management and operation of the timeshare

association and the timeshare property.
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A timeshare association manages, operates, and maintains the common elements (building structural
components, common areas, hallways, grounds, etc.) and the limited common elements (individual units)
of the timeshare property. A timeshare association makes and enforces rules regarding the use and

maintenance of facilities.

A timeshare association, using its employees or that of a management company under contract, provides
amenities such as maid service and social events, and perform administrative functions such as
reservations, check-in, check-out, and the swapping of unit-weeks.

A timeshare association is funded by annual owners assessments assessed against the timeshare vacation
plan unit-week owners as well as revenue from other sources, such as telephone service and vending

machines on the property.

The types and nature of interval plan ownership are further addressed in Chapter 2. The business and book
accounting practices of timeshare associations are addressed in more detail in Chapter 3.

Chapter 4 addresses potential examination issues associated with Form 1120-H timeshare association
returns. Chapters 5 through 10 address potential examination issues associated with Form 1120 timeshare
association retumns. The most significant Form 1120 timeshare association issues are:

¢ Prepaid Assessments (Chapter 6),

¢ Reserves (Chapter 7),

¢ Excess Assessments (Chapter 8), and

¢ Deduction Limitations under IRC Section 277 (Chapter 9).

TIMESHARE TERMINOLOGY

When believed helpful, the first reference to another term addressed in this terminology section is in bold
face type.

¢ Annual Budget

Each year, a timeshare association will establish an annual budget in order to determine how much to
assess each timeshare vacation plan unit-week owner for the upkeep and operation of the timeshare
property. Generally, timeshare associations use the calendar year for their budget year and their tax year.

Typically, a timeshare association's board of directors will meet in October or early November and prepare
the annual budget for the upcoming calendar year. The annual owners assessment notices necessary to
fund the annual budget are often mailed to the timeshare vacation plan unit-week owners before the
beginning of the budget year with payment due on or around January 1.

Timeshare vacation plan unit-week owners are required to pay their annual owner assessments in order to
use the timeshare property during their assigned interval week period during the budget year. Unpaid
annual owner assessments result in a lien on the unit-week, which may lead to foreclosure proceedings.
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+ Annpual Owners Assessments

Annual owners assessments are also known as annual maintenance fees. Annual owners assessments are
billed to each timeshare vacation plan unit-week owner based on the timeshare vacation plan unit-week
owner's proportionate share of the timeshare association's annual budget.

Often, the annual owners assessment covers both general operating expenses and estimated future
replacements and repairs. However, annual reserve additions in the annual owner assessment amount are
not to be confused with special assessments for specific capital replacements or improvements.

Generally, the timeshare vacation plan unit-week owners are billed their share of the property taxes on the
timeshare property at the same time they receive their annual owner assessments. Property taxes are
normally separately stated on the annual owners assessment notices.

4+ Annual Owners Meeting

Most timeshare association bylaws contain a provision calling for an annual meeting of the timeshare
vacation plan owners in order to elect the board of directors and make decisions regarding other items
pertaining to the timeshare association. Because most timeshare properties are vacation resorts, a majority
of the timeshare vacation plan owners may reside a great distance from the timeshare property and may not
be able to attend meetings. Accordingly, voting by proxy is usually allowed. For some timeshare
associations, in practice, the annual owners meeting is a formality with most of the decisions regarding the
operation of the timeshare association (such as the annual budget and special assessments) being made by

the timeshare association's board of directors.

+ Articles of Incorporation

Most timeshare associations are organized as non-stock corporations, and as such have articles of
incorporation which are filed on the formation of the timeshare association with the state in which the

timeshare property is located. While inspection of the articles of incorporation is a common audit
technique in the examination of corporations, the need to do this is increased for timeshare associations

filing a Form 1120 tax return.

Timeshare association articles of incorporation are likely to address: the role of the timeshare association's
board of directors, the requirements for annual owners meetings, and the timeshare association's business
and book accounting practices for its annual owners assessments.

+ Budget Tax Year

Most timeshare associations use the calendar year for their annual budget year and a calendar year for
their tax year. Budget tax year is used in this ATG to refer to timeshare associations that have the same

annual budget vear and tax year.
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¢+ Bylaws

A timeshare association's bylaws contain rules and regulations promulgated by the timeshare association in
governing its operation and the use of the timeshare property by its timeshare vacation plan unit-week
owners and others. While inspection of bylaws is a common audit technique in the examination of
corporations, the need to do this is increased for timeshare associations filing a Form 1120 tax return.

Because the timeshare association's bylaws are likely to be based, in part, on the statutes of the state in
which the timeshare property is located, timeshare associations that do not comply with their bylaw
provisions may be in violation of the their State's statutes pertaining to timeshare associations.

Timeshare association bylaws are likely to address: the role of the timeshare association's board of
directors, the requirements for annual owners meetings, annual owners assessments, special
assessments, reserves, and the handling of excess assessments.

¢ Common Elements

The common elements of a timeshare property are the facilities and property of the timeshare resort that are
available for the use by and enjoyment of all the timeshare vacation plan unit-week owners equally. This
includes the grounds, lobby area, meeting rooms, pool, other recreational facilities, and the structural
component of the buildings. The common elements in a timeshare property are all elements of the
timeshare property that are not limited common elements; for example, the specific timeshare units.

¢ Condominium

A condominium is a real property ownership arrangement whereby an individual unit in a muitiple unit
structure (for example, an apartment building) is owned by an individual and the underlying land and
common areas are jointly owned by all unit owners. This is referred to in this ATG as a whole ownership
condominium. The condominium unit owners are members of the condominium owners association. The
taxpayer in Rev. Rul. 70-604, 1970-2 C.B. 9, characterized as a "condominium management corporation,”

is a whole ownership condominium owners association.

A condominium property arrangement is created by the filing of a declaration of condominium by the
developer or other fee simple owner(s) of a property. The land and other elements jointly held are referred

to as common elements.

Timeshare vacation plans are often based on unit-weeks sold on units in a condominium property. A
condominium property that has been sold on a timeshare vacation plan unit-week basis is referred to in this
ATG as timeshare property. The material differences among a whole ownership condominium owners
association and a timeshare vacation plan owners association is addressed in Chapter 8.

¢ Declaration of Condominium

A declaration of condominium is a document filed in the county official records which creates a
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condominium ownership arrangement and sets forth the rights and conditions of unit ownership.

+ Excess Assessments

A timeshare association's excess assessments represent the portion of its total annual owner assessments
collected for a budget year that are allocated to the general fund or operating fund which remain unspent
at the end of the budget year.

Although also unspent at year-end, a timeshare association'’s year-end reserve funds are not included in
what is referred to as a timeshare association's excess assessments. The book and tax accounting of a
timeshare association's reserves are separate from that of its excess assessments.

Because the actual operating income and expenditures for a budget year seldom match what was
contemplated in the annual budget, excess assessments are not uncommon for a timeshare association.
Excess assessments are generally viewed the timeshare association as its liability to provide services to the
timeshare vacation plan owners in the next budget vear. In fact, often the timeshare association's bylaws
contain a provision that excess assessments are to be applied to the subsequent year's budget.

Some timeshare associations contend they are entitled to defer the reporting of their excess assessments
from gross income until the following tax year under the provisions of Rev. Rul. 70-604, 1970-2 C.B. 9.
Chapter 6 addresses why most, if not all, timeshare associations that filed a Form 1120 tax return are not
able to defer the reporting of their excess assessments under Rev. Rul. 70-604.

¢ Exchange Programs

Many timeshare resorts operate or have contractual relationships with an exchange program which allows
their timeshare vacation plan owners to trade their unit-weeks for another week or unit at the timeshare
resort or at another timeshare resort. Upgrades to a more desirable week, unit, or timeshare resort, often
require payment of a fee. Most timeshare associations require that the annual owner assessment for a
unit-week be paid before a unit-week may be exchanged. There are several companies that act as brokers

and clearing houses for timeshare exchange programs.

¢ General Fund, General Fund Assessments

The general fund or general fund assessments are the component of a timeshare association's assessments
used for the normal recurring operating expenses of the association. A timeshare association's general fund
and general fund assessments are also known as an operating fund or operating fund assessments. A
timeshare association's general fund (operating fund) is often distinguished from its reserve fund or special

purpose funds.

A timeshare association may use fund accounting to account for its general funds and reserve funds. Under
fund accounting each fund (the general fund, reserve fund, and any special assessment funds) has a
complete, self balancing set of accounts, including asset, liability, equity, income and expense. Often, only
a general fund set of accounts and one reserve fund set of accounts is maintained by a timeshare
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association.

¢+ Homeowners Association

The term homeowners association is occasionally used to describe, in general, any association of
homeowners, while on other occasions, it is used to refer to a homeowners association as defined in IRC
section 528(c). The term homeowners association in the ATG is used to refer to a homeowners association

as defined in IRC section 528(c).

A homeowners association electing to have the provision of IRC Section 528 apply excludes its owners
assessments received (exempt function income) from its gross income. No income tax is imposed on the
homeowners association's net exempt function income (exempt function income in excess of exempt
function expenses). However, IRC section 528(b) imposes a flat tax on the homeowners associations
modified taxable income, which excludes exempt function income and expenses.

In order to come under the provisions of IRC section 528, a qualifying homeowners association must make
an annual election. The annual election is made by filing a2 Form 1120-H, U.S. Income Tax Return for
Homeowners Associations, in lieu of filing a Form 1120 to be taxed as a regular C corporation.

Due to the Tax Reform Act of 1997 amendment to IRC Section 528, many timeshare associations can
qualify as a homeowners association for tax years beginning after December 31, 1996. For tax years before
calendar year 1997 few, if any, timeshare associations are able to meet the residential use requirement of

Treas. Reg. section 1.528-4.

Chapter 4 addresses timeshare associations that filed a Form 1120-H for the tax year under examination.

+ Interval Owncrship

Interval ownership is an ownership arrangement that gives multiple owners rights to use a piece of property
at different times. The property may be real property (such as a condominium) or personal property (such
as a yacht or airplane). It may consist of a single structure or multiple units. The timeshare periods may
vary from a week or less up to 6 months or more. The types and nature of interval ownership are addressed

in Chapter 2.

¢ Interval Week

See Unit-Week.

¢ Limited Common Elements

Property at a tineshare resort is classified as limited common elements or common elements. The limited
common elements of a timeshare property are accessible only by certain timeshare vacation plan owners.
Generally, other timeshare vacation plan owners have the use of similar property. Timeshare limited
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common elements are primarily comprised of the individual timeshare units and the fixtures, appliances,
and furnishings in the individual units that are shared by the 51 vacation plan unit-week owners of the unit.

In contrast, common e_lements are the facilities and property of a timeshare resort that are available for use
by all timeshare vacation plan owners equally (for example, the grounds, lobby area, meeting rooms, pool,
other recreational facilities, and the structural components of the buildings).

¢+ Point-Based Timesharing

A new timesharing development is point-based timesharing. Under point based timesharing, the
timesharing arrangement is structured and marketed on a point system. The price paid for the timeshare
vacation plan is based on the number of points assigned. More points are assigned for favorable week
pertods (such as holidays) and more desirable units. Typically, unlike most timeshare vacation plan
owners, a point-based timeshare vacation plan owner does not have a deeded real estate interest in a portion
of the timeshare property. The lack of deeded real estate interests make point-based systems marketable

through travel agents.

Point-based systems allow more flexibility and options. A point-based system creates an exchange medium
in which weeks and units can be readily swapped. Some plans allow points to be used to acquire rental
cars, add on travel excursions, and even cruises. Some plans allow the accumulation and carry-over of
unused points to the subsequent calendar year(s).

Because point-based timesharing is a new and evolving industry development, this ATG dos not address
the unique aspects and income tax issues that may exist for a timeshare association of point-based
timeshare vacation plan owners.

¢ Prepaid Assessments

A timeshare association will normally mail its annual owners assessment notices several weeks prior to
the beginning of the annual budget year to which they relate. Although a timeshare vacation plan owner’s
annual owner assessment is generally due and payable at the first of the timeshare association's budget year,
some timeshare vacation plan owners will pay their annual owner assessment before the beginning of the
budget year. The annual owners assessments received by the timeshare association prior to the beginning
of the annual budget year are recorded on the books of the timeshare association as prepaid assessments.
Some timeshare associations include their prepaid assessments in income in their budget tax year, not in
the tax year received. Chapter 6 addresses the timing issue of requiring a timeshare association that filed a
Form 1120 tax return to include its prepaid assessments in income in the tax year received as opposed to

including them in income in the following tax year.

¢ Operating Fund, Operating Fund Assessments

See General Fund, General Fund Assessments.

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 1-8



¢ Reserves

A timeshare association sets up reserves in anticipation of major repairs or refurbishments; such as, roof
replacement, painting, parking lot resurfacing, and furniture and appliance replacement. Generally,
reserves and additions to reserves are based on estimated repair and replacement cycles and costs. A
timeshare association's reserve balances represent the accumulated reserve additions (the annual owners
assessments and special assessments allocated to reserves) in excess of the expenditures charged to the
reserve. The reserves are accounted for as a separate fund on the balance sheet and incomes statement, but
may or may not be maintained in a separate bank account.

The book and tax accounting of a timeshare association's reserves for Form 1120 tax return years are
addressed in detail in Chapter 7.

¢ Special Assessments

The term special assessments has significance in the Federal income taxation of a timeshare association's
reserves for non-IRC section 528 election tax years. For Federal income tax purposes, special assessments
are specifically approved by the timeshare vacation plan owners for specific capital improvements,
additions, or major replacements of timeshare property. Special assessment funds are segregated from the

general fund and other reserve funds.

Instead of sending a separate special assessment notice for specific capital improvements, replacements, or
additions that have been specifically approved by a vote of the timeshare vacation plan owners, some
timeshare associations treat each year's annual owner assessment allocations to reserves as special
assessments for tax purposes. In these situations, the timeshare association's characterization of amounts as
special assessments is not consistent with the meaning given special assessments in the tax law. As
addressed in Chapter 7, whether a timeshare association's reserves are funded by annual owner assessments
allocated to reserves or are instead funded by special assessments is a significant factor in applying the
income deferral provisions of Rev. Rul. 74-563, 1974-2 C.B. 38, Rev. Rul. 75-370, 1975-2 C.B. 25, and

Rev. Rul. 75-371, 1975-2 C.B. 52.

4+ Timeshare

A timeshare arrangement is any ownership arrangement, which gives multiple owners rights to use a piece
of property at different times. The property may be real property (for example, a condominium) or
personal property (for example, a yacht or airplane). It may consist of a single structure or multiple units.
The timeshare periods may vary from a week or less up to 6 months or more. The term interval

ownership is also used to describe this type of arrangement.

The ATG deals primarily with timeshare resorts which are comprised of muitiple unit condominium type
properties which have ownership intervals of 1 week, but the information presented here may have
applicability to other types of timeshare arrangements as well. The types and nature of interval ownership

arc addressed in Chapter 2.
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¢ Timeshare Developer

A timeshare developer is the person (or other entity) who creates and markets the timeshare property.
Normally a timeshare property is built from the ground up by the developer, but an existing property such
as a hotel or apartment building may be converted to timeshare use. The developer will usually set up the
timeshare owners association at about the time that he begins selling the timeshare interests, and ultimately
transfers the day-to-day operation and maintenance of the property to the timeshare association.

¢ Timeshare Property (Timeshare Resort)

Timeshare property refers to the property and facilities that are the subject of a timesharing arrangement.

¢ Timeshare Vacation Plan

A timeshare vacation plan is a timeshare arrangement at a timeshare property or timeshare resort that is
structured and marketed for vacation use. Timeshare vacation plan owners are assigned unit-weeks in a
timeshare property. In promoting timesharing as an alternative to travel agent based vacations, the
timeshare industry often promotes timesharing as prepaid vacation plans.

¢ Timeshare Vacation Plan Owner

A timeshare vacation plan owner is the unit-week owner or interval owner of a timesharing plan on
timeshare property that is structured, operated, and marketed for vacation use. Although not all
timesharing arrangements are structured. operated, and marketed for vacation use, timeshare owners
associations of timeshare vacation plan owners is the focus of this ATG. In this ATG, in general, no
distinction is made among timeshare vacation plan owners, unit-week owners, and interval owners.

¢ Timeshare Vacation Plan Owners Association (Timeshare Association):

A timeshare vacation plan owners association (timeshare association) is a taxable entity that exists for the

purpose of managing, operating, and maintaining a timeshare property. It is a separate entity from the
developer (or the project, if separately incorporated) and from the owners of the timeshare vacation plans.
It is usually organized as a non-stock corporation, and all owners of timeshare interests are also members of

the timeshare association.

The timeshare association is usually formed by the developer at the time that it begins selling units, and the
developer typically will be heavily involved in the timeshare association's activities until 2 majority of the
units (referred to as unit-weeks in the case of weekly resort interests) are sold. After that, the timeshare
association's board of directors will gradually assume most of the key decision making roles in the

timeshare association.

The timeshare association performs such functions as maintaining common elements and periodic
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refurbishment of the interior of units as well (referred to as limited common elements). In addition, the
timeshare association will make and enforce rules regarding the use and maintenance of facilities, provide
amenities such as maid service and social events, and perform administrative functions such as
reservations, check-in, check-out, and swapping of unit-weeks. Many timeshare associations enter into a
relationship with a management company to perform some of these functions. The timeshare association is
funded by annual owners assessments as well as revenue from other sources; for example, telephone
service and vending machines on the property.

¢ Unit-Week

Purchasers of timeshare ownership interests normally receive the rights to use a particular timeshare unit
(for example, a condominium, apartment, or cabin) for a particular time period or periods. The normal
period for timeshare interests marketed to the general public is a week. Thus, a timeshare buyer receives a
vacation plan interest that is normally referred to as a unit-week. A unit-week is usually a 6-day period,
typically Sunday through Friday, with Saturday reserved for cleaning the unit and preparing it for the next
occupant. A unit will normally be made available for 51 weeks a year, with the remaining week reserved
for repairs and maintenance that cannot be accomplished between occupancies.

For example, a timeshare resort with 20 units will have 1,020 unit-weeks available (20 units times 51 unit-
weeks per unit equals 1,020 total unit-weeks). Accordingly, if the timeshare development is fully sold, the
timeshare association for a 20-unit timeshare resort may have up to 1,020 timeshare vacation plan unit-
week owners. However, the actual number of timeshare vacation plan unit-week owners is likely to be a
little lower because some vacation plan owners are likely to own more than one timeshare vacation plan

unit-week,
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Chapter 2

INDUSTRY BACKGROUND & INFORMATION

INDUSTRY BACKGROUND

The concept of timeshare resorts appears to have begun in Europe in the 1960's as a result of escalating
resort condominium prices. Timeshare resort development began in earnest in the United States in the
mid-1970's, with the early to mid-1980°s being the period of greatest growth in the industry.

There are over 1,500 timeshare resorts in the United States, with the majority in major vacation
destinations such as Florida and California. There are over 600 timeshare properties in Florida alone.

Timeshare developers frequently use diverse and innovative methods to market and promote their
product. They have frequently used free vacations or other incentives to entice potential customers to

listen to their sales presentations. They also use various means of making their product more attractive;
such as the ability to trade or exchange one unit-week for another at the resort or another participating

timeshare resort property.

TYPES OF TIMESHARE VACATION PLAN OWNERSHIP

Timeshare or interval ownership can take numerous forms from: a deeded real estate interest in an
undivided share of condominium property, a long-term lease agreement with specific usage rights, to a
share or point system not tied to a specific property. The timeshare vacation plan owners associations
(timeshare associations) examined in the North Florida District's compliance initiative represented
timeshare vacation plan owners whom have deeded real estate interests or long-term leases, which

essentially function in the same manner.

In a typical timeshare condominium arrangement, a timeshare vacation plan unit-week owner has an
ownership interest in a particular unit, for a particular week, represented by a real estate deed. The real
estate deed, which is recorded at the courthouse, reflects the timeshare vacation plan owner’s interest in
an allocable share of the timeshare property. A declaration of condominium and a plat of the property are

also on file in the county records. -

It is also possible that a timeshare interest will be structured as a long-term lease or other altemative
ownership arrangement. At least one of the timeshare resorts, whose timeshare association was examined
as part of the North Florida District's compliance initiative, was nominally a long-term lease arrangement.
A review of the declaration of condominium revealed that the initial transfer of the timeshare interest
from the developer to the unit-week tenant was structured as a lease or type of financing arrangement.
Once all payments due on the 99-year lease are paid to the developer, the developer is obligated to issue a
warranty deed for the fee simple ownership of an undivided percentage interest in the resort property.

The timeshare association was not a party to the lease.
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In cases where the nature of the ownership arrangement is unclear, the declaration of condominium,
usually filed with the local clerk of the court or other registrar of documnents, should be consulted.
However, in the North Florida District's examination of timeshare associations, the form of ownership
(deed or lease) had little impact on the operation of the associations.

There are some new variations in the concept of timeshare ownership which rely on the concept of points
or shares. Participants can purchase a quantity of points or shares in a timeshare resort which allows them
access to the timeshare property based on the number of points or shares used. A minimal number of
points or shares might entitle the timeshare vacation plan owner to a 2-day stay during an off week.
Additional points can be purchased and unused points may accumulate from year-to-year. More points
can be used to extend the stay or upgrade the accommodations within the property, or to exchange for
time at another resort. Some plans provide that accumulated timeshare plan points can be used for car
rentals, excursion trips and tours, entertainment packages, and even cruises on an affiliated cruise line.

Typically, unlike most timeshare vacation plan owners, a point-based timeshare vacation plan owner does
not have a deeded real estate interest in a portion of the timeshare property. The lack of deeded real estate

interests make point based systems marketable through travel agents.

Because point-based timesharing is a new and evolving industry development, the ATG dos not address
the unique aspects and income tax issues that may exist for a timeshare association of point-based
timeshare vacation plan owners.

Generally, all timeshare properties must have a timeshare association to provide for the management,
operation, and maintenance of the timeshare resort. Florida law requires that timeshare associations be
incorporated, and provide that annual financial statements be prepared in accordance with generally
accepted accounting principles (GAAP). In addition, the Florida statutes specify such matters as: the
passing of control of the timeshare association from the developer to the vacation plan owners,
composition of the board of directors, requirements for reserve funds, and annual meetings. The state law
and the impact of state law are addressed in more detail in Chapter 3.

COMMON ELEMENTS & LIMITED COMMON ELEMENTS

Fundamental to a discussion of timeshare vacation plan interval ownership are the concepts of common
elements and limited common elements. Property at a timeshare resort is classified as either common

element property or limited common element property. -

Common elements are the property and facilities of a timeshare resort that are available for use by all
timeshare vacation plan owners equally. The common elements of a timeshare property generally include
the: grounds, parking lot, lobby area, meeting rooms, swimming pools, other recreational facilities, and
the structural components of the buildings. The common elements in a timeshare property are all
elements of the timeshare property that are not limited common elements.

Florida law defines limited common elements as "those common elements which are reserved for the use
of a certain condominium unit or units to the exclusion of other units as specified in the declaration of
condominium.” The limited common elements of a timeshare property are accessible only by certain
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timeshare vacation plan owners. Generally, other timeshare vacation plan owners have the use of similar
property.

Timeshare limited common elements are primarily comprised of the individual timeshare units and the
fixtures, appliances, and furnishings in the individual units that are shared by the 51 vacation plan unit-

week owners of the unit.

While in a timeshare property all property is either common elements or limited commeon elements, in a
whole ownership (non-interval ownership) condominium building there are three categories of property:
(1) individually owned property (the condominium units owned by the individual condominium owners),
(2) common elements, and (3) limited common elements. The individual units, which are individually
owned property in a non-interval ownership condomintum building, are limited common elements in a

timeshare property.

THE NATURE OF TIMESHARE VACATION PLAN OWNERSHIP

A timeshare unit-week is, generally, structured, marketed. and operated as a prepaid vacation plan.
Buyers are often motivated by the opportunity to lock in their access to a vacation resort facility which
they can enjoy for years to come at a fixed purchase price (which also requires payment of an annual

owners maintenance fee).

In recent years, timeshare industry trade groups have down played the investment value of timeshare
vacation plans and, instead, are stressing their value as prepaid vacations. In fact, Florida law requires
timeshare offering statements on timeshare properties in Florida to contain the following disclaimer: "The
purchase of a timeshare period should be based upon its value as a vacation experience or for leisure time,
and not considered for purposes of acquiring an appreciating investment or with an expectation that the

timeshare period may be resold.”

A timeshare vacation plan ownership interest can take a variety of legal forms, but the basic premise
remains the same. A buyer of a timeshare interval ownership interest secures the right to use a portion of
a jointly-owned property for a specific period of time (usually a week) each year, subject to the payment
of the annual owners maintenance fee (annual owners assessment). A timeshare vacation plan may also
confer other benefits on a timeshare vacation plan owner; such as access to the property’s pool or other
facilities year-round.

The annual owners assessment is based on the annual budget prepared by the timeshare association’s
board of directors, and is usually voted on by the timeshare vacation plan owners at the timeshare
association’s annual meeting. A timeshare vacation plan owner who does not pay the annual assessment
and their pro rata share of property taxes will normally be denied use of their unit-week. Prolonged
delinquency can result in a lien being filed against the unit-week vacation plan interest which may lead to

foreclosure.

Timeshare vacation plans based on deeded real estate interests also require the timeshare vacation plan
owner to pay his allocable share of the annual real estate taxes on the timeshare property.
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A timeshare vacation plan may be sold or otherwise transferred by its owner; however, the resale market
is notoriously not liquid. More common is the trading of timeshare vacation plan unit-weeks, whereby
one owner will trade their unit-week with a unit-week owner in another resort, often in another part of the
country. The exchange may take place directly between the parties, or through an intermediary or broker.

In addition to praviding for the upkeep of timeshare units for the use of timeshare vacation plan owners,
timeshare associations provide a number of other functions as well. The timeshare association typically
provides linens for the use of the timeshare vacation plan owners or guests, as well as local and long-
distance telephone service, and sometimes furniture rental; such as extra beds or cribs. The timeshare
association is normally responsible for scheduling the use of the units, monitoring exchanges of timeshare
vacation plan unit-weeks, distributing and collecting keys, and keeping track of miscellaneous fees and

payments.

A timeshare association may own some unit-weeks, obtained by foreclosure or other means, which it will
rent to the general public. The timeshare association may also endeavor to rent other unit-weeks on
behalf of their timeshare vacation plan owners on a best-effort basis. Frequently, rentals of the timeshare
association are handled by an independent realtor acting under contract; nevertheless, the timeshare
association will frequently advertise the property in the yellow pages under hotels or resorts as well as in

other publications.

To accomplish all of these functions for even a small timeshare resort property obviously requires a staff
of hospitality and management personnel. A timeshare resort may hire its own staff, or engage a for profit
management company to handle the day-to-day affairs of the timeshare property.

INDUSTRY ASSOCIATIONS
¢ American Resort Development Association (ARDA):

The American Resort Development Association (ARDA) is a non-profit trade association of over 1,200
timeshare resort developers and timeshare associations. ARDA's members are principally involved in the
development, marketing, and operation of timeshare vacation plan resorts. ARDA actively promotes the
timeshare vacation plan concept. As an industry trade group based in Washington, ARDA is extensively
involved in lobbying at all levels of government on proposed laws and regulations that may impact the
timeshare industry.

¢ Common Interest Reality Association (CIRA)

The Common Interest Reality Association (CIRA) is a national association, with many state chapters, of
homeowners associations and other common interest reality entities. CIRA is extensively involved in
lobbying at all levels of government on proposed laws and regulations that may impact homeowners

associations.

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 2-4



¢ Interval International

Interval International is a major timeshare vacation plan exchange facilitator.

¢ Resort Condominiums International

Resort Condominiums International is a major timeshare vacation plan exchange facilitator.

¢ Resort Property Owners Association (RPOA)

The Resort Property Owners Association (RPOA) is a national association of resort property owners that
includes but is not limited to timeshare vacation plan owners. Unlike American Resort Development
Association (ARDA), which has significant timeshare developer and timeshare association representation
(timeshare industry oriented), RPOA's emphasis is the individual resort owners. Unlike a timeshare
vacation plan owners required memberstiip in their timeshare association, membership in RPOA is

optional. Member dues include a subscription to RPOA's newsletter.

¢ Timesharing Today

Timesharing Today is a magazine marketed to timeshare vacation plan owners. Timesharing Today
publishes a quarterly listing of classified timeshare vacation plan resale ads.
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Chapter 3

TIMESHARE VACATION PLAN OWNERS ASSOCIATIONS

INCOME TAX RETURN FILING REQUIREMENTS & ELECTIONS

A timeshare vacation plan owners association (timeshare association) is an entity which exists for the
purpose of managing and maintaining a timeshare property. A timeshare association is an entity separate
from the timeshare developer and from the owners of the timeshare vacation plan unit-weeks.

A timeshare association is usually formed by the timeshare developer when he begins selling timeshare
vacation plan unit-weeks. Typically, the developer will be heavily involved in the timeshare association's
activities until a majority of the timeshare vacation plan unit-weeks are soid. After that, the timeshare
vacation plan unit-week owners gradually assume control of the timeshare association's board of directors
which has the key decision making role in the management and operation of timeshare association and the

timeshare property.

Timeshare associations are normally formed as non-stock corporations. Each timeshare vacation plan
owner is required to be a member of the timeshare association.

Some timeshare vacation plan owners and industry representatives have characterized timeshare
associations a variety of ways for Federal tax purposes, including: tax exempt, homeowners associations
(for tax years beginning before December 31, 1996), condominium owners associations, and most
recently cooperatives. These characterizations are not valid for Federal income tax purposes.
Characterization of a timeshare association as anything other than as a corporation subject to regular
corporate income tax treatment (except for valid IRC section 528 election years) warrants examination

consideration.

The timesharing concept is frequently described by its advocates as a way for people of modest means to
enjoy the benefits of vacation home ownership by pooling their resources to cover the costs of ownership.
They maintain that this pooling of resources should not be treated as a business because it is not operated
to generate profits. However, the level of economic activity engaged in by timeshare associations often
rises to the level where it is in competition with hotels, motels, and other commercial guest lodging

facilities.

Most timeshare associations are considered not-for-profit enterprises under their applicable state's laws.
However, a timeshare association's not-for-profit status under state law does not impact its for-profit
status for Federal income tax purposes.

A timeshare association is a taxable entity for Federal income tax purposes. A timeshare association is
not a tax exempt entity under IRC section 501(c). See Rev. Rul. 69-280, 1969-1 C.B. 152. Timeshare
associations are required to file Form 1120 or, if they qualify, they can elect to file Form 1120-H for tax

years beginning after December 31, 1996.

Timeshare associations filing Form 1120 are subject to the same corporate tax law provisions applicable
to all other corporations. The special tax provisions applicable to timeshare associations that make valid
IRC section 528 elections, by filing Form 1120-H in lieu of Form 1120 for tax years beginning after
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December 31, 1996, are addressed in Chapter 4.

THE ANNUAL BUDGET PROCESS AND OWNER ASSESSMENTS

General

Timeshare associations prepare annual budgets. Normally, the timeshare association’s board of directors
prepares the annual budget a few months before the beginning of the budget year.

The board of directors will calculate the timeshare association's estimated funding needs for operating
expenditures based on prior year expenses, any planned enhancements or reductions in services, the
effects of inflation, and the anticipated level of unpaid assessments. The board of directors also calculates
the necessary annual additions to the timeshare association's reserve for major repairs and replacements.

In determining the total annual owner assessments needed for the upcoming budget year, the board of
directors take into account the timeshare association's estimated revenues from sources other than owner

assessments; such as, vending machine income, rentals, fees, and interest income.

The total owner assessments for the budget year are divided by the number of timeshare vacation plan
unit-weeks (less any unit-weeks owned by the association due to foreclosures) to get a per unit-week

annual owner assessment.

Where units in the timeshare property are physically differentiated (for example, a one-bedroom unit
versus a two bedroom unit), unit-weeks on larger units are normally assessed a greater amount than unit-
weeks on smaller units. This is justified by the fact that larger units have more limited common elements

to maintain and replace.

Although timeshare vacation plan unit-weeks are normally sold by the developer based on a price
schedule that charges more for prime weeks than for less desirable times, we have not encountered
instances where the annual owner assessments are graduated based on the desirability of the unit-week
time period. This may be because a timeshare association's maintenance costs do not generally vary
based on the time of the year as it does for unit-weeks on larger versus smaller units.

Property taxes on the timeshare property are normally excluded from the timeshare association’s operating
budget and total annual owner assessments. Property taxes are usually billed to the timeshare vacation
plan unit-week owners as a separate line item on their annual owner assessment notices.

After the timeshare association's board of directors prepares the annual budget, it may be enacted by the
board of directors with no further action, or a vote of the timeshare vacation plan owners may be required.
The procedures utilized in preparing the annual budget and its approval are addressed in the imeshare

association's bylaws.

The annual budget is completed before the beginning of the budget year. The annual owner assessment
notices are frequently sent out to the timeshare vacation plan owners a month or more in advance of the
beginning of the budget year. Generally, the annual owner assessments are due and payable at the first of
the year, but some timeshare vacation plan owner unit-week owners will pay early (which results in
prepaid assessments).
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If a timeshare vacation plan unit-week owner does not pay their annuai owner assessment, they are not
permitted to use or exchange their timeshare vacation unit-week, a lien may be filed against the unit-
week, and ultimately the timeshare association may foreclose on the timeshare vacation plan unit-week

for unpaid assessments.

Prepaid Assessments

When the annual owner assessment notices are sent out prior to the beginning of the budget year, some
timeshare vacation plan unit-week owners will almost invariably pay before the beginning of the budget
year. Annual owners assessments received by the timeshare association prior to the beginning of the
annual budget year are recorded on the books of the association as prepaid assessments.

For non-IRC section 528 election years, the Federal income taxation of a timeshare association's prepaid
assessments are addressed in detail in Chapter 6.

Reserves

A timeshare association sets up reserves in anticipation of major repairs and refurbishments; such as, roof
replacement, parking lot resurfacing, and furniture & appliance replacement.

Often. a timeshare association's annual owners assessments covers both general operating expenses and
estimated future replacement and repair costs. Some timeshare associations specifically label or
characterize on their annual owners assessment notice the amount for general operating expenses as a
general fund assessment and the amount for estimated future replacements and repairs as additions to
reserves. This is often done in lieu of sending a separate notice for special assessments.

Generally, reserves and additions to reserves are based on estimated repair and replacement cycles and
costs. In Florida, the Condominium Act requires associations to maintain a reserve fund to provide for
future major repairs and replacements; such as, painting, roofing, paving etc.

Florida law does not specify the specifics of reserve calculations and funding, but the process follows a
general pattern. For each item or category of future repairs or replacements, an estimated life is assigned
and an estimated future cost is assigned. Initially, the cost is divided by the life to yield an annual amount
needed to fund the future expenditure, and that amount is the reserve addition for the year for that
particular category. Interest or investment income on the reserve funding may or may not be taken into
account when computing the reserve funding requirements. In subsequent years, the reserve funding
requirements are computed in much the same way; however, after estimating the future cost, the current
reserve balance for that category is subtracted before dividing by the remaining life. This overview is
simplified, and it is likely that no two timeshare associations compute their reserve requirements and

assessments in exactly the same way.

A timeshare association's reserve account or fund balances represent the accumulated reserve additions
(the annual owners assessments and special assessments ailocated to reserves) in excess of expenses
charged to the reserves. The reserves are accounted for as a separate fund on the timeshare association's
balance sheet and incomes statement, but may or may not be maintained in a separate bank account,
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The Federal income taxation of timeshare association's reserves for non-IRC section 528 election years
are addressed in detail in Chapter 7.

Special Assessments

Timeshare vacation plan owners may want to make enhancements or improvements to the timeshare
property that cannot be funded out of the general fund or the reserve fund. In these situations, timeshare
associations find it useful to make a special assessment to cover the cost. For example, in one instance a
timeshare association made a special assessment in order to purchase the developer's former sales office
on the property (which was no longer in use since the unit-weeks had all been sold) for use as a

clubhouse.

For non-IRC section 528 election years, the term "special assessments" has significance in the Federal
income taxation of a timeshare association's reserves. For Federal income tax purposes, special
assessments are specificallv approved by the timeshare vacation plan owners for specific capital
improvements, additions, or major replacements of timeshare property. Special assessment funds are
segregated from the general fund and other reserve funds.

Instead of sending a separate special assessment notice for specific capital improvements, replacements,
or additions that have been specifically approved by a vote of the timeshare vacation plan owners, some
timeshare associations treat each year's annual owner assessment allocations to reserves as special
assessments. In these situations, the timeshare association's characterization of amounts as special
assessments is not consistent with the meaning given special assessments in the tax law. For non-IRC
section 528 election years, the Federal income taxation of a timeshare association’s special assessments is

addressed in Chapter 7.

Excess Assessments

During the budget year, the timeshare association will continue to collect annual owner assessments as
well as other income and make expenditures from the general or operating fund for the operation of the
property. As with most entities, actual income and expenditures seldom match what was contemplated in
the annual budget. Consequently, at the end of the budget year, there may be a surplus or a deficit in the
operating fund.

In a normal business, a surplus of revenues over expenses would be considered a profit, and excess
expenses are considered a loss. For a timeshare association, most of whose income comes from annual
owners assessments, it is common practice to consider a surplus to be the result of collecting too much in
annual owner assessments; consequently, a surplus is frequently referred to as excess assessments.

A timeshare association's excess assessments represent the portion of its total annual owner assessments
collected for a budget year that are allocated to the general fund or operating fund which remain unspent

at the end of the budget year.

Although also unspent at year-end, a timeshare association's year-end reserve funds are not included in
what is referred to as a timeshare association’s excess assessments. The book and tax accounting of a
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timeshare association's reserves (including special assessments) are separate from that of its excess
assessments.

Because the actual operating income and expenditures for a budget year seldom match what was
contemplated in the annual budget, excess assessments are not uncommon for a timeshare association.
Timeshare associations generally view excess assessments as their liability to provide services to the
timeshare vacation plan owners in the next budget year. In fact, often the timeshare association's bylaws
contain a provision that excess assessments are to be applied to the subsequent year's budget.

For non-IRC section 528 election years, the Federal income taxation of a timeshare association's excess
assessments are addressed in detail in Chapter 6.

Book Accounting Interrelationship of Prepaid Assessments, Excess Assessments, & Reserves

The prepaid assessments for a budget year are not known and recorded in a timeshare association's books
until the beginning of the budget year. In contrast, the excess assessments for a budget year are not
known and recorded in a timeshare association's books until the end of the budget year or until the books

for the budget year are closed.

The accounting interrelationship among a timeshare association's prepaid assessments and excess
assessments is that they are both based on the timeshare association's general or operating fund versus
reserve funds. Prepaid assessments are based on annual owners assessments prepaid at the beginning of
the budget year that are allocable to the timeshare association's general or operating fund. Excess
assessments are annual owner assessment revenue allocated to the general or operating fund over
expenses charged to the operating fund during the budget year and are computed at the end of the budget

year.

Because prepaid assessments are computed at the beginning of the budget year based on prepayments and
excess assessments are computed at the end of the budget year based on operating fund revenue from
annual owner assessments over operating fund expenses, a timeshare association's computation of its
prepaid assessments for a budget year is completely separate from the timeshare association's computation
of its excess assessments for the same budget year.

Although the planned budget additions to the timeshare association's reserves are known when the annual
budget is prepared before the beginning of the budget year, generally, a timeshare association will record
its yearly additions to its reserves in its books at the beginning of the budget year. Expenditures charged
to the reserves are recorded during the budget.year as incurred. A timeshare association’s reserve
balances at the end of the budget year consist of the accumulated: reserve additions (the annual owners
assessments and special assessments allocated to reserves) less expenditures charged to the reserves.

The tax interrelationship among prepaid assessments, excess assessments, and reserves for Form 1120

timeshare associations are further addressed in Chapter 6 for prepaid assessments, Chapter 8 for excess
assessments, and Chapter 7 for reserves.

STATE LAW
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General

Timeshare associations operate under their applicable state's laws and regulations. Understanding the
legal and regulatory environment in which a specific timeshare association operates gives the examiner a
more complete picture of the operations and procedures of the timeshare association that should enhance
the efficiency and quality of the examination.

The requirements of state law often determine key aspects of a timeshare association'’s operations and
financial reporting. A familiarity with state law provisions regarding records and required annual
meetings is helpful in determining what records are kept and how decisions are made by the timeshare

association.

Generally, while the applicable state’s laws and regulations pertaining to a timeshare association's
organization and operations are relevant, the Internal Revenue Code and applicable case law, not the
state’s laws and regulations, are controlling in determining a timeshare association's Federal tax liabilities.
For example, some Florida timeshare associations have improperly asserted that the Florida statutes
pertaining to a timeshare association’s reserves or excess assessments, and not the Internal Revenue Code

and case law, are controlling in the Feoderal taxation of a timechare agsociation's reserves and evcasc

assessments.

If, with respect to its Federal tax liabilities, a timeshare association appears to place undue reliance on the
laws and regulations of the state in which the timeshare association operates case citations warranting

A - L

consideration include, but are not limited to: Concord Village, Inc. v. Comm1551oner, 65T.C. 142 (1975),
a Federal income tax case, and King v. Young, 107 So. 2d 751, 753 (Fla. App. D2 1958), a State of

Florida court decision.

State law varies considerably on the subject of timeshares, with many states apparently having little or no
legislation specifically addressing timeshare associations. Florida has perhaps the most detailed statutory
requirements for organizing, marketing, and operating timeshare vacation plans, but several other states
address the concept and set forth basic rules for their operation.

In order to give examiners in other states an awareness of the timeshare association areas that may be

addressed in their state's statutes, the State of Florida statute provisions most relevant to the potential
timeshare association examination issues covered in the ATG are addressed below.

Florida Statutes

In Florida, the principal statutes regulating timeshare association activities are contained in Florida Statute
Chapter 718, the Condominium Act, and Florida Statute Chapter 721, the Vacation and Time-Sharing
Plans Act. Florida Statute Chapter 721 addresses numerous state requirements imposed on timeshare
developers, timeshare associations, and the responsibilities and rights of timeshare vacation plan owners.
Just the Florida statute provisions, most relevant to the potential examination issues in this ATG, are

addressed below.

Condominium associations (including timeshare associations) formed after 1976 are required to be
incorporated, either as stock or non-stock corporations, with the unit owners as shareholders or members.
The statutes also specify that control of the association's board of directors must pass from the developer
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to the unit owners incrementally as units are sold or time deadlines pass.

Under Florida Statute section 721.07(5)(s)2, timeshare vacation plan offering statements are required to
reflect: "The purchase of a timeshare period should be based upon its value as a vacation experience or for
leisure time, and not considered for purposes of acquiring an appreciating investment or with an
expectation that the timeshare period may be resold.”

Florida Statute section 721.3 defines the duties of the timeshare managing entity (timeshare association)
to include:

¢ management and maintenance of all accommodations and facilities,
¢ collection of all assessments for common expenses,

¢ maintenance of all books and records,

¢ "arranging for an annual independent audit of all the books and financial records of the timeshare plan
by a certified public accountant in accordance with generally accepted auditing standards as defined
by the rules of the Board of Accountancy of the Department of Professional Regulation,”

¢ scheduling occupancy of the timeshare units, and

¢ performing any other functions and duties which are necessary and proper to maintain the
accommodations or facilities as provided in  the contract and advertising.

Florida Statute section 718.111(1)(a) states, "The officers and directors of the association, as well as any
manager employed by the association and required to be licensed pursuant to section 468.432, have a

fiduciary relationship to the unit owners."

Under Florida Statute section 721.15, the managing entity shall make an annual assessment against each
purchaser for the payment of common expenses based on the projected annual budget. A purchaser is
personally liable for all assessments for common expenses that come due while he/she is the owner of
such interest. Under Florida Statute 721.16, the managing entity has a lien on a timeshare unit for any
assessment levied against that timeshare unit from the date such assessment becomes due.

The requirement that condominiums must separately budget for contingency reserves is contajned in
section 61B-22.003 of the Florida Administrative Code.

Florida Statute section 718.111(15) provides, "reserve and operating funds of the association may be
commingled for purposes of investment, but separate ledgers must be maintained for each account.”

Florida Statute section 718.112(2)(f)2 provides "in addition to annual operating expenses, the budget shall
include reserve accounts for capital expenditures and deferred maintenance. These accounts shall include
but not be limited to, roof replacement, building painting, and pavement resurfacing, regardless of the
amount of deferred maintenance expense or replacement cost, and for any other item for which the
deferred maintenance expense or replacement costs exceeds $10,000. The amount to be reserved shall be
computed by means of a formula which is based upon estimated life and estimated replacement cost or
deferred maintenance expense of each reserve item.”
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Florida Statue section 718.112(2)(f)3 provides, "Reserve funds and any interest accruing thereon shall
remain in the reserve account for authorized reserve expenditures, unless their use for other purposes is
approved in advance by a vote of the majority of the voting interests present at a duly called meeting of

the association.”

Florida Statute section 721.15(5) states, "Any assessments for common expenses which have not been
spent for common expenses during the year for which such assessments were made shall be shown as an

item on the annual budget.”

‘Other States' Statutes

The statute titles and descriptions of three other states' statutes that have a significant number of timeshare
properties are briefly addressed below. This information is provided only to give a starting point for
examiners in these states in researching their applicable state's statutes. [t is not intended to be exhaustive
either as to the statutes for the states addressed or encompass all states that may have specific statutes

addressing or impacting timeshare assoctations.

If a state does not have a statute specifically dealing with timeshare associations, these provisions may be
contained in a condominium statute or provisions pertaining to state non-profit associations in general.

Colorado

Colorado Statute Title 38. sections 38-33-110 to 38-33-113 specifically addresses timeshares issues,
including such matters as a definition of a timeshare project. Section 38-33.3-301 addresses owners
associations for condominium projects generally, and appears to be applicable to timeshare associations as
well. It requires common interest ownership properties to have an association with a membership made

up of all unit owners.

Colorado owners associations are responsible under state law for the maintenance, repair, and
replacement of common elements. They are empowered to levy assessments on the owners and have the
ability to place liens on units for unpaid assessments. They are also required to hold an annual meeting
and keep financial records that are to be made reasonably available to the membership.

Section 38-33.3-314 states, “Unless otherwise provided ... any surplus funds of the association remaining
after payment ... of common expenses ... and reserves shall be paid to the unit owners in proportion to
their common expense liability or credited to them to reduce their future common expense assessments.”

California

Section 1003.5 of California's Business and Professions Code defines timesharing and sets forth some
general provisions regarding their operations; however, it does not address timeshare or condominium

associations.
Hawaii

Hawaii statutes include Chapter 514E regulating timeshares. It is mainly concerned with the creation and
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marketing of timeshare projects, but section S14E-29 does require all timeshare plans to have an
association which is a state non-profit corporation, and specifies that each owner shall be a member of the
association. The association may make regular, special, and other assessments and an association has the
ability to place liens and foreclose on units in order to collect delinquent assessments.

State Regulatorv Agencies

Real estate sales are regulated in all states, and most will have some record of timeshare projects within
their jurisdiction. State regulatory agencies are usually a good source of information regarding timeshare
projects and properties within a state. In Florida, the regulatory agency, which has oversight over the real
estate industry, is the Department of Business and Professional Regulation, Division of Land Sales.
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Chapter 4
IRC SECTION 528 ELECTIONS (FORM 1120-H)

GENERAL BACKGROUND

This chapter addresses the Federal income taxation of timeshare vacation plan owners associations
(timeshare associations) that file a Form 1120-H, U.S. Income Tax Return for Homeowners Associations.
If your timeshare association filed a Form 1120 versus a Form 1120-H for the tax year under examination,

vou may want to skip this chapter.

The term "homeowners association” is occasionally used by some to describe any association of
homeowners. In the ATG, homeowners association is used to refer to just those owners associations
meeting the IRC section 528(c) definition of 2 homeowners association that are eligible to make an [RC

section 528 election.

Due to the Tax Reform Act of 1997 amendment to IRC section 528, many timeshare owners associations
can qualify as a homeowners associations under IRC section 528 for tax years beginning after December
31, 1996. For tax years before calendar year 1997 few, if any, timeshare associations are able to meet the

residential use requirement of Treas. Reg. section 1.528-4.

A homeowners association's annual owner assessments for an IRC section 528 election tax year is
considered exempt function income. A homeowners association electing to have the provisions of IRC
Section 528 apply for a tax year permanently excludes its exempt function income for the year from the

homeowners association's gross income. IRC section 528(b) imposes a flat tax on the electing
homeowners association's modified taxable income. The electing homeowners association's modified
taxable income excludes excludes exempt function income (annual owner assessments) and associated

expenses.

A qualifying homeowners association makes a yearly election to come under either: (1) the provisions of
IRC section 528 by filing a Form 1120-H, or (2) the income tax provisions applicable to all regular

corporations by filing Form 1120.

For tax years ending after December 31, 1996, the potential examination issues and audit techniques for a
specific timeshare association's tax year depends to a great degree on whether a Form 1120-H or Form

1120 is filed.

This chapter addresses examination techniques and issues for a timeshare association that filed a Form
1120-H for the tax vear under examination. In contrast, Chapters 5 through 10 address examination
techniques and issues for a timeshare association that filed a Form 1120 for the tax year under

examination.

TAX EFFECT OF AN IRC SECTION 528 ELECTION
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Homeowners associations making an election under IRC section 528 exclude from their modified taxable
income exempt function income and associated expenses. For timeshare associations, exempt function
income is defined as any amount received as membership dues, fees, or assessments from owners of
timeshare rights to use, or timeshare ownership interests, in real property.

In computing their modified taxable income, electing homeowners associations are allowed a specific

deduction of $100, but are not allowed a net operating loss deduction, the dividends received deduction,
or the deduction for amortization of organization expenses. An electing homeowners association pays a
flat tax on its modified taxable income determined under the above rules. The flat tax rate is 32 percent

for timeshare associations.

Accordingly, an electing homeowners association does not pay income tax on its annual owner
assessments. Instead, an electing homeowners association pays a flat tax on its modified taxable income
from other sources such as interest income, rentals, vending machines, and miscellaneous fees and

charges.

The employment tax return filing requirement provisions and the information retum reporting
requirements applicable to corporations filing Form 1120 also apply to homeowners associations filing
Form 1120-H. Package audit considerations applicable to both Form 1120 and Form 1120-H timeshare

association income tax return filers are addressed in Chapter 3.

As noted earlier, generally, the income tax issues addressed in Chapters 5 through 10 of the ATG wall
have no or little applicability to timeshare association tax years for which a valid IRC section 528 election

is made.

ELIGIBILITY TO MAKE ELECTION

Due to the unit-week approach used for most timeshare vacation plans, few, if any, timeshare associations
for tax years before calendar year 1997 are able to meet the substantially residential use requirement of

Treas. Reg. section 1.528-4.

Treas. Reg. section 1.528-4, applicable to timeshare association tax years before calendar year 1997,
provides: "a unit, or building will not be considered for residential purposes, if for more than one-half the
days in the association's taxable vear, such unit, or building is occupied by a person or series of persons,
each of whom so occupies such unit, or building for less than 30 days.”

This provision alone, prevented most, if not all, timeshare associations from making IRC section 528
elections for tax years before calendar year 1997.

The Tax Reform Act of 1997 amended IRC section 528 in order to make many timeshare associations
eligible to make IRC section 328 elections for tax years beginning after December 31, 1996. In order to
obtain IRC section 528 tax treatment for a given tax year, the timeshare association must qualify as a
homeowners association under IRC section 528(c) for the tax year. In order to qualify as a homeowners
association under IRC section 528(c) for the tax year, the timeshare assoctation must:
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1. be organized and operated to provide for the acquisition, construction, management, maintenance, and
care of association property,

2. have 60 percent or more of its gross income be from annual owner assessments from "owners of
timeshare rights to use, or timeshare ownership interests in, association property,”

3. have 90 percent or more of its expenditures be "for activities provided to or on behalf of members” of
the timeshare association,

4. have no part of its net earnings "inure for the benefit of any private shareholder or individual," and

5. elect to have IRC section 528 apply to the tax year.

Based on the above requirements, for tax years beginning after December 31, 1996, many timeshare
associations are able to make yearly IRC section 528 elections to have IRC section 528 apply.

Timeshare association property for the purpose of applying IRC section 528(c) includes "property in
which the timeshare association, or members of the association, have rights arising out of recorded
easements, covenants, or other recorded instruments to use property related to the timeshare project." For
non-deeded real estate interest timeshare plans, such as share or point based timesharing plans,
consideration should be given to whether the timesharing plan involves "recorded easements, covenants,

or other recorded instruments.”

TIMELY, LATE, & REVOKED ELECTIONS

A separate IRC section 528 election must be made for each tax year for which IRC section 528 tax
treatment is elected. The election is made annually, so that a timeshare association may elect to be treated
as a homeowners association one year, a regular C corporation the next tax year, and then again as a

homeowners association the following tax year.

Treas. Reg. sections 1.528-8(a) & (b) provide the yearly election is made by filing a properly completed
Form 1120-H (in lieu of Form 1120) not later than the time, including extensions, for filing an income tax
return for the tax year for which the election is to apply.

-

Although IRC section 528 and the regulations thereunder do not provide for the allowance of late
elections. late elections have been allowed by the National Office in situations where extenuating
circumstances exist and the Government's interests are not prejudiced. The Government's interests are
likely to be considered prejudiced if a late election is sought after the timeshare association is contacted
for the purpose of scheduling an examination. Accordingly, the examiner should obtain a technical
advice memorandum from the National Office before allowing a timeshare association to make a late IRC

section 528 election while under examination.

Treas. Reg. section 1.528-8(f) provides that an IRC section 528 election is binding on the association and
may only be revoked with the consent of the Commissioner. A technical advice memorandum should be
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obtained from the National Office if a timeshare association under examination wants to revoke its
election for one or more tax years.

EXEMPT FUNCTION INCOME

A timeshare association making an IRC section 528 election is exempt from tax only on its exempt
function income. Its other income is subject to the IRC section 528(b) flat tax rate of 32 percent.
Non-exempt function income is any income that is not dues, fees, or assessments "from owners of
timeshare rights to use, or timeshare ownership interests, in real property.”

Not all receipts from timeshare vacation plan owners are considered exempt function income. The
regulations cite instances such as the rental of a building for a special function by a member of the
association would not be considered exempt function income. Other income common to timeshare
associations which would, generally, not be considered exempt function income include, but are not

limited to:

interest income,
telephone service income,
furniture rentals,
movie rentals,
unit resales,
rental commissions,
forfeited key deposits,
transportation fees,
use of meeting room fees,
laundry services,
beach & pool beverage, food, and equipment concession charges,
room service charges and fees, and
vending machine income.

* ¢ S ¢ P e

A timeshare association's expenses for an IRC section 528 election year must be allocated among exempt
function and non-exempt function purposes. Non-exempt function income may only be offset by
expenses directly connected in generating the non-exempt function income. Guidance in determining
whether expenses are directly connected in generating non-exempt function income is provided in Treas.
Reg. section 1.528-10(c)(1). Where expenses are for facilities used to generate both exempt and non-
exempt function income (dual use property) the expenses must be allocated among exempt and non-
exempt functions on a reasonable basis. See Treas. Reg. section 1.528-10(c)(2).

METHOD OF ACCOUNTING

Separate from the yearly IRC Section 528 election to file a Form 1120-H in lieu of Form 1120, is the
timeshare association's method of accounting for reporting income and expenses. This includes the
association's overall method of accounting, such as the use of the cash receipts and disbursement method
of accounting or the overall accrual method of accounting. It also includes the timeshare associations tax

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 4-4



accounting for material items such as categories of its annual owners assessments (prepaid assessments,
reserves, and excess assessments).

The Form 1120-H instructions reflect that, generally, a homeowners association can only change its
method of accounting by following the Form 3115, Application for Change in Accounting Method,
consent provisions. The Form 1120-H instructions for line Item B, total exempt function income, states,
"use the association's accounting method to figure the total.” The Form 1120-H instructions for line Item
C, "total expenditures made for purposes described in 90 percent expenditure test", states, "use the
association's accounting method to figure the entry for Item C."

IRC section 528 elections are yearly tax computation elections that have no bearing on the timeshare
association's overall method of accounting or the association's accounting for material items, such as its
annual owner assessments. Generally, the timeshare association’s overall method of accounting and its
specific method of accounting for its annual owners assessmerits determines the tax years in which the
timeshare association’s annual owner assessments are taken into account.

Whether a timeshare association's annudl owner assessments for a given tax year, as determined under the
timeshare association's method of accounting, are subject to tax depends on whether a Form 1120-H is
filed to make a valid IRC Section 528 election for the tax year. If a Form-H is filed for the tax year, the
timeshare association's annual owners assessments are not taxed. If instead, a Form 1120 is filed for the
tax year the timeshare association's annual owners assessments are taxed at the regular corporate

graduated tax rate.

Because a timeshare association’s annual owner assessments are not taxed for Form 1120-H tax years, the
annual owner assessment timing issues addressed in Chapter 6 (prepaid assessments), Chapter 7
(reserves), and Chapter 8 (excess assessments), do not have a tax consequence for Form 1120-H tax years.

POTENTIAL EXAMINATION ISSUES & AUDIT TECHNIQUES

Potential examination issues & audit techniques for a timeshare association that filed a Form 1120-H for
the tax year under examination are addressed below.

Eligibility for IRC Section 528 Provisions

For tax years before calendar year 1997, few, if any, timeshare associations are able to meet the
substantial residential use requirement of Treas. Reg. section 1.528-4. This provision alone made them
unable to make an IRC section 528 election for tax years before calendar year 1997.

For a tax year beginning after December 31, 1996, in order to be eligible for the IRC section 528
provisions, the timeshare association has to timely file a Form 1120-H election and meet the homeowners

association requirements under IRC section 528 for the tax year.

It appears that only in rare and unusual circumstances will a timeshare association not meet the organized
and operated requirement, the 60 percent or more gross receipts requirement, or the 90 percent or more
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expenditures requirement.

For timeshare properties not substantially sold out in which the timeshare developer has control of the
timeshare association, consideration should be given to whether any part of the timeshare association's
earnings tnured for the benefit of the developer or parties related to the developer.

As noted earlier, for non-deeded real estate interest timeshare plans, such as share or point based
timesharing plans, consideration should be given to whether the timesharing plan involves "recorded
easements, covenants, or other recorded instruments.”

Computation of Modified Taxable Income Subject To 32 Percent Tax

Because a timeshare association making a valid IRC section 328 election only pays tax on its modified
taxable income, the computation of the timeshare association's modified taxable income for the tax year
has examination potential. This involves determining whether the timeshare association properly
identified and computed its non-exempt income, such as interest income, rentals, vending machine

Income, etc.

If the timeshare association offsets its non-exempt income with a significant amount of directly connected
expenses, the timeshare association's determination and computation of directly connected expenses

warrant consideration.

In computing its modified taxable income subject to the 32 percent flat tax of IRC section 528(b), check
to ensure the timeshare association: (1) claimed a statutory deduction of $100, (2) did not claim a net
operating loss carryover from another tax year, (3) did not claim a dividends received deduction, and (4)
did not claim deductions for organizational expenses under IRC section 248.

Because homeowners associations, other than timeshare associations, are subject to a 30 percent flat tax
on their modified taxable income, check to ensure the timeshare association used a 32 percent tax rate
versus a 30 percent tax rate or the regular corporate graduated tax rates.

Changes In Methods of Accounting

As noted earlier, because a timeshare association's annual owner assessments are not taxed for Form
1120-H tax years, the annual owner assessment timing issues addressed in Chapter 6 (prepaid
assessments), Chapter 7 (reserves), and Chapter 8 (excess assessments), do not have a tax consequence for
Form 1120-H tax years. However, there may be other potential tax issues for Form 1120-H tax years
associated with voluntary and involuntary changes in a timeshare association’s method of accounting for

annual owner assessments.

A timeshare association that voluntarily changes its method of accounting under Rev. Proc. 97-27, 1997-
21 LR.B. 10, or an automatic change revenue procedure may be allowed a 4-year spread of the IRC
section 481(a) adjustment (one forth of the IRC section 481(a) adjustment is included in the vear of
change and one forth is included in each of 3 succeeding tax years). The North Florida District has
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requested guidance from the National Office on the tax treatment of an IRC section 481(a) adjustment if
the timeshare association files a Form 1120-H for the vear of change or the 3 succeeding tax years.

Because a change in method of accounting for a timeshare association Form 1120 tax year may be
impacted by prior year Form 1120-H return filings, the North Florida District has also requested guidance
from the National Office on the impact prior year Form 1120-H retum filings have on the computation of

the IRC section 481(a) adjustment and the IRC section 481(b) tax computation.

Until general generic National Office guidance is given in this area, or if the guidance given does not
address your timeshare association's specific facts and circumstances, consideration should be given to
requesting a technical advice memorandum from the National Office. The circumstances, which may

warrant obtaining National Office guidance, include:

¢ achange in the timeshare association's method of accounting for prepaid assessments or excess
assessments when a Form 1120-H was filed for the year of change or the preceding 2 tax years,

¢ achange in the timeshare association's method of accounting for reserves when a Form 1120-H was
filed for the year of change, the preceding 2 tax years, or any preceding tax year impacting the
computation of a reserve account [RC section 481(a) adjustment, and

¢ an examination of a Form 1120-H tax return vear to which there is a carryover spread of the IRC
section 481(a) adjustment resulting from a prior year's change in the timeshare association's method of

accounting.

Because there is little existing guidance in these areas, these areas are likely to warrant examination
consideration. Accordingly, examiners should generally ask the timeshare association if it filed a Form
3115, Application for Change in Accounting Method, for: (1) the tax year under examination, (2) the
preceding 3 tax years, or (3) subsequent tax years.
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Chapter 5

GENERAL AUDIT GUIDELINES

PREPLANNING THE EXAMINATION

General

The examination potential and potential examination issues for a timeshare vacation plan owners
association (timeshare association) depends to a great degree on whether the timeshare association filed a
Form 1120 or Form 1120-H, U. S. Income Tax Return For Homeowners Associations, for the tax year

under examination.

Timeshare associations filing Form 1120 are subject to the same corporate tax law provisions applicable
to all other corporations. This Chapter and Chapters 6 through 10, generally, address potential issues and
examination techniques for timeshare associations that filed a Form 1120 for the tax year under

examination.

The special tax provisions and audit considerations applicable to timeshare associations that make valid
IRC section 528 elections, by filing Form 1120-H in lieu of Form 1120, are addressed in Chapter 4.
Accordingly, examiners that are assigned a Form 1120-H timeshare association tax return may want to

skip or skim Chapters 5 through 10.

Income

In the initial years of the timeshare association’s existence, the timeshare developer often dominates its
control and operations. The developer still holds most of the timeshare unit-weeks and thus pays the lion's
share of the annual owner assessments. Later when the majority of the timeshare vacation plan unit-
weeks have been sold, control of the timeshare association shifts to the timeshare vacation plan owners

and the timeshare association's board of directors.

Because many timeshare developers use the services and amenities provided by the timeshare association
as a sales tool, many developers have a financial incentive to keep the timeshare association as financially
sound as possible during the sales phase of the timeshare development. All available funds may be used
to make the timeshare association's finances sound and the timeshare vacation plan attractive as possible.
In fact, the developer may make required or voluntary contributions on the unsold unit-weeks at a higher
unit-week rate than that paid by the timeshare vacation plan owners for their unit-weeks. Accordingly,
skimming or other diversions of the timeshare association’s funds by the developer may be unlikely.

After all the timeshare property's unit-weeks are sold and the developer is no longer actively involved in
the timeshare association, there is usually strong oversight of the timeshare association to ensure that the
timeshare vacation plan owners get what they pay for with their annual owners assessments. Internal
controls are normally strong and annual financial statements are usually prepared in accordance with
generally accepted accounting procedures. In addition, the vast majority of a timeshare association's
income comes from budgeted and clearly documented annual owner assessments.
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Accordingly, indirect methods of income verification or other indepth income probes are generally not
warranted for a timeshare association controlled by its board of directors and vacation plan owners.
Generally, the income probe can be limited to ascertaining the sources and reporting of non-member
income (rentals, fees, vending machines, etc.).

The most common and significant Form 1120 timeshare association issues encountered in the North
Florida District's compliance initiative involved the timing of the timeshare association's reporting of its
annual owner assessments. These potential annual owner assessment issues are broken down into three
issue areas: (1) prepaid assessments, (2) reserves, and (3) excess assessments.

Prepaid assessments, reserves, and excess assessments may be reflected on the return Schedule L, Balance
Sheet per Books, as other liabilities. Reserve additions may show up on the return Schedule M-I,
Reconciliation of Income (Loss) per Books With Income Per Return, or in the return Schedule L as an
addition to Retained Earnings--Appropriated. Schedule M-1 will frequently indicate if excess
assessments have been deferred. Detailed issue identification guidance and audit techniques on these
annual owner assessment issues are given in the examination techniques section of Chapter 6 for prepaid
assessments, Chapter 7 for reserves, and Chapter 8 for excess assessments.

Expenses

Timeshare associations complying with the IRC section 277 deduction limitation provisions (Chapter 9)
frequently attach a schedule showing member income and non-member income and the allocation of
expenses among member and non-member income.

The most significant expense issue encountered in the North Florida District's timeshare association
compliance initiative was the timeshare association’s treatment of bad debts. A timeshare association may
write-off its unpaid annual owner assessments as uncollectible without having exhausted available means
of collection. A timeshare association's bad debts are addressed in Chapter 10.

Transactions between the timeshare association, the management company (if applicable), and the
timeshare developer warrant consideration. Be especially alert for year-end accruals of management fees

or other expenses that do not meet the economic performance requirements of IRC section 461(h).

Most timeshare associations maintain reserves for maintenance and capital replacements and
improvements. If the timeshare association includes its reserves and reserve additions for a budget year in
its income for the budget tax year, the timeshare association will claim tax deductions for expénses
charged to its reserves. For timeshare associations using the accrual method of accounting, deductions for
charges to the timeshare association's reserves are allowable in the tax year in which the all events test
and economic performance requirements of IRC section 461 are met.

If a timeshare association does not includes its reserves and reserve additions for a budget year in its
income for the budget year and an examination adjustment is made to include its reserves in income for
the budget tax year, deductions for expenses charged to the reserves are allowable in the tax year in which

the requirements of IRC section 461 are met.

Although few timeshare association's permanently exclude their reserves from their taxable income,
deductions for expenses charged to reserves are not allowable to the extent a timeshare association
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permanently excluded its reserves and reserve additions from its taxable income in closed statute years.
In addition, to the extent the timeshare association permanently excluded its reserve and reserve additions
from its taxable income in closed statute years, the timeshare association has no tax basis in property
owned by the timeshare association that was funded from untaxed reserves. Whether a timeshare
association permanently excluded its reserves from its taxable income is addressed in Chapter 7.

A unique aspect of a timeshare association's reserves is that its reserve expenditures are often made to
acquire, replace, or improve property not owned by the timeshare association. Its reserves are generally
used to acquire, replace, or improve common elements and limited common elements that are owned by
the timeshare vacation plan unit-week owners, not the timeshare association.

Capital versus expense tax treatment depends on whether the property is the legal property of the
timeshare association and not common element or limited common element property owned by the
timeshare vacation plan unit-week owners. Although expenditures on property not owned by the
timeshare association may have useful lives extending beyond the end of the tax year, they do constitute
capital expenditures of the timeshare association under IRC section 263.

Examiners will only have capital versus current period expense issues on reserve expenditures for assets
owned by the timeshare association, such as the timeshare association’s office furniture and equipment.
The timeshare association’s articles of incorporation, bylaws, and timeshare vacation plan documents, will

usually address the ownership of various categories of timeshare property.

Losses

Because a timeshare association is a membership organization described in IRC section 277, deductions
may be limited, which may reduce or eliminate losses available for carry-over.

Generally, the allowability and computation of all loss carry backs and carry forwards to the tax year
under examination and loss carry backs and carry forwards arising from the tax year under examination
warrant consideration. The provisions of IRC section 277 are addressed in Chapter 9.

Balance Sheet & Schedule M-1

Review of a timeshare association's balance sheet is the best way to identify many of the Form 1120
annual owner assessment issues addressed in this ATG. Reserve balances, addressed in Chapler 7,
frequently show up as either liability accounts or as appropriated retained earnings. Likewise, deferred
excess assessments, addressed in Chapter 8, and prepaid assessments, addressed in Chapter 6, are

frequently shown as liabilities as well.

The Return Schedule M-1 should be reviewed for indications of the existence or extent of issues.
Frequently deferred excess assessments and other deferred owner assessment issues are shown as a

Schedule M-1 item.

General Schedule M-1 reconciliation audit techniques on the financial accounting and tax accounting for a
timeshare association's prepaid assessments, reserves, and excess assessments are given later in this
Chapter in the general form & substance audit techniques section. In addition, more detailed guidance on
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the various ways in which a timeshare association’s prepaid assessments, reserves, and excess assessments
may be reflected in the return Schedule M-1 is given in the examination techniques section of Chapter 6
for prepaid assessments, Chapter 7 for reserves, and Chapter 8 for excess assessments.

Package Audit

A timeshare association will normally have a payroll tax filing requirement and possibly information
return filing requirements as well. However, sometimes an unrelated management company is
responsible for providing employees and independent contractors, which may significantly reduce or even
eliminate a timeshare association's payroll tax and information return filing requirements.

One issue that may be encountered when looking at a timeshare association that handles unit-week rentals

for its timeshare vacation plan members is withholding on payments to non-resident aliens under IRC
section 1441. If the timeshare association is the payer of rents to timeshare vacation plan owners that are

Canadian citizens or other foreigners, withholding at a rate of 30 percent is required, unless an exemption
applies or a lower rate is specified by treaty. Payers are required to file Form 1042, Annual Withholding

Tax Return for U.S. Source Income of Foreign Persons, and Form 1042-S, Foreign Person's U.S. Source
Income Subject to Withholding, with the Philadelphia Service Center.

Unless the timeshare association is in the early developer controlled stage, there will seldom be related
party concerns. However, if the timeshare developer still controls the timeshare association, transactions

among the timeshare association, the developer and, if applicable, the developer's related management
company warrant consideration.

BOOKS & RECORDS

Timeshare associations keep books and records very much like those kept by a management company.
The principal difference is the use of fund accounting to account for the reserves and special assessments.
Under fund accounting, each fund (the general fund, reserve fund, and any special assessment funds) has
a complete, self-balancing set of accounts, including asset, liability, equity, income and expense. Often,
only a general fund set of accounts and one reserve fund set of accounts is maintained by a timeshare

association.

Another notable difference among a timeshare association and a management company 1s that the
timeshare association owns very little property. The common elements and limited common elements of
the timeshare property are the collective property of the imeshare vacation plan unit-week owners.
Accordingly, a timeshare association has very short fixed asset and depreciation schedules. Property
owned by the timeshare association is likely to be limited to the timeshare association's office furniture

and equipment, and perhaps a vehicle.

Generally, most timeshare associations do not include in their books of account any notation or
segregation of income and expense based on the criteria of membership income & expenses and non-
membership income & expense as described in [RC section 277. In instances where the deduction
limitation provisions of IRC section 277 are complied with, an allocation among member and non-
member income and expenses is generally done after year-end as part of the retum preparation process.
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Timeshare associations will typically keep an accounts receivable subsidiary ledger to track an individual
timeshare vacation plan unit-week owner's annual owner assessment billing and payments. Accordingly, a
timeshare association’s prepaid assessments are generally accounted for on an individual timeshare
vacation plan unit-week owner’s basis. In contrast, a timeshare association is unlikely to account for its
reserves or excess assessments on an individual timeshare vacation plan unit-week owner’s basis.

A review of the timeshare association’s charter. bylaws, and timeshare vacation plans may indicate what
records the timeshare association is supposed to keep on an individual timeshare vacation plan unit-week
owner’s basis. However, an inquiry should be made as to what records were actually kept on an
individual unit-week owner’s basis for the tax year(s) examined.

A timeshare association may change its business billing & accounting practices for its annual owners

assessments (prepaid assessments, reserves, or excess assessments) after annual owner assessment issues
are raised during the examination. If a timeshare association's reporting of its annual owner assessments
has examination potential, the examiner needs to establish the timeshare association's business billing &

accounting practices for each tax year examined.

ARTICLES OF INCORPORATION, CHARTER, BYLAWS, VACATION PLAN, & MINUTES
A timeshare association's articles of incorporation, charter, bylaws, timeshare vacation plan, annual
meeting minutes, board of directors meeting minutes, and other association documents outline the
activities and budgetary process of the timeshare association. They also address the rights, duties, and
responsibilities of the timeshare association and the individual timeshare vacation plan owners and the
terms and conditions of the use of the property by the individual timeshare vacation plan owners.

The examiner should review these documents and get a thorough understanding of the nature of the
agreement among the timeshare association and the timeshare vacation plan unit-week owners. When
reviewing these documents, be alert for provisions regarding the treatment of reserves (for example,
whether reserve funds are to be segregated from the general fund and maintained in a separate bank
account) and excess assessments or surpluses (such as, under what conditions surpluses are to be retained,

applied, or refunded to the timeshare vacation plan owners).

The timeshare vacation plan, articles of incorporation, charter, bylaws and documents that may be filed
with the county or state in which the timeshare property resides are also useful in resolving the ownership
of property among the timeshare association and the individual timeshare vacation plan owners.

An inspection of any timeshare vacation plan owner annual or special meeting minutes and all board of
directors meeting minutes often shed light on the timeshare association’s actual annual budget process and
its actual business & accounting practices. They may also assist the examiner in identifying changes
made to the timeshare association's business and accounting practices that warrant consideration if there is

an annual owner assessment issue.

FINANCIAL STATEMENTS

Florida law requires timeshare associations to prepare yearly financial accounting statements or reports in
accordance with generally accepted accounting principles. Many Florida timeshare associations have
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audited financial statements.

A timeshare association's financial statements are extremely useful in identifying the amounts of prepaid
assessments and reserve additions for a taxable year. The financial statements normaily make separate

presentations of the general fund and reserve fund balances. Exhibit 5-3, Sampie Income Statement, and
Exhibit 5-4, Sample Balance Sheet, reflect what a timeshare association's financial statement income and

balance sheets may look like.

Some timeshare associations do not reflect their reserve balances on their tax returns. In this instance, the
reconciliation of the timeshare association's financial statements with the tax return will disclose the
existence of reserves.

The timeshare association's financial statements are likely to furnish a very useful summary of the
timeshare association’s beginning of the year reserve account balances, reserve additions, charges to the
reserves, and the year-end reserve account balances. The financial statement reserve account activity

should be reconciled with the reserve account activity for tax purposes.

Generally, any book and tax reserve differences warrant examiner consideration. Audit techniques on the
financial accounting and tax accounting for a timeshare association's prepaid assessments, reserves, and
excess assessments are addressed later in this chapter in the general form & substance audit techniques

section.

INITIAL INFORMATION DOCUMENT REQUEST

The initial information document request should include a request for the timeshare association’s articles
of incorporation, charter, bylaws, timeshare vacation plan, minutes of meetings, as well as financial
statements, books and records, and other ltems normally requesied.

If the timeshare association has a contract with a management company to handle the day-to-day
management and operation of the timeshare property, the management agreement should be requested and
reviewed as well. If the timeshare developer is actively involved in the timeshare association, related

party tax returns should be requested for inspection.

Exhibit 5-1 is a sample initial information document request for a timeshare association that filed Form
1120 for the tax year under examination.

INITIAL INTERVIEW

The initial interview for a Form 1120 timeshare association tax year should include questions regarding
the timeshare association's annual budget process. The timeshare association's billing & accounting
practices, recordkeeping, and tax treatment of prepaid assessments, reserves, and excess assessments

should be addressed.

Exhibit 5-2 is a sample list of initial interview questions for a timeshare association that filed Form 1120
for the tax year under examination. Other questions should be added, based on the examiner's
preplanning, to identify the nature and extent of other potential timeshare association issues.
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GENERAL FORM & SUBSTANCE AUDIT TECHNIQUES

An important aspect of the prepaid assessments issue (Chapter 6), reserves issue (Chapter 7), and excess
assessments issue (Chapter 8), is the examiner's determination of the timeshare association's actual tax
return treatment (tax accounting) given to prepaid assessments, reserves, and excess assessments. This
may require a detailed analysis of the form and substance of the timeshare association's tax accounting for

its annual owners assessments.

The examiner's focus may be whether the timeshare association, in fact, permanently excluded from its
taxable income some or all of its annual owners assessments. Or the examiner's focus may be various
legal arguments given to support the timeshare association's tax return treatment that may appear to be
inconsistent with the timeshare association's facts and circumstances or other legal arguments.

Reconciliation of the timeshare association's financial accounting (book accounting) with its tax
accounting is an integral aspect af analyzing the form and snhetance nf a apecific timeshare association's

tax accounting for its annual owner assessments. Accordingly, the examiner may want to constder the
following general form and substance audit techniques:

1. Determine the timeshare association's impacted general ledger accounts

Document what general ledger accounts are used to separately account for the timeshare association's
prepaid assessments, reserves, and excess assessments.

2. Determine the timeshare association's audited financial statement accounting

From inspection of each year's audited financial statements, document the financial accounting and
reflection of the timeshare association's prepaid assessments, reserves, and excess assessments. The
timeshare association's financial accounting (book accounting) should be separately determined for the
timeshare association's prepaid assessments, reserves, and excess assessments.

3. Determine the tax return accounting

From inspecting the timeshare association's filed income tax returns, determine the timeshare
association's tax accounting for the tax year prior to the first year examined and all examined tax
years. The timeshare association's tax accounting should be separately determined for thetimeshare
association's prepaid assessments, excess assessments, and reserves.

Consider the balance sheet reflection for assets and liabilities, return statements, and return Schedules

M-I and M-2.
4. Summarize and contrast any book & tax return accounting differences

Conduct a detailed analysis of the Form 1120 Schedules M-1 and M-2. Also, consider year-end
adjusting journal entries to impacted general ledger accounts. Ensure that all differences are
accounted for. You may want to use the following workpaper summary format for each tax year

examined:
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Book Accounting Tax Accounting

Prepaid Assessments

Reserves

Excess Assessments

To the extent the timeshare association's book accounting or tax accounting varies for different
reserves or reserve categories (for example, annual owner assessment reserves, special assessment
reserves, capital replacement reserves, maintenance reserves, operating reserves, etc.) a separate
summary analysis should be given for the applicable reserve(s).

Explain all differences in book and tax accounting.

Detailed guidance on the various ways in which a timeshare association's prepaid assessments,
reserves, and excess assessments may be reflected in the return Schedule M-1 is given in the
examination techniques section of Chapter 6 for prepaid assessments, Chapter 7 for reserves, and

Chapter 8 for excess assessments.

Determine the legal basis for the tax accounting

Determine from the timeshare association or its representative the legal basis for the timeshare
association's tax accounting for its prepaid assessments, reserves, and excess assessments.

Determine whether the asserted tax accounting is consistent with the form of the transactions.

Determine the substance of the timeshare association's tax accounting for its prepaid assessments,
excess assessments, and reserves.

For legal arguments given during the course of the examination, determine if they are consistent with
the timeshare association's chosen form of the transactions and your determined substance.

Address arguments that are inconsistent with (a) the form of the transactions, (b) the substance of the
transactions, and (c) other factual assertions and legal arguments that may be given by the timeshare

association.

Address all factual assertions given that are inconsistent with the form or substance of the timeshare
association’s book

If necessary, prepare a summary of the key facts and circumstances and obtain the timeshare
association's concurrence on their accuracy.
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As with other cases, if the case is going to be closed unagreed, resolution of any disagreements as to
the facts and circumstances is the responsibility of the examiner, not the Appeals Officer, and need to
be resolved to the extent practical during the examination.

In addition to fully developing a timeshare annual owner assessment issue, if the case is going to be
closed unagreed, the examiner needs to document in the case file workpapers the facts and
circumstances on which the annual owner assessment issue is based. This is especially the case if the
timeshare association asserts legal arguments inconsistent with the form or substance of its business
practices, book practices, or tax accounting or if the timeshare association has changed its business,
book, or tax practices since the first tax year under examination.

CHAPTER 5 EXHIBITS

Exhibit 5-1, Sample Initial Information Document Request

Exhibit 5-2, Sample Initial Interview Questions

Exhibit $-3, Sample Financial Statement - Income Statement

Exhibit 5-4, Sample Financial Statement - Balance Sheet
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Exhibit 5-1, Sample Initial Information Document Request

| Department of the Treasury | Requast Number
Form 4564 | ITnternal Ravanue Service |
Rav.Jun. 1988} INFORMATION DOCUMENT REQUEST | One

| }
mO: {(Mama of Tarxpayoer and Ca Nitr ~r Rranc~h) | Subjact
| 19XX Form 1120 Examination

I
| SAIN No. |Submitted to:
| |
! !
Please return with listed documents |Dataes of Previous Requests

to raquaster listed below. |
I

Daescription of Documents Requested

1. Copy of the timeshare association’s Forms 1120 tax returns for the preceding tax year, the tax year
under examination, and all subsequent tax years.

2. Copies of payroll tax returns filed by the timeshare association for the quarters which include the first
quarter of the tax year under examination (quarter ending March 31, 19XX through the current quarter

(quarter ending December 31, 19XX).

3. Copies of all Forms W-2 and Forms 1099 filed by the timeshare association for the tax year under
examination and all subsequent tax years.

4. Financial statements of the timeshare association for the preceding tax year and the tax year under
examination.

5. The General Ledger and Books of Account of the timeshare association for the tax year under
examination.

6. Adjusting journal entries for the preceding tax year and the tax year under examination.

7. Any schedules or workpapers prepared by the timeshare association or its return preparer on the return
Schedule M-1 adjustments for the tax year under examination.

8. The timeshare association's articles of incorporation, charter, bylaws, and if applicable, declaration of
condominium.

9. Copy of the Timeshare Vacation Plan documents (unit-week owner agreement).

Information Due By Ar Next Appointment| | Mall In |
"~ |Name and Title of Requester iDate
From: | §

, | .
|0ffice Location | Telephone
!
|

rormi4564 (Rev.6-88)
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Exhibit 5-1, Sample Initial Information Document Request

| Departmant of the Treasury | Request Number
Form 4564 | Internal Revenue Service |
Raev.Jun.l1l988| INFORMATION DOCUMENT REQUEST ] One

| I
TO: (Name of Taxpayer and Co. Div.or Branch) |Subject
| 19%¥X fzrm 1120 Examination

|
| SAIN No. | Submitted to:
| |
| |
Please raturn with listed documents |Patas of Previous Requests

to requester listed below. |
|

Description of Documents Requested

10. Minute book of the timeshare association's board of directors.

11. Minute book of timeshare vacation plan owners meetings.

12. Copy of the timeshare association's annual budget for the tax year under examination.

13. A representative copv of all items mailed to the timeshare vacation plan owners for the timeshare
association's budget year under examination. This includes, but is not limited to, annual owner

assessment notices, real estate assessment notices, special assessment notices, notices of meetings,
proxy ballets, newsletters, flyers, promotional offers, and general information mailings.

14. If applicable, a copy of any property management agreements in effect during the year under
examination.

15. Forms 3115, Application for Change in Accounting Method, filed for the tax year under examination,
the preceding 3 tax years, or a subsequent tax year.

16. Any schedules or workpapers prepared by the timeshare association or its return preparer on the
application of IRC section 277 for the tax year under examination.

Information Due By At Next Appointment| | Mail In |
|Name and Title of Requester |Date

From: | I
I !
{0Office Location | Telephaone

Formd564 (Rev.6-88)
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Exhibit 5-2, Sample Initial Interview Questions

General Background

L

When was the timeshare association established?
Who was the developer of the timeshare property?”

How many acres comprise the timeshare property? What buildings comprise the timeshare property?
Are any units in the timeshare property not owned on a timesharing interval owner unit-week basis?

How many timeshare units are in the timeshare property?

Do the timeshare vacation plan owners have an ownership interest in a particular unit, or an undivided
interest in the property as a whole, or some other form of ownership (for example, a point-based

system)?
What is the timeshare period (week, month, etc.)?

What are the total number of vacation plan unit-weeks if the timeshare properties unit-weeks were
fully sold? For the tax year under examination. how many unit-weeks were unsold?

Approximately how many timeshare vacation plan unit-week owners were there for the tax year under
examination? What is the approximate percentage of the total timeshare vacation plan unit-week
owners that own more than one timeshare vacation plan unit-week?

How many directors are there on the timeshare association's board of directors? How many are
appointed or related to the timeshare developer?

Has the timeshare developer relinquished control of the timeshare association's board of directors to
the vacation plan owners? If yes, when did this occur?

How many unit-weeks were owned by the developer during the year under examination? Did the
developer pay a different annual owner assessment per unit-week than the other timeshare vacation

plan unit owners?

Has the timeshare association ever filed 2 Form 1120-H, U.S. Income Tax Rerurn for Homeowners
Associations, instead of Form 11207 If yes, for which tax years?

How many employees did the timeshare association have for the year under examination and what
were their duties?

Who handles the timeshare association's day-to-day bookkeeping and how long has this person done
the timeshare association's bookkeeping?

How long has the tax return preparer prepared the timeshare association’s tax returns?
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Exhibit 5-2, Sample Initial Interview Questions

For the tax year under examination, the preceding tax year, and subsequent tax years, describe any
changes in the timeshare association’s tax accounting for revenues or expenses (changes in the tax

treatment of items).

Has the timeshare association filed a Form 3115, Application for Change in Accounting Method, for
the tax year under examination, the preceding 3 tax years, or subsequent tax years?

Who is responsible for filing the timeshare association's employment tax returns and information
returns?

Is the timeshare association, a rental agent, or some other party responsible for filing Form 1042,
Annual Withholding Tax Retumn for U.S. Source Income of Foreign Persons, and Form 1042-S,
Foreign Person's U.S. Source Income Subject to Withholding for unit-week rentals to foreigners?

Amenities & Sources of Revenue

*

For each of the following amenities: (1) which are offered to the timeshare vacation plan owners or
guests, (2) are there separate fees or charges for use not included in the annual owner assessments, (3)
if contracted out, whom are they contracted out to, the general terms of the contracts, and are there
written contracts, and (4) which book revenue accounts are these fees charged to?

laundry,

maid services & linens (how often furnished or offered),

vending,

furniture rental (rollaway beds, cribs, etc.)

cable TV & pay-per-view

telephone service (local & long distance),

local transportation,

travel and entertainment tours & excurstons,

goif,

tennis,

beach furniture & equipment, -
day care,

unit-week upgrades,

unit-week exchanges,

rentals of unit-weeks owned by the timeshare association,

rentals of unit-weeks for the vacation plan owners, and - rentals of unused unit-

weeks.

Other than annual owner assessments, real estate assessments, and the fees and charges discussed for
the above amenities and services, what are the timeshare association's other revenue sources or sources

of funds?
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Exhibit 5-2, Sample Initial Interview Questions

The Annual Budget Process & Annual Owner Assessment Notices

*

How is the annual budget established?

When is the annual budget established?

Is the annual budget voted on by the timeshare vacation plan unit-week owners? If yes, what are the
mechanics of this? Is proxy voting allowed? What percentage of the timeshare vacation plan owners

have to vote against the annual budget for it not to be approved?
When are the annual owner assessment notices mailed to the timeshare vacation plan owners?

What, if anything, is mailed with the annual assessment notices (copy of annual budget, proxy voting
ballet, copy of prior year's audit financial statements, etc.)

What other mailings were there to the vacation plan owners during the tax year (representative copies
were requested in the initial IDR)?

When are payments due on the annual owner assessment notices?

Are prepayments ever required (for example, when a unit owner wants to trade their unit-week with an
exchange service)?

Other than the payment of annual owner assessments and real estate tax assessments, what, if any,
other items does the timeshare association account for on an individual timeshare owner basis? What
types of records and information are retained by the timeshare association on the individual timeshare

vacation plan owners?

For the year under examination, what bank accounts did the timeshare association use? For each
account, what is the accounts purpose and use, and the name and title of the individuals having
signature authority to write checks on the account? Were there any transfers among the accounts?
Were any amounts spent for other than the account’s purpose?

Does the association engage a management company? If yes, what is the scope of the management
services provided?

For the year under examination, the preceding year, and subsequent years, describe any changes in the
timeshare association's business, billing, recordkeeping, or bookkeeping practices.

Prepaid Assessments (Chapter 6)

¢

How are annual owner assessments that are received before the beginning of the budget year handled
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Exhibit 5-2, Sample Initial Interview Questions

in the timeshare association's books and records?

For financial statement purposes, are annual owner assessments that are received before the beginning
of the budget year included in the timeshare association's income in the year received or in the budget

year?

For tax purposes, are annual owner assessments that are received before the beginning of the budget
year included in the timeshare association's financial statement income in the year received or in the
budget tax year? If not included in income in the tax year received, why?

Reserves (Chapter 7)

L4

What reserves does the association maintain, and for what purposes?

What costs are covered by reserves? Who is involved in determining the costs covered by reserves?

Are reserves maintained for painting and maintenance, operating expenses, or miscellaneous
contingencies?

How are reserve funding requirements determined? Who is involved?
Are reserve funds held in a separate bank account? Is there more than one reserve bank account?

Are loans ever made from the reserve funds or bank accounts to the operating fund or general fund or
general and operating bank accounts?

Are general or operating expenses ever charged to a reserve fund or paid by wrting a check on a
reserve bank account?

Who has authority to make reserve fund disbursements? What is the process?
Are reserve assessments billed separately or as line items in the annual owner assessment notices?

Which reserves are funded by special assessments versus yearly budgeted allocations of the total
annual owner assessments to reserves?

For special assessments: (1) how are they determined, (2) what is the approval process, (3) what is the
billing practice, (4) and how are they handled in the books differently than other reserves? Isa
separate bank account maintained for each special assessment?

What is the financial statement treatment of the timeshare association's reserves? For financial
statement purposes, are all of the timeshare association’s reserves treated in the same manner?
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Exhibit 5-2, Sample Initial Interview Questions

How does the timeshare association account for its reserves for tax purposes? Is the tax treatment the
same for all of the timeshare association’s reserves or does it vary for certain categories of reserves (for
example, special assessments for capital improvements, annual owner assessments allocated to capital
replacement reserves, and annual owner assessments allocated to reserves for non-capital replacement
reserves [such as, painting and maintenance reserves, operating reserves, or miscellaneous

contingency reserves])?

If reserves and reserve additions were not included in the timeshare association’s income for the
budget tax year, why not?

Excess Assessments (Chapter 8)

¢

Did the timeshare association have excess assessments for the preceding budget tax year? Did the
timeshare association have excess assessments for the budget tax year under examination?

Do the timeshare association's articles of incorporation, bylaws, vacation plan, or other documents
address how excess assessments are to be handled? Is the timeshare association prohibited from
returning excess assessments to the vacation plan owners? Are they required to be applied to the

following year's budget?
How are excess assessments reflected on the timeshare association's annual budget?

If the timeshare vacation plan owners were made aware of the existence and amount of the excess
assessment, how was this done?

If the timeshare vacation plan owners were given an annual choice on the handling of the excess
assessments, how was this done?

If excess assessments were applied to the following vear's annual budget, how was this done?

When was the last budget year in which the timeshare association did not have an excess assessment?
How are excess assessments handied in the timeshare association's books and records?

How are excess assessments handled for ﬁhancial statement purposes?

How are excess assessments handled for tax purposes? Did the timeshare association defer it excess

assessments based on the belief that it can use Rev. Rul. 70-604 and that it complied with provisions
of Rev. Rul. 70-604?

IRC Section 277 Application (Chapter 9}
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Exhibit 5-2, Sample Initial Interview Questions

¢ Did the timeshare association apply the provisions of IRC section 277 to limit the deduction of
membership expenses against non-membership income? If yes, who was involved and what
workpapers or schedules were prepared?

Bad Debts (Chapter 10)

+ What happens when a unit-week owner does not pay their annual owner assessments?
¢ What are the timeshare association's business practices for bad debts?
¢ When are bad debts written off for tax purposes?

¢ How does the timeshare association account for recoveries of bad debts?
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Exhibit 5-3, Sample Financial Statement - Income Statement

-

Sample Timeshare Vacation Plan Owners Association
Statement of Assessments, Revenues And Expenditures
(Income Statement)

For the Year Ended December 31, 199X

General Reserve
Fund Fund Total
Assessments and Revenues:
Member Assessments $500,000 $35,000 $535,000
Interest 3,000 1,000 4,000
Laundry, Telephone & Misc. ! 5,000 - 5,000
Totals $508,000 $36,000 $544,000
Expenditures:
Bad Debts $19,000 $ - $19,000
Bank Charges 500 100 600
Cable TV 7,000 - 7,000
Housekeeping 70,000 - 70,000
Depreciation 1,000 - 1,000
Security 6,000 - 6,000
Insurance 29,000 - 29,000
Legal & Professional 10,000 - 10,000
Linen & Laundry 27,000 - 27,000
Management Fees 33,400 - 33,400
Office & Postage 18,000 - 18,000
Pest Control 5,000 - 5,000
Repairs & Maintenance 95,000 28,900 123,900
Salaries 82,100 - 82,100
Taxes & Fees ‘ 30,000 - 30,000
Telephone 10,000 - 10,000
Utilities 60,000 - 60,000
Total Expenditures $503,000 $29,000 $532,000
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Exhibit 5-3, Sample Financial Statement - Income Statement

Excess of Revenues Over Expenditures $5,000 $7,000 $12,000
Fund Balances, Opening $(4,000) $10,000 $6,000
Excess of Revenues Over Expenditures $5,000 $7,000 $12,000

Fund Balances, Ending $1,000 $17,000 $18,000
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Exhibit 5-4, Sample Financial Statement - Balance Sheet

Sample Timeshare Vacation Plan Owners Association
Balance Sheet
December 31, 199X

General Reserve
Fund Fund Total
Assets:
Cash in Bank $44,000 $9,000 $53,000
Tax Escrow Funds 1,000 - 1,600
Assessments Receivable 7,000 - 7,000
Due From General Fund ' -1 8,000 8,000
Prepaid Insurance 3,000 - 5,000
Furniture & Fixtures 13,000 - 13,000
Less: Accum Depreciation (9,000) - (9,000)
TMam cits i aTaYs) A NNN
UVPUDILD Ty - ‘T,UUU
Total Assets $65,000 $17,000 $82,000
Liabilities:
Accounts Payable $16,000 $ - $£16,000
Taxes Payable - - 0
Due to Reserve Fund 8,000 - 8,000
Prepaid Assessments 40,000 - 40,000
Total Liabilities $64,000 h 0 $64,000
Fund Balance ~ §1,000 $17,000 $18,000
Total Liabilities

And Fund Balances $65,000 $17,000 $82,000
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Chapter 6

PREPAID ASSESSMENTS

INDUSTRY PRACTICE

Each year, a timeshare vacation plan owners association (timeshare association) will establish an annual
budget in order to determine how much to assess each timeshare vacation plan unit-week owner for the
upkeep and operation of the timeshare property. Generally, timeshare associations use the calendar year

for their annual budget year and their income tax year.

Normally, the preparation of the annual budget is a function of the timeshare association’s board of
directors. Typically, a timeshare association's board of directors will meet in October or early November
and prepare a budget for the upcoming calendar year. The necessary annual owners assessments to fund
the annual budget are then computed and mailed to the unit-week owners several weeks prior to the
beginning of the annual budget year to which they relate.

The annual owner assessments are generally due and payable at the first of the budget year, but some unit-
week owners will pay early. The annual owners assessments received by the timeshare association prior
to the beginning of the annual budget year are recorded on the books of the timeshare association as

prepaid assessments.

Many accrual method timeshare associations will record their prepaid assessments as a liability when
received and make an adjusting entry to include them in income after the first of the year. The prepaid
assessment issue is not limited to just timeshare associations using the accrual method of accounting. A
cash method timeshare association may also treat its prepaid assessments as a liability and not include
them in income in the tax year received.

The prepaid assessment timing issue addressed in this chapter is the issue of requiring the timeshare
association to include its prepaid assessments in income in the tax year received, instead of the timeshare
association reporting it in the following tax year, which is usually the budget year.

The prepaid assessment issue addressed in this chapter applies to timeshare associations that filed a Form
1120 for the tax year under examination. For timeshare associations that filed a Form 1120-H for the tax

year under examination, see Chapter 4.

Since the North Florida District began requiring accrual method Form 1120 timeshare associations to
include their prepaid assessments in income for the tax year received, some timeshare associations have
changed their business and accounting practices for prepaid assessments. Some timeshare associations
hold their received prepaid assessment checks and deposit them after the beginning of the budget year.
Some timeshare associations now set up what they characterize as an escrow account for their prepaid

assessments.

POTENTIAL EXAMINATION ISSUE

If the timeshare association did not include its prepaid assessments in income for the tax year received,
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then an issue of requiring the timeshare association to include its prepaid assessments in income in the tax
vear received warrants examination consideration.

The issue is the timing of the reporting of the timeshare association's prepaid assessments in the tax year
received or in the subsequent tax year (budget year). The issue involves a change in the timeshare
association's method of accounting for its prepaid assessments.

Unless the timeshare association's yearly annual assessment billing date varies or its billing practices
change, the timeshare association's yearly prepaid assessments are likely to be around the same amount
each tax year. Accordingly, a timeshare association's yearly 1-year deferral in the reporting of its prepaid
assessments often constitutes a long-term deferral over the life of the timeshare association.

In addition to a potential issue on the timing of a timeshare association's prepaid assessments, there may
also be an issue on the timeshare association's computation of its yearly prepaid assessments. This
includes: (1) timeshare associations that hold prepaid assessment checks for deposit until after the
beginning of the budget year, (2) timeshare associations that characterize some or all of their prepaid
assessments as being held in escrow accounts, and (3) timeshare associations that improperly defer the
reporting of their annual owner assessments allocated to reserves.

TAX LAW

General Tax Law

IRC section 446 provides that taxable income is to be computed under the method of accounting used by
the taxpayer in keeping its books unless such method does not clearly reflect income.

IRC section 451 provides that income is to be included in the taxable year received unless, under the
taxpayer's wethud ul avvountiug, it is properly includible in a diffcrent period.

For timeshare associations using the cash method of accounting, Treas. Reg. section 1.451-1(a) provides
that under the cash method of accounting items are included in gross income when actually or

constructively received.

For timeshare associations using the accrual method of accounting, Treas. Reg. section 1.451-1(a)
provides that under the accrual method of accounting, income is to be included for the taxable year when
all the events have occurred which fix the right to receive such income, and the amount thereof can be

determined with reasonable accuracy.

In Rev. Rul. 74-607, 1974-2 C.B. 149, the Service stated that for the purposes of Treas. Reg. Section
1.451-1(a), "all the events that fix the right to receive income occur when: (1) the required performance
oceurs, (2) payment therefor is due, or (3) payment therefor is made, whichever happens carliest.” This is
based in part on the Supreme Court's decision in Schlude v. Commissioner, 372 U.S. 128 (1963),

Under the claim of right doctrine, as defined by the Supreme Court in North American Oil Consolidated
v. Burnett, 286 U.S. 417 (1932), money or property is included in a taxpayer’s income when the taxpayer
receives it "without restrictions as to its disposition, ... even though it still may be claimed that he is not
entitled to receive the money, and even though he may still be judged liable to restore its equivalent."
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The Supreme Court's opinions in North American Oil. American Automobile Association v. United
States, 367 U.S.687 (1961), and Schlude establish that advance payments do not have to be eamed in
order for the claim of right doctrine to apply. In Rev. Rul. 60-85, 1960-1 C.B. 181, the Service stated it
will not follow the Bressner Radio Inc. v. Commissioner, 267 F.2d 520 (2nd Cir. 1959), decision holding

to the contrary.

Revenue Procedure 71-21

Rev. Proc. 72-21, 1971-2 C.B. 549, was published "to implement an administrative decision, made by the
Commissioner in the exercise of his discretion under IRC section 446, to allow accrual method taxpayers
in certain specified and limited circumstances to defer the inclusion in gross income for Federal income
tax purposes of payments received (or amounts due and payable) in 1 taxable year for services to be
performed by the end of the next succeeding taxable year.”

Section 3.02 of Rev. Proc. 71-21 provides, "an accrual method taxpayer who, pursuant to an agreement
(written or otherwise), receives a payment in 1 taxable year for services, where all of the services under
such agreement are required by the agreement as it exists at the end of the taxable year of receipt to be
performed by him before the end of the next succeeding taxable year, may include such payments in gross
income as earned through the performance of the services, subject to the limitations provided in Sections
3.07, 3.08, and 3.11. However, if the inclusion in gross income of payments received is properly deferred
under the preceding sentence and for any reason a portion of such services is not performed by the end of
the next succeeding taxable vear, the amount allocable to the services not performed must be included in
gross income in such succeeding year, regardless of when (if ever) such services are performed.”

Section 3.03 of Rev. Proc. 71-21 provides, "except as provided in Sections 3.04 and 3.05, a payment

received by an accrual method taxpayer pursuant to an agreement for the performance by him of services
must be included in his gross income in the taxable year of receipt if under the terms of the agreement as

it exists at the end of such year: (a) Any portion of the services is to be performed by him after the end of
the taxable year immediately succeeding the year of receipt; or (b) Any portion of the services is to be
performed by him at an unspecified future date which may be after the end of the taxable year

immediately succeeding the year of receipt.”

TAX LAW APPLICATION

Based on the application of IRC section 451, IRC section 446, and the claim of right doctrine, a cash
method or an accrual method timeshare association’s prepaid assessments are included in the timeshare
association's gross income in the tax year actually or constructively received.

Because a timeshare association’s budgeting and billing practices tend to remain consistent from year-to-
year, the amount of prepaid assessments generally does not vary significantly. Generally, allowing a
timeshare association to defer its prepaid assessments vear-after-year would constitute a long term
reporting deferral (often over the life of the timeshare association) which does not clearly reflect the
timeshare association's income under IRC section 446.

Some timeshare associations contend they can defer the reporting of their prepaid assessments under the
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provisions of Rev. Proc. 72-21, 1971-2 C.B. 549. Some of the reasons the provisions of Rev. Proc. 71-21
are not applicable to a timeshare association's prepaid assessments include, but are not necessarily limited
to, the following reasons:

1. All services are not required to be provided by the close of the subsequent tax year in accordance with
Section 3.02 of Rev. Proc. 71-21. In fact, at the time of the agreement, it is known and understood
that all services are not to be provided by the close of the subsequent tax year (namely excess
assessments & reserves). Consider Carlstedt Associates, Inc. v. Commissioner, 56 CCH Tax Ct.
Mem. 1090 (1989), Barnett Banks of Florida, Inc. et al. v. Commissioner, 106 T.C. 103 (1996), and

similar court decisions.

2. Many timeshare associations violate the Rev. Proc. 71-21 Section 3.02 requirement that the amount
allocable to services not performed at the end of the second year "must be included in gross income in
such succeeding vear, regardless of when (if ever) such services are performed.” If the timeshare
association deferred the reporting of its reserve additions or excess assessments the section 3.02

requirement is not met.

3. The Rev. Proc. 71-21 method of accounting does not clearly reflect a timeshare association's income
under IRC section 446. Because a timeshare association has yearly prepaid assessments that tend to
remain the same amount from year-to-year, a timeshare association's deferral of its yearly prepaid
assessments constitutes a long deferral over the life of the timeshare association not a 1 year tax
deferral as intended by the Service in its issuance and application of Rev. Proc. 71-21.

4. The limited scope of the administrative relief provisions of Rev. Proc. 71-21 do not extend to prepaid
assessments received by timeshare associations for services provided under their general corporate
purpose on a continuing basis as a matter of course to all timeshare interval plan owners. For
example, consider Standard Television Tube Corporation v. Commissioner, 64 T.C. 238 (1975), and

subsequent court decisions.

5. A timeshare association's prepaid assessments may not constitute prepayments for services within the
meaning given services in Rev. Proc. 71-21. Consider Rev. Rul. 73-549. 1973-2 C.B. 17, and BJR

Corporation v. Commissioner, 67 T.C. 111 (1976).

6. The Commissioner has not given his consent to use Rev. Proc. 71-21, and any approved change in
method of accounting would be made prospectively, not retroactively. Unless, the timeshare
association has used and complied with the method of accounting prescribed in Rev. Proc. 71-21 since
its initial tax year, section 3.02 of Rev. Proc. 71-21 requires a taxpayer to follow the Form-3115,
Application For Change In Accounting Method, consent provisions.

7. For timeshare associations entering management contracts with for profit management corporations,
all services to be provided under the agreement are not provided by the timeshare association in

accordance with section 3.02 of Rev. Proc. 71-21.

8. A timeshare association may be limited to one administrative relief provision on the accounting of its
annual owners assessments. For example, if the timeshare association deferred the reporting of its
excess assessments under the provision of Rev. Rul. 70-604 (as addressed in Chapter 8), it has already

claimed a 1-year income deferral provision.
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Under IRC section 456, a qualifying membership organization may elect to include prepaid dues in
income ratably over the taxable years during which the organization is required to render services or make
available membership privileges. It appears the election provisions of IRC section 456 do not apply fora
timeshare association's prepaid assessments.

If vour timeshare association asserts it has followed the provisions of IRC section 456 since its initial tax
year, you should consider requesting a technical advice memorandum from the National Office. If your
timeshare association claims to have adopted the IRC section 456 method of accounting for dues after the
first tax year in which it had prepaid dues and it did not follow the Form 3115, Application for Change In
Accounting Method, consent provisions, the timeshare association has made an unauthorized change in its

method of accounting.

If, during your examination, the timeshare association wants to pursue its eligibility to make an IRC
section 436 election, advise the timeshare association to file a Form 3115 with the National Office in
accordance with Treas. Reg. section 1.456-6(b). If the National Office determines the timeshare
association is eligible to make an IRC section 456 election and determines the IRC section 456 method of
accounting for prepaid dues will clearly reflect the timeshare association's income, the year of change in
the timeshare association's method of accounting for its prepaid assessments is the tax year in which the
Form 3115 is filed. Accordingly, this does not impact the tax years under examination.

ISSUE EXAMPLE

A calendar year timeshare association manages a timeshare property consisting of 40 identical units. All
2,040 timeshare vacation plan unit-weeks have been sold (40 units times 51 weeks [one week reserved for

repairs] equals 2,040 unit-weeks).

In October 1996, the timeshare association's board of directors met to establish the annual budget for the
1997 budget year. The total annual owner assessments for the 1997 budget year were $510,000
consisting of $408,000 for operations and $102,000 for reserve additions. This breaks down to $250 per
unit-week ($510,000 divided by 2,040) with $200 per unit-week for operations and $50 per unit-week for

reserve additions.

The annual owner assessment notices were mailed November 10, 1996, and by December 31, 1996, 204
of the 2,040 unit-week owners had prepaid their annual owner assessments. Accordingly, the timeshare
association prepaid assessments at December 31, 1996, totaled $51,000 (204 times $250) of which
$40,800 (204 times $200) was for operations and $10,200 (204 times $50) was for reserves. -

The timeshare association booked its prepaid assessments of $51,000 as a liability at December 31, 1996.
The timeshare association made the following journal entry in its books to record its receipt of the prepaid

assessments:

Cash In Bank $51,000
Prepaid Assessments $51,000

During the first week of 1997, the timeshare association made the following journal entries:

Assessments Receivable $£510,000
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Operating Assessment Income $408,000

Reserve Assessment Income $102,000
Prepaid Assessments $51.000
Assessments Recervable £51,000

The timeshare association did not report the $51,000 of prepaid assessments received during November
and December 1996 (for the 1997 budget year) in its 1996 tax return.

In October 1997, the budget process was repeated for the timeshare association's 1998 budget year. The
total annual owner assessments for the 1998 budget year were $550,000 consisting of $448,000 for
operations and $102,000 for reserve additions. This breaks down to $270 per unit-week. The annual
owner assessment notices were mailed November 12, 1997, and by December 31, 1997, 200 of the unit-
week owners had prepaid their annual owner assessments. Accordingly, the timeshare association prepaid
assessments at December 31, 1997, totaled $54,000 (200 times $270) of which $44,000 (20 times $220)
was for operations and $10,000 (200 times $50) was for reserves.

The timeshare association made journal entries in its books simiiar to those made for the prior budget
year. The timeshare association did not report the $54,000 of prepaid assessments received during
November and December 1997 (for the 1998 budget year) in its 1997 tax return. Because the timeshare
association did not claim income deferrals for its 1997 budget year reserve additions and did not defer any

tha A AF 1007 tha 1 r ncoag antag ard ~ 007 + 11
excess assessments at the end of 1997 , LA annua: owner assessments repua ted on its 1997 tax return was

the total annual owner assessments for the 1997 budget year of $510,000.

The following summarizes the timeshare association's prepaid assessments at December 31, 1996, and
December 31, 1997:

12/31/96 12/31/97

Prepaid assessments for operations $40,800 $44,000
Prepaid assessments for reserves 10,200 10,000
Total prepaid assessments $51,000 £54,000

If the timeshare association's 1997 tax return is the first year examined, the examiner's prepaid
assessments adjustment is computed as follows:

Operations Reserves Total
IRC section 481(a) adjustment $40,800 $10,200 $51,000
IRC section 4446 adjustment 3,200 (200) 3,000
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Total Adjustment $44,000 $10,000 $54.,000

The IRC section 481(a) adjustment is the total amount of prepaid assessments for operations and reserves
at December 31, 1996. The IRC section 446 adjustment is the prepaid assessment amounts at December
31, 1997, less the prepaid assessment amounts at December 31, 1996. The total prepaid assessments
adjustment of $54,000 equals the prepaid assessment balance at December 31, 1997.

The prepaid assessments above are broken down among operations and reserve to ensure the proper
treatment of each component of the prepaid assessments. For example, if in the example above it is
determined that the assessments allocated to the reserves are properly deferred from the taxpayer's income
based on the application of Revenue Rulings 75-370, 75-371, or 74-563 (see Chapter 7), the prepaid
assessments adjustment for 1997 would be just the $44,000 of prepaid assessments allocated to
operations, not the total prepaid adjustments (operations and reserves) of $54,000.

EXAMINATION TECHNIQUES

General

Unless the timeshare association mails out its annual owner assessment notices no more than a few days

hara neconniatinn nat tn
IVl A

before the beginning of its budget year, it would be highly un r the timeshare ion not 1o

have prepaid assessments.

Generally, the earlier the annual owner assessment notices are mailed the more significant the amount of
prepaid assessments as a percentage of the timeshare association’s total annual owner assessments. For
example, prepaid assessments are likely to be more significant if the annual owner assessment notices are
mailed in mid-November versus mid-December. The amount of prepaid assessments is also likely to be
impacted by the timeshare association's annual owner assessment due date and the timeshare association’s

policies and practice for late payments; such as, late payment fees.

Check the timeshare association's Form 1120 Schedule M-1, Reconciliation of Income (Loss) per Books
with Income per Return, to see if prepaid assessments are reflected. Prepaid assessments will only be
reflected on Schedule M-1 if there is a difference between the timeshare association's book and tax

accounting for prepaid assessments.

For example, if the timeshare association treated its prepaid assessments as a liability (versus income for
the tax year received) for both book and tax purposes, which appears to be common, there would be no
Schedule M-1 adjustment. While there-would also be no Schedule M-1 adjustment if the timeshare
included its prepaid assessments in income in the tax year received for both book and tax purposes, this
appears to be less common. Accordingly, the lack of a Schedule M-1 prepaid assessments adjustment is
likely to indicate the timeshare association did not include its prepaid assessments in income in the year

received for book or tax purposes.

In the above issue example, the timeshare association would not have had a Schedule M-1 adjustment for
its prepaid assessments because for both book and tax purposes its prepaid assessments were not included
in income in the tax year received.
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If there are Schedule M-1 adjustments for prepaid assessments, analysis of them will disclose the likely
audit issue potential.

If a timeshare association's Schedule M-1 adjustments indicate that its prepaid assessments were treated
as a liability for book purposes but treated as income in the year received for tax purposes, then there is
unlikely to be audit issue potential on the timing of the timeshare association's prepaid assessments.
However, as addressed below, there may still be audit issue potential on the timeshare association's

computation of its prepaid assessments.

If the timeshare association's Schedule M-1 adjustments indicate that its prepaid assessments were treated
as income in the vear received for book purposes but not for tax purposes, then there is audit issue
potential on the timing of the timeshare association's prepaid assessments. In addition, there may also be
audit issue potential on the timeshare association's computation of the amount of its prepaid assessments.

Because a timeshare association may net versus separately reflect its yearly prepaid assessments on
Schedule M-1, examiners are cautioned not to assume that an entry on Schedule M-1, line 4, income
subject to tax not recorded on books this year, necessarily means the prepaid assessments timing issue is
not present. Nor should the examiner assume the amount reflected on line 4 or line 7 is indicative of the

likely examination potential.

For example, assume the timeshare association in the above issue example, instead of treating its prepaid
assessments as a liability for book purposes, included its prepaid assessments in its book income in the
year received. Because the timeshare association did not include its prepaid assessments in its income in
the year received for tax purposes, there would now be a Schedule M-1 adjustment.

If the timeshare association separately reflected its yearly prepaid assessments on its 1997 return Schedule
M-1, its Schedule M-1 entries would be:

Line 4, Income subject to tax not recorded on books this year ................................ $51,000

This is the prepaid assessments balance at December 31, 1996, which the timeshare association reported
for book purposes in 1996 and for tax purposes in 1997.

Line 7, Income recorded on books this year not included on this retumn ................. $54,000

This is the prepaid assessments balance at December 31, 1997, which the timeshare association reported
for book purposes in 1997 and for tax purposes in 1998. -

If, instead of separately reflecting its yearly prepaid assessments on Schedule M-1, the timeshare
association netted its yearly prepaid assessments on its 1997 return Schedule M-1, its Schedule M-1 entry

would be:
Line 7, Income recorded on books this year not included on this return ...................... $3,000

This is the prepaid assessments balance at December 31, 1997, of $54,000 less the prepaid assessments
balance at December 31, 1996, of $51,000.

However, the prepaid assessment timing issue audit potential in this case is $54,000, not the net Schedule
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M-1 adjustment of $3.000.

The above points out that not reconciling the return Schedule M-1 prepaid assessment adjustment
amounts to the timeshare association's prepaid assessment account balances at the beginning and end of
the tax year under examination may lead the examiner to improperly conclude there is no prepaid
assessment timing issue potential or understate the issue potential.

A timeshare association's prepaid assessments are normally recorded and shown on the timeshare
association's books as a liability. Check the timeshare association's books and financial statements to
ascertain the timeshare association's recorded prepaid assessments liability balance at the beginning and
end of the tax year under examination. Generally, both the timeshare association’s budget year and tax

year will be on a calendar year basis.

For both the tax year under examination and preceding tax vear determine: (1) when the timeshare
association mailed its annual owner assessment notices, (2) the payment due dates, and (3) the timeshare

association's late pavment policies and practices. In_speqt a copy of a representative owner annual
assessment notice for both the tax years under examination and preceding tax year. If there is a prepaid

assessment issue, retain a copy of the representative owner annual assessment notice for both the tax year
under examination and the preceding tax year for your workpapers.

Adjustment Computation Considerations
Amount Of Prepaid Assessments

In addition to a potential issue on the timing of a timeshare association’s prepaid assessments, there may
be an issue on the timeshare association's computation of its yearly prepaid assessments.

The timeshare association may be understating its prepaid assessments by holding checks received before
the budget year and depositing them after the beginning of the budget year.

If you determine or suspect that the taxpayer is holding checks received before year-end and depositing
them later, one technique would be to summons the timeshare association's bank for copies of deposit
items made early in the year to determine the dates the checks were written. A large discrepancy between
the date written and the date deposited may indicate that the checks are being held by the timeshare

association.

A timeshare association may also understate its prepaid assessments by treating some or all of its prepaid
assessments as segregated in what the timeshare association characterizes as an escrow account.

Normally, the funds are received by the timeshare association and then deposited into what the timeshare
association may label or treat as an escrow account. Generally, escrow account labeling and
characterization does not alter the timeshare association's constructive receipt and claim of right to its

prepaid assessment funds.

Interrelationship with Reserves

A timeshare association's prepaid assessments will usually include both prepaid assessments for
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operations and prepaid assessments for reserve additions. However, for tax purposes, a timeshare
association's prepaid assessments may exclude the prepaid assessments allocated to reserves if the
timeshare association deferred the reporting of its additions to its reserves. This is appropriate if the
timeshare association is, in fact, entitled to defer the reporting of its reserve additions. However, if you
determine the timeshare association is not entitled to defer the reporting of its reserve additions (see
Chapter 7), the taxpayer’s prepaid assessments would be understated.

In order to properly compute the appropriate income tax adjustments and for clarity of presentation, we
have found it works best to make separate line item adjustments for prepaid assessments for operations
and prepaid assessments for reserve additions. This makes the adjustments easier to explamn and makes it
clear that adjustments are not being doubled up; for example, by including prepaid assessments for
reserve additions in income in the tax year collected and then again in the reserve issue adjustment for the

following budget tax year.

In the issue example above, $44,000 of the timeshare association's prepaid assessments was for operations
and $10,000 of the timeshare association's prepaid assessments were for reserve additions. The
examiner's handling of the $10,000 prepaid assessments for reserve additions depends on the examiner's
determination of the proper tax treatment of the timeshare association's reserves as addressed in Chapter

7.

If the examiner determines the timeshare association's reserve(s) can not be deferred from the timeshare
association's taxable income, the $10,000 prepaid assessment for reserve additions is appropriate. If,
instead, the examiner determines the timeshare association’s reserve(s) can be deferred from its taxable
income, the $10,000 prepaid assessment for reserve additions is not appropriate.

In summary, if an adjustment is made for the timeshare association's prepaid assessments for reserve
additions and the examiner proposes adjustments to the timeshare association's reserves, care needs to be
taken that the report reserve adjustment does not duplicate the prepaid assessment adjustment.

Change In Method of Accounting Issue Treatment

A timeshare association's tax accounting of its prepaid assessments constitutes a method of accounting.
As addressed in this chapter, many timeshare associations use a method of accounting for prepaid
assessments in which their prepaid assessments are included in income for the applicable budget tax year
versus the method of accounting in which prepaid assessments are included in income for the tax year
received. Because an examiner's change in a timeshare association's method of accounting for prepaid
assessments from including them in income for the applicable budget year to including them in income
for the tax year received does not have a permanent effect on a timeshare association's lifetime taxable
income; the issue constitutes a change in method of accounting issue.

As with other change in accounting method issues, the examiner will generally have two adjustments for
the first year examined, an IRC section 481(a) adjustment and an IRC section 446 adjustment.

The IRC section 481(a) adjustment for the year of change (first year examined) prevents the omission of
income on changing the timeshare association's method of accounting for prepaid assessments. The [RC
section 481(2) adjustment is the timeshare association’s prepaid assessments at the beginning of the first
tax year examined.
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Chapter 7

RESERVES
INDUSTRY PRACTICE
General

Timeshare vacation plan owners associations (timeshare associations) set up reserves in anticipation of
major repairs or refurbishments; such as roof replacement, parking lot resurfacing, and furniture and
appliance replacement. Some timeshare associations also set up reserves for routine maintenance;
reserves for future estimated expenses for non-capital items, and miscellaneous contingency reserves.

This chapter addresses the Federal income taxation of these reserves for timeshare associations that filed a
Form 1120 for the tax year under examination. For timeshare associations that filed a Form 1120-H for

the tax year under examination, see Chapter 4.

While most timeshare associations will maintain reserves for maintenance and capital replacements, the
nature, extent, and amount of a timeshare association's reserves will vary from timeshare association to
timeshare association. The state law requirements, if any, for the state in which the timeshare property is
located are likely to impact the nature, extent, and amount of a timeshare association's reserves.

The nature, extent, and amount of reserves will vary even among timeshare associations in the same state
due to the physical layout, age, and location of the timeshare property. In addition, the policies of the

individual timeshare association's board of directors often have a significant impact on the nature, extent,
and amounts of the individual timeshare association's reserves for maintenance and capital replacements.

In Florida, and many other states, timeshare associations are required by state law to make a provision in
their annual budgers 1o cover their esimaled (uiure cxpeuscs W wake wajul vapital 1cpairs or

replacements.

Florida Statute section 718.112(2)(f)2 provides, "in addition to annual operating expenses, the budget
shall include reserve accounts for capital expenditures and deferred maintenance. These accounts shall
include but not be limited to, roof replacement, building painting, and pavement resurfacing, regardless of
the amount of deferred maintenance expense or replacement cost, and for any other item for which the
deferred maintenance expense or replacement costs exceeds $10,000. The amount to be reserved shall be
computed by means of a formula which is based upon estimated life and estimated replacement cost or
deferred maintenance expense of each reserve item."

Florida Statute section 718.111(15) provides, "reserve and operating funds of the association may be
commingled for purposes of investment, but separate ledgers must be maintained for each account.”

Florida Statue section 718.112(2)(f)3 provides, "reserve funds and any interest accruing thereon shall
remain in the reserve account for authorized reserve expenditures, unless their use for other purposes is
approved in advance by a vote of the majority of the voting interests present at a duly called meeting of
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the association."

Book & Financial Accounting

Timeshare associations keep books and records very much like those kept by a management company.
The principal difference is the use of fund accounting to account for reserves and special assessments.
Under fund accounting, each fund (the general fund. reserve fund, and any special assessment funds) has
a complete, self-balancing set of accounts, including asset, liability, equity, income and expense. Often,
only a general fund set of accounts and one reserve fund set of accounts are maintained by a timeshare

association.

It should be noted that the term fund here is used in the same sense as the fund accounting used by
government or non-profit entities; it is a set of self-balancing asset, liability, equity, income and expense .
accounts on the books dedicated to a specific activity or purpose.

Because a reserve fund is a complete set of accounts, it will often include items such as interest income on
fund assets. Normally, any interest earned will be included in the fund balance.

A timeshare association's reserve balances represent the accumulated reserve additions (the annual owners
assessments and special assessments allocated to reserves) in excess of the expenses charged to the
reserves. The reserves are accounted for as a separate fund on the timeshare association's balance sheet

and income statement.

A timeshare association's reserves may or may not be maintained in a separate bank account. Although
the Florida Condominium Act requires that reserve fund and operating fund assets not be commingled, in
practice, they are often kept in the same bank account, or [oans are made between the reserve fund to the
general fund or operating fund so that the bulk of the assets are available for operations.

Although the planned budget additions to the timeshare association's reserves are known when the annual
budget is prepared before the beginning of the budget year; generally, a timeshare association will record
its yearly additions to its reserves in its books at the beginning of the budget year. Expenditures charged
to the reserves are recorded during the budget year as incurred. A timeshare association's reserve
balances at the end of the budget year consist of the accumulated reserve additions (the annual owners
assessments and special assessments allocated to reserves) less expenditures charged to the reserves.

Florida law does not specify the specifics of reserve calculations and funding, but the process follows a
general pattern. For each item or category of future repairs or replacements, an estimated life is assigned
and an estimated future cost is assigned. Initially, the cost is divided by the life to yield an annual amount
needed to fund the future expenditure, and that amount is the reserve addition for the year for that
particular category. Interest or investment income on the reserve funding may or may not be taken into
account when computing the reserve funding requirements.

In subsequent years, the reserve funding requirements are computed in much the same way; however,
after estimating the future cost, the current reserve balance for that category is subtracted before dividing
by the remaining life. This overview is somewhat simplified, and it is likely that no two timeshare
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associations compute their reserve assessments in exactly the same way.

The form and substance of a timeshare association's book and financial accounting for its reserves for
estimated future expenditures for maintenance and capital replacements are the same as the book and
financial accounting for other categories of taxpayers that maintain reserves for future expenses or losses.
The reserves for both are treated for book and financial accounting as liabilities of the taxpayer for future

expenses or losses.

The reserve income deferral method of accounting used by timeshare association's for book and financial
statement purposes is also known and described as a fund method of accounting or a reserve method of
accounting. Although the description of the method used may vary and the yearly accounting entries may
vary from timeshare association to timeshare association, the income deferral effect is generally the same.

For financial statement purposes, the annual owner assessments allocable to the reserves and expenditures
charged to the reserve fund are commonly reported as income and expense.

Often, a timeshare association's annual ewners assessments cover both general operating expenses and
estimated future replacements and repairs. Some timeshare associations specifically label or characterize
on their annual owners assessment notice the amount for general operating expenses as a general fund
assessment and the amount for estimated future replacements and repairs as additions to reserves or

special assessments for reserves.

The timeshare vacation plan owners may want to make enhancements or improvements to the timeshare
property that cannot be funded out of the general fund or the reserve fund. In these cases, the timeshare
association may make a special assessment to cover the cost. For example, a timeshare association may
make a special assessment in order to purchase the timeshare developer's former sales office on the
property (which was no longer in use since the unit-weeks had all been sold) for use as a clubhouse.

The term "special assessments” has significance in the Federal income taxation of a timeshare
association's reserves for non-IRC section 528 election years. For Federal income tax purposes, special
assessments are specifically approved by the timeshare vacation plan owners for specific additions,
improvements, or major replacements of timeshare property. Special assessment funds are often
segregated from the general fund and other reserve funds.

Instead of sending a separate notice for a special assessment, some timeshare associations include special
assessments in their annual owners assessment notices as a separately stated amount. Some timeshare
associations treat each yearly addition for all reserves as special assessments. In these situations, the
timeshare association's characterization of amounts as special assessments may not be consistent with the
meaning given special assessments in the tax law.

Tax Accounting

A timeshare association may use the same accounting method for its reserves for both financial statement
purposes and tax purposes or it may use an accounting method for tax purposes that differs from the
accounting method used in its financial statements.
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The major tax accounting methods used by timeshare associations for their reserves are (1) including the
assessments allocated to reserves in income and claiming deductions for reserve expenditures, and (2)
deferring the reporting of assessments allocated to reserves.

If the timeshare association defers the reporting of its assessments allocated to reserves, it decreases its
taxable income for increases in its reserve balances and increases its taxable income for decreases in its
reserve balances. Under this deferral method of reporting, the timeshare association does not claim tax
deductions for expenditures charged to the reserve account.

If the reserve exceeds the total reserve item expenditures charged to the reserve, the excess is included in
the timeshare association’s income when the reserve is terminated, when the excess amount is transferred
to another account (such as, a bank account for operating expenses), or the excess amount is expended for
purposes other than the reserve item (for example, used for the timeshare association's operating

expenses).

In order to illustrate this; assume a timeshare association with total annuat owners assessment of $400,000
sets up a new reserve for the budget tax year which has a reserve balance at the end of the year of
$20,000. The timeshare association defers the reporting of $20,000 of its annual owner assessments. This
is done by: (1) including $400,000 in gross income and claiming a tax deduction for $20,000, or (2) by

including $380,000 in income for the tax year.

If, in the second year, the additions to the reserve exceeds charges to the reserve by $10,000, resulting in 2
$10,000 increase in the reserve balance, an additional $10,000 of owner assessments is deferred from

income.

If, in the third year, the charges to the reserves exceed the reserve additions by $25,000, resulting in a
$25,000 decrease in the reserve balance, the timeshare association's taxable income is increased by

$25,000.

If the reserve is terminated in the fourth year, the timeshare association's taxable income is increased by
the $5,000 reserve balance at the beginning of the year.

The year-end reserve account balances, the yearly reserve account balance increases and (decreases), and
yearly taxable income increases and (decreases) are summarized below.

Year-End Change In
Reserve Account Reserve Account  Impact On
Balance Balance Taxable Income
Year One
Reserve set up $20,000 290,000 ($20,000)
Year Two
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Reserve additions exceed $30,000 $10,000 ($10.000)
charges by $10,000

Year Three

Reserve charges exceed £5,000 ($25,000) $25,000
additions by $25,000

Year Four

The reserve is terminated -0- ($5,000) £5.000

Total 4-year impact on taxable income -Q-

Note that while the timeshare association's deferral in the reporting of its assessments allocated to reserves
under the reserve method of accounting impacts the timeshare association's yearly taxable income, it has
no effect on the timeshare association's total taxable income over the 4-year existence of the reserve.

Deferral in the reporting of assessments allocated to reserves is the tax accounting method often used by
timeshare associations that assert they are following the provisions of Rev. Rul. 74-563, 1974-2 C.B. 38,
Rev. Rul. 75-370, 1975-2 C.B. 25, and Rev. Rul. 75-371, 1975-2 C.B. 52. However, some timeshare
associations assert that they permanently exclude their assessments allocated to reserves from taxable
income under Revenue Rulings 74-563, 75-370, and 75-371, or rely on general permanent income
exclusion arguments; such as, a contribution to capital argument, fiduciary relationship argument, or lack

of claim of right argument.

If a timeshare association permanently excludes its reserves from taxable income, the annual owners
assessments allocated to reserves are never included in the timeshare association's income and deductions
are not claimed for expenditures charged to the reserve, When the reserve is terminated, any reserve
amount in excess of charges to the reserve is excluded from income. If a timeshare association, in fact,
permanently excludes (not defers) assessments allocated to reserves from its taxabie income the reserve
issue does not constitute a change in method of accounting issue. However, in practice, few, if any,
timeshare associations permanently exclude their annual owner assessments allocated to reserves from

taxable income.

The determination of whether a change in a timeshare association's tax accounting for its reserves
constitutes a change in method of accounting is based on whether the issue has a permanent effect on the
timeshare association’s lifetime taxable-income. This is based on the timeshare association's actual tax
return treatment, not the timeshare association's characterization of its method or the various legal

arguments it may make during an examination.

Although discussions of the reserve issue may occasionally focus on a timeshare association’s exclusion
from income arguments, the key is the substance of the timeshare association's actual tax accounting of its
reserves. Reserve fund accounting is not treating reserve funds as contributions of capital. For tax
purposes, in both form and substance, most timeshare associations defer, not permanently exclude, their
assessments allocated to reserves from taxable income. For both book and tax purposes, most timeshare
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associations treat their reserves as liabilities of the timeshare association to make estimated future
expenditures for maintenance or capital replacements.

A timeshare association may use the same tax accounting method for all of its reserves or it may use a
different tax accounting method for different categories of its reserves. For example, the timeshare
association's claimed tax treatment may differ for special assessments for capital improvements, annual
owner assessments allocated to capital replacement reserves, and annual owner assessments allocated to
reserves for non-capital replacement reserves (such as, painting and maintenance reserves, operating
reserves, or miscellaneous contingency reserves).

In addition to varying its tax accounting for various categories of reserves, the timeshare association may
have varied its tax accounting for reserves in the same reserve category. For example, the timeshare
association may have varied its tax accounting for annual owners assessments allocated to reserves for
capital repiacements based on the length of the capital replacement period.

If a timeshare association includes its reserves and reserve additions in income, the timeshare association
will claim deductions for expenses charged to its reserves.

If a timeshare association defers the reporting of its reserves, it will offset its reserves and reserve
additions with expenditures charged to 1s reserves.

A unique aspect of a timeshare association's reserves is that its reserve expenditures are often made to
acquire, replace, or improve property not owned by the timeshare association. Its reserve are generally
used to acquire, replace, or improve common elements and limited common elements that are owned by
the timeshare vacation plan owners, not the timeshare association. Accordingly, although these
expenditures may be for items having lives extending beyond the end of the tax year, they do constitute
capital expenditures of the timeshare association under IRC section 263.

Examiners will only have capital versus current period expense issues on reserve expenditures for assets
owned by the timeshare association; such as, the timeshare association's office furniture and equipment.
The tax treatment depends on whether the property is the legal property of the timeshare association and
not common element or limited common element property owned by the timeshare vacation plan owners.
The timeshare association's articles of incorporation, bylaws, and timeshare vacation plan documents, will

usually address the ownership of various categories of property.

A timeshare association is, generally, entitled to claim depreciation on property owned by the timeshare
association (which excludes improvements and repiacement of common element property and limited
common element property). If the timeshare association defers the tax reporting of its assessments
allocated to reserves, accounting entries are required to properly account for the timeshare association's
capital expenditures charged to its reserves for property owned by the timeshare association.

Under the reserve deferral of income method, expenditures charged to the reserve are offset against
(reduce) the reserve account balance. This effectively results in a current period deduction for reserve
expenditures. Because the timeshare association is allowed depreciation on the capital asset, the
timeshare association obtains a double deduction for the capital expenditure (once as an offset to
assessments allocated to reserves and secondly as depreciation deductions) if an accounting entry is not
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made to increase the timeshare association's income by the amount capitalized.

An appropriate accounting entry necessary to capitalize the timeshare association's capital expenditures
charged to its reserves for property owned by the timeshare association may consist of: (1) a debit entry
creating a capital asset, and (2) an equal credit entry to the imeshare association's gross income. Other
similar accounting entries having the same effect (tax consequence) may have been used by the timeshare
association to properly claim depreciation versus a current period expense on property owned by the

timeshare association.

POTENTIAL EXAMINATION ISSUE
For timeshare associations that filed a Form 1120 for the tax vear under examination, the timeshare

association's tax accounting for its reserves is a potential examination issue. This involves determining
the timeshare association's tax accounting of its reserves and then determining the proper tax treatment for

its reserves.

TAX LAW

Taxable Year for Reporting Income & Claiming Deductions

The timing of the reporting of gross income under IRC section 451, IRC section 446, and the claim of
right doctrine are addressed in the general tax law section in Chapter 6.

General rules for the taxable vear of deductions are provided in IRC section 461." For cash method
taxpayers, deductions are generally allowed in the tax year paid.

For accrual method taxpayers, deductions are generally allowed when all events have occurred which
dctermine the fact of the liability and the amount of the liability can be determined with reasonable
accuracy. The all events test is not before economic performance occurs. IRC section 461(h)(2)(B)
provides "If the liability of the taxpayer requires the taxpayer to provide property or services, economic
performance occurs as the taxpayer provides such property or services.”

Generally, due to the all events test and economic performance provisions under IRC section 461, accrual
method taxpayers are not entitled to claim deductions for estimated future expenditures or reserves for

contingencies.

Changes in Methods of Accounting

Rev. Proc. 91-31, 1991-1 C.B. 566, reflects, "In determining whether a practice involves the proper time
for the inclusion of an item in income or the taking of a deduction, the relevant question is generally
whether the practice permanently changes the amount of taxable income over the taxpayer's lifetime. If
the practice does not permanently affect the taxpayer's lifetime taxable income, but does or could change
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the taxable year in which taxable income is reported, it involves timing and is therefore considered a
method of accounting.”

In Revenue Ruling 81-93, 1981-1 C.B. 322, the Service held "the taxpayer's change from the use of
estimates to the use of actual expenditures ... as required by the Commissioner, is a change in method of
accounting within the meanings of IRC section 446(e) and 481, and the balance in the taxpayer's reserve
at the beginning of 1977, the year of change, must be included in gross income for that year as an
adjustment under [RC section 481."

In Knight-Ridder Newspapers v. United States, 743 F.2d 781 (11th Cir. 1984), the Eleventh Circuit stated,
"The essential characteristic of a 'material item' is that it determines the timing of income or deductions.

... The reserve method determines when income will be taxed. When deductions are taken early (at the
time money is added to the reserve), an equal amount of income is obviously not taxed. That income is
taxed, however, at the latter time when deductions would have been taken under a different system (i.¢., at
the time rebates are paid, the absence of deductions means that an equal amount of income is taxed).

Most important, at the time the company ceases to use the reserve (i.e., when the company closes out its
business), any remaining balance in the reserve must be included in taxable income. ...

Any excess deductions in earlier years are offset by an equal amount of taxable income in the final day.
The question becomes one of timing, whether income is taxed when the amounts are added to the reserve
or when the reserve is abandoned at the Day of Armageddon. Thus, taxpayer's rebate reserve method was
a 'material item' and a method of accounting within IRC section 481."

Permanent Exclusions from Taxable Income
IRC section 61 provides that gross income means all income from whatever source derived.

Gross income does not include amounts received: (1) as a capital contribution under IRC section 118, (2)
under a fiduciary agent relationship, or (3) for which the taxpayer lacks a claim of right. Capital
contributions and amounts received under a fiduciary agent relationship are addressed below. The claim
of right doctrine is addressed in Chapter 6.

IRC section 118(a) provides that, "in the case of a corporation, gross income does not include any
contribution to the capital of the taxpayer." IRC section 118(b) provides that, except as provided in IRC
section 118(c), "the term 'contribution to the capital of the taxpayer does not include any contgbution i
aid of construction or any other contribution as a customer or potential customer.” Treas. Reg. section
1.118-1 provides, "the exclusion does not apply to any money or property transferred to the corporation in
consideration for goods or services rendered....”

In Lake Petersburg Association v. Commissioner, 33 CCH Tax Ct. Mem. 259 (1974), the Tax Court
concluded lot assessments qualified as capital contributions because it was satisfied the payers had an
investment motive in paying the lot assessments. The owners association had earmarked the lot

assessments for specific capital improvements.

In Concord Village. Inc. v. Commissioner, 65 T.C. 142 (1975), the Tax Court held the cooperative's
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additions to its replacement reserves were capital contributions while its additions to its general operating
reserves and its additions to its painting reserves were inciuded in the cooperative's gross income. The
reserve additions were not collected by special assessment. The funds for both the replacement reserve
and the operating reserve were kept in either savings accounts or interest bearing government obligations.
The Tax Court concluded each member benefited from outlays from the replacement reserve according to
his proportionate interest in the cooperatives.

In Rev. Rul. 74-563, 1974-2 C.B. 38, the Service held the homeowners association's special assessment
for paving a parking lot constituted a contribution to capital under IRC Section 118. The special
assessment, which could only be used for the parking lot, was deposited into a special banking account
and was not commingled with the general assessments of the association. The Service gave emphasis to
the fact that; "the special assessment is specifically earmarked and segregated for a specific capital
improvement." The Government concluded the parking lot would enhance the value of the owners’
property. This enhanced value established the owners’ intent to make a capital contribution.

In Rev. Rul. 75-371, 1975-2 C.B. 52, a homeowners association collected a special assessment from its
homeowners to replace outdoor furniture which the Service held was a capital contribution. The special
assessment enhanced the value of the homeowners' property, thus indicating that the motive and intent of
the homeowners were to make a contribution to capital, rather than to pay for services rendered.

However, Rev. Rul. 75-371 also provides, "funds collected by a non-exempt organization by means of
assessments for the purpose of normal operating expenses are taxable as ordinary income under IRC
section 61. Any funds accumulated as contingency reserves are also includable in the organization's gross
income because the Internal Revenue Code does not provide for such accumulations without tax

consequences.”

In the court cases in which a fiduciary agent relationship was held to exist, three factors were usually met:
(1) the funds were received for a narrow specific purpose, (2) the use of the funds were restricted to this
specific purpose, and (3) the taxpayer had limited control and discretion over the use and disposition of
the funds. The most commonly cited case by taxpayer's asserting a fiduciary agent relationship exists is
Seven-Up Co. v. United States, 14 T.C. 965 (1950); acg. 1950-2 C.B. 4; acq. in result in part 1974-2 C.B.
4.

In Rev. Rul. 75-370, 1975-2 C.B. 25, the Service held that special assessments collected bya
condominium management corporation for replacement of a roof and elevators were not includable in the
corporation's gross income. The Service held that the taxpayer had a fiduciary obligation to expend the
funds collected in the manner approved by the owner-stockholders, that the taxpayer received no benefit
from the funds, and that its relationship with the owner-stockholders for this fund was that of an agent and
principal. State law prohibited the condominium management corporation from owning real property,
and the funds were accumulated in a separate bank account.

However, Rev. Rul. 75-370, specifically states that it "does not apply to the funds collected by a
condominium management corporation to provide services for which it was formed; such as, maintenance
of common elements (painting, repairs, gardening, janitorial services, etc.). Thus, for example, funds
accurnulated to paint the common elements would not qualify under this Revenue Ruling.”
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Owners association cases in which the applicability of a capital contribution argument, fiduciary agent
relationship argument, or lack of claim of right argument was specifically addressed include Concord
Village. Inc. v. Commissioner, 65 T.C. 142 (1975), Lake Petersburg Association v. Commissioner, 33
CCH Tax Ct. Mem. 259 (1974), Park Place, Inc. v. Commissioner, 57 T.C. 667 (1972), and Paducah &
Illinois Railroad Co. v. Commissioner, 2 B.T.A. 1001 (1925), acq. 1926-1 C.B. 4.

TAX LAW APPLICATION

General

The reserve issues addressed in this chapter, generally, only apply to timeshare association Form 1120 tax
years. If the timeshare association filed a Form 1120-H for the tax year under examination, see Chapter 4.

Based on the application of IRC section 451 and the claim of right doctrine, a cash method or an accrual
method timeshare association's annual owner assessments are included in the timeshare association's gross
income in the tax year actually or constructively received. In the absence of the applicability of a tax law
provision holding otherwise, this applies to a timeshare association's reserves and reserve additions for
operating expenses, maintenance, and capital replacements.

Any method of accounting in which the yearly annual owner assessments allocated to the reserves are
deferred from income does not clearly reflect the timeshare association's income under IRC section 446.
For many timeshare associations, the reserves represent long-term tax deferrals for future year estimated
expenses. Accordingly, in order to clearly reflect income, the annual owner assessments allocated to the
various reserves of a timeshare association must be included in the association's income in the tax year

received or constructively received.

For cash method timeshare associations, deductions are allowed in the tax year in which items charged
against a reserve are paid.

Generally, due to the all events test and economic performance provisions under IRC section 461, accrual
method timeshare associations are not entitled to claim deductions for estimated future expenditures or
reserves for contingencies. Deductions are allowed for items charged to the reserves when the all events
test and economic performance requiremnents of IRC section 461 are met. Generally, this occurs as the

services are provided.

In summary, due to the application of the provisions of IRC section 451 and the claim of right doctrine, a
timeshare association using the overall accrual method of accounting includes its annual owner
assessments allocated to reserves in income in the tax year received or constructively received and due to
the application of the all events test and economic performance provisions under IRC section 461 s,
often, only entitled to deductions for expenditures charged to reserves in the tax year paid.

Deferral from Income Considerations

Generally. in determining whether some or all of a timeshare association's reserves are properly deferred
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from income. the examiner should first ascertain if the timeshare association meets the requirements
under which whole ownership condominium homeowners associations can defer their owner assessments

allocated to reserves.

To the extent that some of the timeshare association's reserves meet the requirements applicable to whole
ownership condominium homeowners associations further consideration is warranted due to the unique
facts and circumstances of timeshare associations in general and to take into account the unique facts and

circumstances of the timeshare association under examination.

The limited circumstances under which whole ownership condominium homeowners associations can
defer from income their owner assessments for reserves are summarized by the Service in Rev. Rul. 74-
563, 1974-2 C.B. 38, Rev. Rul. 75-370, 1975-2 C.B. 25, and Rev. Rul. 75-371, 1975-2 C.B. 52. These
revenue rulings provide an exception to the general rule of inclusion in income in the tax year received or

constructively received for:

* special assessments, that are:

* specifically approved by a vote c;f the owners,

’ designated for specific capital expenditures,

¢ retained intact in separate bank accounts, and

. are actually spent for the approved designated capital expenditure.

Generally, the courts have not concluded the absence of any one of the above requirements is fatal to a
contribution to capital argument, fiduciary agent relationship argument, or a lack of claim of right
argument. However, each of these five factors is given significant weight by the courts in determining the
applicability of these arguments. The courts base their determinations on all of a taxpayer's unique facts
and circumstances with no one factor, necessarily, being determinative.

Rarely will a timeshare association's reserves meet all five requirements. Often few, if any, of the five
requirements are met by many timeshare associations.

As noted earlier, the term "special assessments™ has significance in the Federal income taxation of an
owners association's reserves. For Federal income tax purposes, special assessments are specifically
approved by the owners for specific capital improvements, additions, or replacements of commonly

owned property.

Often what timeshare associations characterize as special assessments are not specifically approved by a
vote of the timeshare vacation plan owners. Generally, the yearly reserve additions are just a component
in computing the annual owner assessments as determined by the timeshare association's board of

directors.

Instead of sending a separate notice for a special assessment, some timeshare associations include what
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they characterize as special assessments in their annual owners assessment notices as a separately stated
amount. Some timeshare associations treat each year's reserve additions for all reserves as special
assessments, In these situations, the timeshare association's characterization of amounts as special
assessments is not consistent with the meaning given special assessments in the tax law.

Case law reflects the specific purpose requirement is not met if the funds are received by an association
for the provision of the general corporate purposes for which it was formed. Rev. Rul. 75-370 states that
the exclusion for special assessments does not apply to funds collected by the association to provide
services for which it was formed; such as, maintenance of common elements. Rev. Rul. 75-371 states that
amounts collected for normal operating expenses cannot be excluded, and both Rev. Rul. 75-371 and 74-
563 state that amounts received in consideration of goods and services rendered cannot be excluded. See
also Rev. Rul. 74-318, 1974-2 C.B. 14, Rev. Rul. 74-319, 1974-2 C.B. 15, and Rev. Rul. 74-321, 1964-2

C.B. 16.

Case law reflects a mere bookkeeping entry does not restrict the funds to a specific purpose. For example,
see Washington Athletic Club v. United States, 614 F.2d 670 (9th Cir. 1980).

Bylaw restrictions and Federal or state statute and regulatory restrictions in and of themselves usually do
not create a fiduciary agent relationship for Federal income tax purposes. For example, see Concord
Village, Inc. v. Commissioner, 65 T.C. 142 (1975).

Instead of accepting an ultimate disposition of funds approach, the courts generally give weight to the
actual restrictions placed on the taxpayer and the extent to which the taxpayer has the ability to exercise

control over the funds.

If the timeshare association meets all or most of the above listed requirements of Rev. Rul. 74-563, Rev.
Rul. 75-370, and Rev. Rul. 75-371, and for unagreed reserve issue cases, consideration should be given
due to the unique facts and circumstances of timeshare associations in general and the unique facts and
circumstances of the timeshare association under examination.

Established tax law reflects the key criteria in determining whether amounts represent contributions to
capital is the payor's intent and dominant motive in making the payment. For owner assessments to
constitute contributions to capital, the dominant motive in making the payments must be for investment
purposes. If, instead, the dominant motive in paying the assessments is for the use of property or for
services to be rendered, they are rarely held to be capital contributions.

The annual assessments paid by timeshare vacation plan owners are not likely to have been made with a
dominant investment motive. Instead, the annual owner assessments are likely to have been paid to
enable the timeshare vacation plan owner to use the timeshare facilities during their yearly unit-week.

The timeshare vacation plan owners unit-week each year is not necessarily for the same unit or even in the

same timeshare property.

Under Florida Statute section 721.07(5)(s)2, timeshare vacation plan offering statements are required to
reflect: "The purchase of a timeshare period should be based upon its value as a vacation experience or for
leisure time, and not considered for purposes of acquiring an appreciating investment or with an
expectation that the timeshare period may be resold."
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There is not always a resale market for some timeshare vacation plans. In fact, the lack of resale market
for some timeshare vacation pians leads some timeshare vacation plan owners to walk away from (forfeit)
their interests in their timeshare vacation plan.

Timeshare vacation plan owners that sell or forfeit their timeshare vacation plan have no legal interest in
any funds maintained by the timeshare association. For example, a timeshare vacation plan owner is not
entitled to a refund of his share of the timeshare association's accumulated funds set aside for reserves.
The funds remain in the legal possession and control of the timeshare association for the benefit of the
remaining timeshare vacation plan owners. In fact, under the articles of incorporation and bylaws of most
timeshare associations, the timeshare association 1s prohibited from making rebates or refunds to a

timeshare vacation plan owner.

The presence of 2 dominant investment motive or fiduciary agent relationship would appear to be even
more suspect for point based timesharing vacation plans.

Change in Method of Accounting Issue Treatment

A change in a timeshare association's use of reserve estimates of future expenditures to the use of actual
expenditures constitutes a change in the timeshare association's method of accounting under IRC section
446. This results in an IRC section 481(a) adjustment for the reserve balance at the beginning of the first

year under examination.

The determination of whether a change in a timeshare association's tax accounting for its reserves
constitutes a change in method of accounting is based on whether the issue has a permanent effect on the
timeshare association’s lifetime taxable income. This is based on the timeshare association's actual tax
return treatment and its proper tax treatment, not the timeshare association's characterization of its method

or the various legal arguments it may make during an examination.

ISSUE EXAMPLE

A calendar year timeshare association uses the accrual method of accounting for book and tax purposes.
The timeshare association's board of directors established an annual budget of $500,000 for the timeshare
association's 1997 budget year. $440,000 of the annual budget was for operations while the reynaining
$60,000 was for additions to various maintenance and capital replacement reserves maintained by the

timeshare association.

The reserve account balances totaled $125,000 at the beginning of the timeshare association's 1997 tax
year. During 1997, the timeshare association paid $45,000 for parking lot resurfacing, roof repairs, and
air-conditioner repairs that were charged to the timeshare association’s reserves.

The timeshare association's 1997 reserve activity was summarized in its financial statements as follows:

Beginning reserve balance at January 1, 1997 $125,000
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1997 budget vear reserve additions 60,000

Less 1997 charges to reserves (45,000)
Ending reserve balance at December 31, 1997 $140,000

The timeshare association's Form 1120 for its 1997 tax vear is assigned for examination.

Based on inspecting the timeshare association's; tax return, financial statements, and books & records, the
examiner determined the timeshare association deferred the reporting of its 1997 net reserve addition
(total reserve additions less total charges to its reserve) of $15,000 for tax purposes. In computing its
1997 taxable income, the timeshare association reduced its total 1997 budget year annual owner
assessments of $500,000 by the $15,000 net increase in its reserves during 1997.

The timeshare association's reserve account balance of $125,000 at January 1, 1997, represented the
cumulative amount of prior years’ amounts deferred from the timeshare association's taxabie income.
Recognizing a potential audit issue, the examiner ascertained:

¢ The annual owner assessment notices for the 1997 budget year were based on the total annual budget
of $500,000. A copy of the detailed 1997 annual budget for 1997 was mailed with each annual owner

assessment notice.

¢ The annual budget, including reserve additions, was approved by the board of directors but was not
voted on and approved by the timeshare vacation plan owners.

¢ While the bulk of the timeshare association's reserves were for capital replacements, some reserves
were for general maintenance and repairs. The timeshare association accounted for all of its reserves
in the same manner, and amounts were generally transferred among reserve accounts based on the

board of director's yearly assessment of reserve needs.
¢ The timeshare association maintained a separate bank account for all of its reserves. The reserve bank

account balance did not reconcile with the reserve account balance throughout the year. Depending
on the timeshare association's cash flow from operations, non-reserve expenditures were occasionaily

paid from the reserve bank account.

In concluding the timeshare association's reserves cannot be deferred or permanently excluded from the
timeshare association's gross income, the examiner concluded the timeshare association’s reserves:

¢ were not special assessments,
& were not specifically approved by a vote of the timeshare vacation plan owners,
¢ were not designated for specific capital expenditures.

¢ were not retained intact in separate bank accounts,
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¢ were not always spent for the approved designated capital expenditure, and

¢ after considering the unique facts and circumstances of the timeshare vacation plans, the examiner
concluded the likely dominant motive of the timeshare vacation plan owners in paying their annual
owner assessments, was not for investment purposes (or to maintain an investment) but were paid in
order to retain their rights to use their unit-weeks for the upcoming budget year for vacation use.

Because the reserve issue does not have a permanent effect on the timeshare association's lifetime taxable
income, the examiner properly concluded the reserve issue constitutes a change in method of accounting
issue. The examiner's report adjustment for 1997, the earliest tax year examined, is as follows:

IRC section 481(a) adjustment $125,000
IRC section 446 adjustment 15,000
Total Report Adjustment: : $140,000

The IRC section 481(a) adjustment is the $125,000 reserve account balance at January 1, 1997, the
beginning of the first year under examination. The IRC section 446 adjustment is the reserve account
balance at the end of the tax year less the reserve account balance at the beginning of the tax year (the
December 31, 1997, reserve account balance of $140,000 less the January 1, 1997, reserve account
balance of $125,000). The total reserve adjustment of $140,000 equals the reserve account balance at

December 31, 1997.

Because there is no spread of the IRC section 481(a) adjustment for examination changes in methods of
accounting, the timeshare association is entitled to the IRC section 481(b) special tax computation on the

IRC section 481(a) adjustment of $125,000.

EXAMINATION TECHNIQUES

General Approach

The reserve issue examination techniques addressed below apply to timeshare associations that filed a
Form 1120 for the tax year under examination. For timeshare associations that filed a Form 1120-H for

the tax year under examination, see Chapter 4.

The examiner should first ascertain what reserves are maintained by the timeshare association, what are
the reserve account or fund balances at the beginning and end of the tax year under examination, and
obtain a summary of the reserve additions and expenditures for the tax year.

After ascertaining the nature and amount of the timeshare association's reserves, the examiner should
ascertain the timeshare association's tax treatment of its reserves. Properly determining and documenting
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the timeshare association's tax accounting for its reserves is a key aspect of a timeshare association
reserve issue. As addressed later, this should be done early in the examination.

Only after the examiner has determined the nature and amount of the timeshare association's reserves and
the timeshare association's tax accounting for its reserves is the examiner in a position to gauge the likely
reserve audit issue potential. If the timeshare association’s reserves, or some of its reserves, have audit
issue potential, the focus shifts to determining the proper tax treatment. This involves determining
whether the applicable reserves meet the requirements of Rev. Rul. 74-563, Rev. Rul. 75-370, and Rev.
Rul. 75-371. and whether the timeshare vacation plan owners had a dominant investment motive in

paying their reserve assessments.

Ascertaining Reserve Accounts, Activity, & Balances

Often, the reserves maintained by the timeshare association, the reserve account or fund balances at the
beginning and end of the tax year under examination, and a summary of the reserve additions and
expenditures for the tax year can be readily ascertained by inspecting the timeshare association's financial

statements.

Determining the Return Tax Treatment

Determining the timeshare association's return tax treatment of its reserves often takes time and requires
analysis of the timeshare association's tax return, financial statements, books, and records. The focus is
determining whether the timeshare association for tax purposes: (1) includes its assessments allocated to
reserves in income and claims deductions for reserve expenditures, (2) defers the reporting of its
assessments allocated to reserves, or (3) permanently excludes its assessments allocated to reserves from

the timeshare association's taxable income.

In addition to gauging the examination issue potential, proper determination of the timeshare association's
actual tax treatment of its reserves is necessary in order for the examiner to properly compute the

adjustment for reserves not properly treated for tax purposes. In the unlikely event the timeshare
association, in fact, permanently excludes (not defers) assessments allocated to reserves from its taxable

income, the reserve issue does not constitute a change in method of accounting issue. This means there
would be no [RC section 481(a) adjustment.

If the timeshare association asserts or if it is determined the timeshare association permanently excludes
its reserves from its taxable income, consideration should be given to picking up for examination any
prior years for which the statute of limitations has not expired. Due to examination cycle guidelines, this

should be considered early in the examination.

If a reserve issue is raised, the examiner will need to fully develop and document the timeshare
association's tax treatment of its reserves. This includes, but is not limited to, the following

considerations:

¢ The reflection of the reserves on the return Form 1120 Schedule L, Balance Sheet per Books. Are the
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reserve assets included on the return Schedule L balance sheet or are they omitted? Are the reserves
reflected on the balance sheet as liabilities (lines 16 through 21) or as owners equity (lines 23 to 25).
If the timeshare association asserts its reserve assessments are non-taxable capital contributions but
they are not reflected as capital contributions on lines 23 through 25 of Schedule L. obtain an

explanation.

¢ Are the reserves reflected in the return Schedule M-1, Reconciliation of Income (Loss) per Books with
Income per Return? Is the increase in reserve balances during the tax year reflected as a Schedule M-
1 entry? The Schedule M-1 reflection is further addressed below.

¢ Are reserves reflected in Schedule M-2, Analysis of Unappropriated Retained Earnings per Books?
¢ Are the reserves reflected on a miscellaneous retarn schedule?

¢ Are deductions claimed on the return for reserve expenditures?

¢ How are the reserves characterized on the timeshare association's financial statements? Often the
financial statements will describe and characterize both the book and tax return treatment of reserves.

¢ Are records maintained by the timeshare association that enables it to determine its fiduciary liability
for each individual timeshare vacation plan unit-week owner?

¢ Verify that when timeshare vacation plan owners sell or abandon their timeshare vacation plan, they
are not entitled to a refund of their share of the timeshare association's reserves?

¢ How does the timeshare association account for amounts remaining in its specific reserves when a
reserve's purpose is met? [s the remaining reserve amount transferred to other reserves, transferred to
the operating fund, or returned to the timeshare vacation plan owners? Is the remaining reserve
amount include in the timeshare association's income, further deferred from income, or is it instead
permanently excluded from the timeshare association's taxable income? The tax treatment given
remaining reserve amounts are further addressed below.

If there are differences in the timeshare association’s book and tax treatment for its reserves, the
differences should be reflected in the return Schedule M-1.

For financial statement purposes, many timeshare associations include their reserves in income and claim
deductions for reserve expenditures. If, for tax purposes, the timeshare association also included reserves
in income and claimed deductions for charges to its reserves, there is only likely to be a schedule M-1

adjustment if the reserve book and tax deductions differ due to timeshare association's application of IRC

section 461 for tax purposes.

For example, in the above issue example, the timeshare association deferred the reporting of its reserves
for tax purposes. If the timeshare association also deferred its reserves for book purposes, unless book
and tax reserve deductions differ due to the timeshare association's application of [RC section 461 for tax

purposes, there would be no schedule M-1 adjustment.
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If, for book purposes, a timeshare association includes its reserves in income and claims deductions for
reserve expenditures but for tax purposes the timeshare association defers or permanently excludes its
reserves from taxable income, there should be a Schedule M-1 adjustment.

Schedule M-1 adjustments that reflect the beginning and ending reserve balances or the increase or
decrease in the reserve balance during the year likely indicate that the timeshare association deferred the

reporting of its reserves for tax purposes but not for book purposes.

For example, if the timeshare association in the issue example included its assessments allocated to
reserves in income and claimed deductions for reserve expenditures for book purposes, the Schedule M-1

adjustment would be as follows:

Line 7, Income recorded on books this year not included on this return .......cccccoeveenens $15,000

This is the $15,000 increase in the reserve accounts during the year ($140,000 reserve balance at the end
of the year less $125,000 reserve balance at the beginning of the year). Note that the total reserve issue
potential is $140,000 (the reserve at the end of the year) not the Schedule M-1 adjustment of $15,000.

If instead of having the reserve édditions exceed the reserve expenditures in 1997 by $15,000, assume the
1997 reserve expenditures exceeded the reserve additions by $10,000. This results in a reserve balance at
December 31, 1997, of $115,000 versus $140,000. In this case, the Schedule M-1 adjustment would be:

Line 5, Expenses recorded on books this year not deducted on this return .................. $10,000

This is the $10,000 decrease in the reserve accounts during the year ($125,000 reserve balance at the
beginning of the year less the $115,000 reserve balance at the end of the year). Note that although on first
blush this Schedule M-1 adjustment may not indicate much reserve issue potential, the audit issue
potential is the reserve account balance at December 31, 1997, of $115,000 not the Schedule M-1

adjustment of $10,000.

This points out that not reconciling the return Schedule M-1 reserve adjustment amounts to the timeshare
association's reserve account balances at the beginning and end of the tax year under examination may
lead the examiner to improperly conclude there is no or little reserve issue potential or understate the

reserve issue potential.

If a timeshare association permanently excludes its reserves from taxable income for tax purposes, but not
for book purposes there should be a Schedule M-1 adjustment consisting of the total reserve additions for

the tax year less the reserve income and deductions for book purposes.

For example, if for book purposes the timeshare association in the issue example includes its assessments
allocated to reserves in income and claims deduction for reserve expenditures, but for tax purposes,
permanently excludes its reserves from its taxable income, the Schedule M-1 adjustment would be (using

the original issue example 1997 reserve addition and expenditures amounts) as follows:

Line 7, Income recorded on books this year not included on this return ....................... $45,000
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This is the timeshare association's total reserve additions for 1997 of $60,000 less the reserve net income
per books of $15,000 ($60,000 reserve additions less $45,0000 reserve expenditures).

The above points out that whether a timeshare association permanently excludes its reserves from its
taxable income can, generally, be determined by analyzing the timeshare association's Schedule M-1

adjustments.

You should not assume your timeshare association used the same tax accounting method for all of its
reserves. The timeshare association may have used a different tax accounting method for different
categories of reserves. For example, the timeshare association’s claimed tax treatment may differ for
special assessments for capital improvements, annual owner assessments allocated to capital replacement
reserves, and annual owner assessments allocated to reserves for non-capital replacement reserves (such
as, painting and maintenance reserves, operating reserves, or miscellaneous contingency reserves).

In addition, a timeshare association’s claimed tax treatment may differ for reserves in the same category.
For example, a timeshare association might have treated annual owner assessments allocated to a long-
term roof replacement reserve in one way and annual owner assessments allocated to a short-term pool

furniture replacement reserve in another way.

Accordingly, it is important to ask whether the timeshare association claimed the same tax treatment for
all of its reserves. Confirmation of the timeshare claimed tax treatment can usually be obtained by
inspecting the timeshare association's financial statements and by analyzing the timeshare association’s

Schedule M-1 adjustment.

The examiner should be on the lookout for indications as to whether the timeshare association has been
consistent in its tax accounting for its reserves over their existence from year-to-year. This is more likely
to be a problem for tax years in which the timeshare association has changed its tax return preparer.

It is usually safe to assume the timeshare association has been consistent in its tax weatment of its reserves
for all prior tax years if there is no indication that the timeshare association has been inconsistent in its tax
treatment for the tax years under examination and the preceding tax year and the timeshare association has
not changed its accounting method for reserves in prior years.

Accordingly, the return Schedule M-1 reserve adjustments should be analyzed for all tax years under
examination and also for the tax year preceding the first year under examination. Also, determine how
long the return preparer has prepared the timeshare association’s tax returns and ask if there have been any
changes in the timeshare association’s method of accounting for its reserves for book or tax purposes.

In determining whether a timeshare association permanently excluded its reserves from taxable income,
the timeshare association’s; business practices, book accounting, and tax accounting of any amount
remaining in a reserve when the reserve's purpose is met are relevant. Is it the timeshare association's
business practice to: transfer the remaining reserve amount to other reserves, to transfer it or use it for
general operating expenses, or is it returned to the timeshare vacation plan owners?

Transfers to other reserve accounts may not be consistent with a capital contribution assertion but may be
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consistent with a fiduciary relationship assertion. Transfers to the operating account may be consistent
with a capital contribution assertion but not consistent with a fiduciary relationship assertion. Returning
the remaining reserve amount to the timeshare vacation plan owners, based on each owners’ proportional
share of the amount remaining, is not consistent with a capital contribution argument but is consistent
with a fiduciary relationship argument.

After determining the timeshare association's business practice and book accounting for an amount
remaining in a reserve when the reserve's purpose is met, determine the timeshare association's tax
accounting. Determine whether the remaining reserve amount is: (1) included in the timeshare
association's income, (3) further deferred from income, or (3} if it is permanently excluded from the
timeshare association's taxable income.

Inclusion of the remaining reserve amount in the timeshare association's income establishes the timeshare
association did not permanently excluded the reserve from its taxable income. Transferring the remaining
reserve amount to other reserves, so that income recognition is further deferred, would also appear to be
inconsistent with an assertion that the timeshare association permanently exciuded its reserves from its

taxable income.

The determination of whether a change in a timeshare association's tax accounting for its reserves
constitutes a change in method of accounting is based on whether the issue has a permanent effect on the
timeshare association's lifetime taxable income. This is based on the timeshare association's actual tax
return treatment and the proper tax treatment, not the timeshare association's characterization of its
method or the legal arguments it may make during an examination.

Determining the Proper Tax Treatment

After determining the timeshare association's tax accounting for its reserves, the examiner should
determine the proper tax treatment for each category of the timeshare association's reserves (special
assessments for capital improvements & replacements, annual owner assessments ailocated to capital
improvement & replacement reserves, and annual owner assessments allocated to non-capital
improvement & replacement reserves). You may also need to determine the proper tax treatment of

different reserves in the same reserve category.

Some timeshare associations merely allocate annual owner assessments to operating, maintenance, or
contingency reserves, that, clearly, cannot be deferred or permanently excluded from the timesghare
association's taxable income. In contrast, timeshare association reserves: (1) for capital improvements or
replacements, (2) funded by what the timeshare association characterizes as special assessments, or (3)
maintained in separate bank accounts, warrant greater issue development. This includes determining
whether the applicable reserves meet the criteria of Rev. Rul. 74-563, Rev. Rul. 75-370, and Rev. Rul. 75-
371, and also whether the timeshare vacation plan owners had a dominant investment motive in paying

their reserve assessments.

Timeshare associations that maintain separate bank accounts for one or more of their reserve funds often
contend their reserve funds are retained intact in the bank account and are only used for the designated
reserve purpose when this is not, in fact, the case. Based on the timeshare association's cash flow, reserve
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funds may be transferred from the reserve bank account to the operating fund bank account or used for
operating expenses. This is treated in the timeshare association's books as loans from the reserve fund to

the operating fund.

Whether a timeshare association actually maintained its reserve funds intact for just the reserve purpose
can often be ascertained for the beginning and end of the tax year by inspecting the timeshare
association's financial statements.

For example, the Exhibit 5-4, Sample Financial Statement - Balance Sheet, reflects the timeshare
association had an $8,000 loan from its reserve fund to its general fund at the end of the year. Page 2 of
Exhibit 5-3, Sample Financial Statement - Income Statement, reflects the timeshare association had a
$4,000 deficit in its general fund at the beginning of the year. The deficit may be due to overdrawn
checks or, more likely, it was funded by a loan from the reserve fund.

Although a timeshare association's reserve fund bank account balances may reconcile with its reserve
account liability balances at the beginning and end of the year, this may not be the case during the year.
Differences during the year can often be, ascertained by inspecting the general ledger accounts for loans
from the reserve account. In some cases, it may necessary to compare the monthly reconciled reserve
bank account balances with reserve account liability balances.

For reserves in which there is an income tax issue, document in the workpapers all reserve fund transfers
to the operating fund bank account and reserve funds used for operating expenses for at least the tax years

under examination.

Adjustment Computation Considerations

Interest Income

Interest income on the reserve funds of timeshare associations are taxed the same as other interest income
of the timeshare association. Like other interest income, it is included on line 5 of Form 1120 and is taxed
at the regular corporate graduated tax rate. The Federal income taxation of a timeshare association's

interest income is further addressed in Chapter 9.

If the timeshare association deferred the reporting of its reserves for tax purposes and you determine this
is not the proper tax treatment; in computing your report adjustments, you will need to ascertain if interest
income on the reserve funds is included in the timeshare association's reserve account balances.

For example, assume the reserve balance at December 31, 1997, in the issue example was $144,000
versus $140,000 because $4,000 of interest earned on reserve funds was treated as a reserve addition in
1997. In computing the reserve issue adjustment, the reserve addition for interest is not included. The
1997 IRC section 446 adjustment would remain $15,000 [$144,000 (December 31, 1997, reserve account
balance) less $4,000 (the 1997 reserve addition for interest income), less $125,000 (the January I, 1997,

reserve account balance) equals $15,000].

The inclusion of interest income earned on reserve funds in the timeshare association's 1997 reserve
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additions indicates the timeshare association's reserve balance at January 1, 1997, of $125,000 is also
likely to include prior year additions for interest income which would overstate the IRC section 481(a)
adjustment. Ask the taxpayer to provide vou a listing of the prior year interest income reserve additions.

For example, if in the above issue example the reserve additions for interest income for all prior years
totaled $25,000, the reserve balance for tax purposes at January 1, 1997, would be $100,000 versus
$125,000. This results in an IRC section 481(a) adjustment of $100,000 versus $125,000.

Prepaid Assessments

If an adjustment is made for the timeshare association’s prepaid assessments {Chapter 6), care needs to be
taken to ensure that the examiner's prepaid assessments adjustment and reserve adjustment do not
duplicate an adjustment for the timeshare association's prepaid assessments allocated to reserves. This is

addressed in more detail in Chapter 6.
Prior Form 1120-H Tax Returns

In the above issue example, the timeshare association filed a Form 1120 for the tax year under
examination and the assumption was made that the timeshare filed a Form 1120 for all prior tax years. If

the timeshare association filed a Form 1120-H for a tax year under examination or for any prior tax year,
refer to Chapter 4. As addressed in Chapter 4, the filing of a Form 1120-H for one or more prior tax years

may impact the computation of the IRC section 481(a) adjustment.

Permanent Exclusions from Taxable [ncome

If a timeshare association permanently excludes from its taxable income its special assessments and
annual owner assessments allocated to reserves, then the reserve issue addressed in this chapter does not
constitute a change in method of accounting issue! This results in no IRC section 481(a) adjustment.

For example, if in the above issue example the timeshare association permanently excludes its reserves
from its taxable income, there would not be an IRC section 481(a) adjustment of $125,000 for the reserve
balance at the beginning of the year under examination. The examiner's total 1997 report adjustment
would be the $60,000 of 1997 reserve additions less any deductions allowable for the $45,000 of charges

to the reserve in 1997.

The allowability of deductions for charges to the reserve would warrant examination consideration.
Deductions are not allowable for charges to a reserve to the extent the reserve was permanently excluded

from the timeshare association's taxable income in prior tax years.

For example, in the issue example above, assume $40,000 of the $45,000 of the 1997 charges to reserves
was charged to the parking lot resurfacing reserve that had a reserve balance of $60,000 at January 1,
1997. The timeshare association would not be entitled to a tax deduction of $40,000 for the $40,000
charged to this reserve in 1997. The timeshare association would also not be entitled to tax deductions in

subsequent tax years for the next $20,000 of charges to this reserve.

Change In Method of Accounting Issue Treatment

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 7-22



Because very few timeshare associations permanently exclude their reserves from their taxable income; in
most cases, the reserve issue will constitute a change in method of accounting issue.

Because it does not have a permanent effect on the timeshare association's lifetime taxable income, a
change in a timeshare association's use of reserve estimates of future expenditures to the use of actual
expenditures constitutes a change in the timeshare association’s method of accounting under IRC section
446. As with other change in accounting method issues, the examiner will generally have two
adjustments for the first year examined: (1) an IRC section 431(a) adjustment, and (2) an IRC section 446

adjustment.

The IRC section 481(a) adjustment for the year of change (first year examined) prevents the duplication
of deductions on changing the timeshare association's method of accounting for its reserves. The IRC
section 481(a) adjustment is the timeshare associations's reserve account balance at the beginning of the
first year examined. The IRC section 446 adjustment for each year examined is the reserve account
balance at the end of the year, less the reserve account balance at the beginning of the year.

Because there is no spread of the IRC section 481(a) adjustment for examination changes in methods of
accounting, the timeshare association is entitled to the IRC section 481(b) special tax computation on the

IRC section 481(a) adjustment.

Subsequent Tax Years

Because a change in a timeshare association’s use of reserve estimates for future expenditures to the use of
actual expenditures constitutes a change in the timeshare association’s method of accounting, the reserve
issue will impact the timeshare association's subsequent tax years. Accordingly, in order to make the
appropriate IRC section 446 section adjustment, the examiner should pick up the timeshare association’s
subsequent Form 1120 tax years for examination. If the reserve issue is closed unagreed, prepare 2 Form
5346, Examination Information Report, for the tax years for which tax returns are not filed and due when

your case is closed to Appeals.
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Chapter 8
EXCESS ASSESSMENTS
INDUSTRY PRACTICE

General

Each year a timeshare vacation plan owners association (timeshare association) will prepare an annual
budget for the upcoming year and assess annual owner assessments against the vacation plan owners for
the funds necessary to meet budgetary needs. Generally, a timeshare association's annual owner
assessments are allocated by the timeshare association among a general or operating fund and various

reserve funds.

A timeshare association's excess assessments represent the portion of annual owner assessments collected
for a budget year that are allocated to the general or operating fund which remain unspent at the end of the

budget year.

In contrast, a timeshare association's reserve funds represent budgeted owner assessments allocated to
reserves for future expenditures. Although also unspent at year-end, a timeshare association's year-end
reserve funds are not included in what is referred to as a timeshare association's excess assessments. The
book and tax accounting of a timeshare association's reserves are separate from that of its excess
assessments. The book and tax accounting of timeshare association reserves are addressed in Chapter 7.

For a timeshare association, most of whose income comes from annual owners assessments, it 1s common
practice to consider an operating fund surplus to be the result of collecting too much in annual owner
assessments; consequently, a year-end operating fund surplus is frequently referred to as excess
assessments. Excess assessments are not uncommon for a timeshare association because the actual
operating income and expenditures for a budget year seldom match what was contemplated in the annual

budget.

Timeshare associations generally view excess assessments as their liability to provide services to the
timeshare interval plan owners in the next budget year. In fact, often a timeshare association's bylaws
contain a provision that excess assessments are to be applied to the subsequent year's budget.

Some timeshare associations contend they are entitled to defer the reporting of their excess assessments
from gross income until the following tax year under the provisions of Rev. Rul. 70-604, 1970-2 CB.9.
This chapter addresses why most, if not all, timeshare associations are got able to defer the reporting of
their excess assessments under Rev. Rul. 70-604.

The excess assessments issue addressed in this chapter is the issue of requiring the timeshare association
1o include its excess assessments in income in its budget tax year instead of the timeshare association
including its excess assessments in income in the tax year following its budget tax year.

Some timeshare associations use excess assessments as a cash operating cushion reserve. In many cases,

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 8-1



the yearly excess assessment balances are either increasing or remain at a high liability balance year after
yeai. Tu tlic eatont the cxcess asscasments arc not, in fact, applicd to the following year's asacasments so

that large excess assessment liability balances carry over from year-to-year, there is an effective tax
deferral in reporting the excess assessments over the life of the timeshare association. Therefore, for
many timeshare associations, the excess assessments issue should not be viewed as 1-year tax deferrals
but long-term tax deferrals over the life of the timeshare association.

The excess assessments issue addressed in this chapter apply to timeshare associations that filed a Form
1120 for the tax year under examination. For timeshare associations that filed a Form 1120-H for the tax

year under examination, see Chapter 4.

Book & Financial Accounting

Florida Statute Section 721.15(5) states, "Any assessments for common expenses which have not been
spent for common expenses during the year for which such assessments were made shall be shown as an

item on the annual budget.”

For most timeshare associations examined in the North Florida District's compliance inttiative, the prior
year's excess assessments were not reflected as a reduction or credit in the annual budget. In addition,
rarely are the excess assessments reflected as a reduction or credit on the annual owner assessment notices

mailed to the timeshare interval plan owners.

For book and financial statement purposes, the timeshare association may include its excess assessments
in income for the budget year, or it may defer the reporting of its excess assessments to the following
year. This 1-year deferral in the reporting of a timeshare association's excess assessments is referred to in
this ATG as the "1-year income deferral method" of accounting for excess assessments.

Under the 1-year income deferral method of accounting for excess assessments, the gross income for the
budget year in which there are excess assessments is reduced by the amount of the excess assessments.
The excess assessments are included in the following year's gross income. This results ina 1-year
deferral of income that is repeated for each year in which the timeshare association has excess

assessments.

Tax Accounting -

For tax purposes, some timeshare assoeiations defer the reporting of their excess assessments from the
budget tax year in which they have excess assessments to the following tax year. This is referred to in
this ATG as the 1-year income deferral method of accounting for excess assessments.

Most timeshare associations use a calendar year for their annual budget year and a calendar year for their
tax year. Budget tax year is used in this chapter to refer to timeshare associations that have the same

annual budget vear and tax year.

The 1-year income deferral method of accounting for excess assessments is the method of accounting
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provided for in Rev. Rul. 70-604, 1970-2 C.B. 9. Some timeshare associations assert the I-year income
deferral method of accounting for their excess assessments is a proper tax accounting for timeshare
associations because they are able to use and rely on Rev. Rul. 70-604, 1970-2 C.B. 9.

A timeshare association is not likely to be able to defer the reporting of its excess assessments under Rev.
Rul. 70-604 because: (1) Rev. Rul. 70-604 does not apply to most, if not all, timeshare associations, and
(2) few, if any, timeshare associations actually comply with the provisions of Rev. Rul. 70-604.

The proper tax treatment for a timeshare association's excess assessments is the inclusion of the excess
assessments in income in the budget tax year, not the following tax year.

POTENTIAL EXAMINATION ISSUE

For timeshare associations that filed a Form 1120 for the tax year under examination, there is a potential
examination issue if the timeshare association did not include its excess assessments in its income for the
budget tax year. The issue is requiring the timeshare association to include its excess assessments in
incame in the hudget tax vear versus the following tax year.

There is an alternative issue if the timeshare association deferred the reporting of its excess assessments
under a method of accounting other than the 1-year income deferral method. The alternative issue is that
if it is determined that the timeshare association can defer the reporting of its excess assessments under
Rev. Rul. 70-604, then the timeshare association's method of accounting for its excess assessments is to
be changed to the 1-year income deferral method of accounting. This potential alternative issue is
addressed under examination techniques.

TAX LAW

General

The timing of the reporting of gross income under IRC section 451, IRC section 446, and the claim of
right doctrine are addressed in the tax law section in Chapter 6.

The general rules for the taxable year in which deductions are allowed under IRC section 461 are
addressed in the tax law section in Chapter 7. The clear reflection of income requirements of JRC section

446 are also addressed in the tax law section in Chapter 7.

Revenue Ruling 70-604
Rev. Rul. 70-604, 1970-2 C.B. 9, in its entirety, provides:

A condominium management corporation assesses its stockholder-owners for the purposes of
managing, operating, maintaining, and replacing the common elements of the condominium property.
This is the sole activity of the corporation and its bylaws do not authorize it to engage in any other

activity.
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A meeting is held each year by the stockholder-owners of the corporation at which they decide what is
to be done with any excess assessments not actually used for the purposes described above; i.e., they
decide either to return the excess to themselves or to have the excess applied against the following

year's assessments.

Held, the excess assessments for the taxable vear over and above the actual expenses paid or incurred
for the purposes described above are not taxable income to the corporation, since such excess, in
effect, has been returned to the stockholder-owners.

TAX LAW APPLICATION

General

Based on the application of IRC Sections 451, 461, and 446, timeshare associations are not able to defer
the reporting of their excess assessments.

Based on the application of IRC section 451, a timeshare association's excess assessments are included in
the timeshare association’s income in the budget tax year in which it has excess assessments. IRC section
451 does not allow the deferral of a timeshare association's excess assessments to the following tax year.

Based on the all events test and economic performance provisions of IRC section 461, a timeshare
association is not entitled to claim a tax deduction for its excess assessments. Timeshare associations do
not qualify for the recurring item exception to economic performance because none of the four statutory
requirements of IRC section 461(h)(3)(A) are met. In addition, few, if any, timeshare associations elect
the recurring item exception for their excess assessments (income deferral under IRC section 451 appears
to be more common than claiming offset deductions under IRC section 461).

A method of accounting which defers a timeshare association's reporting of its excess assessments does
not clearly reflect the timeshare association's taxable income under IRC section 446.

Many timeshare associations use €xcess asse€ssments as a cash operating cushion reserve. In many cases,
the yearly excess assessment balances are either increasing or remain at a high liability balance year after
year. To the extent the excess assessments are not, in fact, applied to the following year's assessments so
that large excess assessment liability balances carry over from year-to-year, there is an effective tax
deferral in reporting the excess assessments over the life of the association. Therefore, for many
timeshare associations, their excess assessments are not [-year tax deferrals but long-term tax deferrals

over the life of the timeshare association.

Based on the application of the general provisions of IRC section 451, 461, and 446, in the absence of the
applicability of a specific statutory provision or administrative provision allowing deferral of a timeshare
association's excess assessments, a timeshare association’s excess assessments are included in its income
for the budget tax year in which it has the excess assessments. A statutory provision is provided under
IRC 528 (Treas. Reg. section 1.528-9(a)) for tax years in which Form 1120-H is filed. An administrative
provision is provided under Rev. Rul. 70-604 for Form 1120 tax years of taxpayers eligible to use Rev.
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Rul. 70-604 and who comply with the provisions of Rev. Rul 70-604.

Revenue Ruling 70-604

A timeshare association is not able to defer the reporting of its excess assessments under Rev. Rul. 70-604
because: (1) Rev. Rul. 70-604 does not apply to most, if not all, timeshare associations, and (2) few, if
any, timeshare associations actually comply with the provisions of Rev. Rul. 70-604.

Rev. Rul. 70-604 does not apply to most, if not all, timeshare associations because the factual pattern of
most, if not all, timeshare associations are materially distinguishable from the factual pattern of the whole
ownership condominium owners associations in Rev. Rul. 70-604.

The taxpayer in Rev. Rul. 70-604 was a whole ownership condominium owners association. Timeshare
vacation plan owners associations are not whole ownership condominium owners associations.

The purpose of the condominium management corporation in Rev. Rul 70-604 was to maintain the
common areas of the condominium property in order that the majority of the unit-owners could use their
condominiums as their home (principal residence) or as a secondary residence. In contrast. a timeshare
vacation plan owners association is formed and exists to enable timeshare interval owners to use their
timeshare interval periods for vacation purposes. This primary vacation purpose and use materially
distinguishes timeshare vacation plan owners associations from the whole ownership condominium
owners association addressed in Rev. Rul. 70-604. The nature of timeshare associations and timeshare

vacation plan interval ownership is addressed in Chapter 2.

In Rev. Rul. 70-604, the whole ownership condominium management association's bylaws restricted its
activities to the management, operation, maintenance, and replacement of the common elements of the
condominium property. Unlike the whole ownership condominium owners association in Rev. Rul. 70-
604, a timeshare association's bvlaws do not restrict the activities of the timeshare association to the
management, operation, maintenance, and replacement of the common elements of the timeshare
property. In contrast, a timeshare association’s bylaws also enable the timeshare association to manage,
operate, maintain, and replace limited common elements and, generally, allow the timeshare association
to engage in other activities related to its timeshare vacation plans.

In Rev. Rul. 70-604, the condominium management association's sole activity was the operation and
management of the common elements of the condominium property. This limited activity is 3 significant
aspect of Rev. Rul. 70-604. In contrast, a timeshare association's sole activity is not the operation and
management of just the common elements of the property. While the individual units in a whole
ownership condominium property are owned and maintained by the individual unit owners, in a timeshare
property, these limited common elements are operated and managed by the timeshare association. In
addition to maintaining the common elements (for example, the grounds and common hallways})
timeshare associations maintain limited common elements (the individual units including appliances,

furniture, fixtures, carpeting, and wall coverings).

Typically, a timeshare association's activities include other activities not restricted to the operation and
management of common elements and limited common elements. The additional activities and services
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provided by timeshare associations generally include cleaning service, laundry service, telephone service,
utilities, unit scheduling, check-in and check-out. Many timeshare vacation plans also include interval

week exchange privileges and services at the same property and even other properties.
Few, if any, timeshare associations actually comply with the provisions of Rev. Rul. 70-604.

An essential requirement for application of the limited tax deferral provisions of Rev. Rul. 70-604 is an
annual choice by the association's owners in which the owners make a yearly affinmative decision to
either rebate the excess assessment or apply it to the subsequent year’s assessment. Annual choice
includes a vote during an owners’ meeting, proxy voting, and individual owner choice. It appears that
few, if any, timeshare associations give their vacation plan owners an annual choice whether to rebate the
excess assessments, apply the excess assessments to the subsequent year's budget assessments, or retain
the excess assessments for future use.

An annual choice by the timeshare vacation plan owners puts each vacation plan owner on notice that
there is, in fact, an excess assessment for the year. The absence of an annual choice by the timeshare
vacation plan owners may be factor in why many timeshare associations do not, in fact, apply their excess
assessments to the subsequent year's assessments. Due to sales, foreclosures, and abandonments of
timeshare interests, notice of an excess assessment and an annual choice may impact the financial
interests of the timeshare vacation plan owners for budget years in which there are excess assessments.

Another essential requirement of Rev. Rul. 70-604 is that the excess assessments €ither be returned to the
association's owners or it be applied against the following year's budget assessments.

The articles of incorporation, bylaws, and vacation plans of many, if not most, timeshare associations
prohibit them from making rebates to their timeshare vacation plan owners. Instead, their articles of
incorporation, bylaws, and vacation plan, often indicate that excess assessments are to be applied to the
subsequent year's budget assessments.

As noted earlier, Florida Statute Section 721.15(3) states, "Any assessments for common expenses which
have not been spent for common expenses during the year for which such assessments were made shall be
shown as an item on the annual budget.” However, for most timeshare associations examined in the
North Florida District's compliance initiative, the prior year's excess assessments were not reflected as a
reduction or credit in the annual budget. In addition, rarely were the excess assessments reflected as a
reduction or credit on the annual owner assessment notices mailed to the timeshare interval plan owners.

If a timeshare association prepares its annual budget before the beginning of its budget year, it appears
doubtful that the timeshare association applied its excess assessments in determining its annual
assessments for the upcoming budget year. This is because a timeshare association's excess assessments
are not known until the close of a budget year. Prior to the close of the budget year, a timeshare
association's excess assessments for the budget year can only be estimated.

For example, the amount of a calendar year timeshare association's excess assessments for its 1997 budget
year is not known until December 31, 1997. If the timeshare association prepared its annual budget for
1998 in November 1997, it would appear to be difficult for the timeshare association to assert it applied
its 1997 budget year excess assessments in determining the timeshare association's 1998 budget year
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assessments.

Reflection of the prior year's excess assessments in the annual budget, as required by Flonda statute for
timeshare properties in Florida, increases the likelihood that the excess assessment was, in fact, applied in
determining the annual budget.

In order to comply with the provisions of Rev. Rul. 70-604, the substance of the timeshare association's
budgeting process has to be that its excess assessments were actually applied in determining the following
year’s annual owner assessments. If a timeshare association, in fact, applies its excess assessments to the
following year's budget assessment, then in some years the timeshare association would not have excess
assessments; however, it appears that many timeshare associations have large excess assessments each
year. This may indicate that the timeshare association is treating its yearly planned excess assessment as
an untaxed operating cash cushion or reserve for contingencies that is carried forward each year to the

subsequent budget tax year.

Generally, in both form (the annual budget, the annual owner assessment notices, etc.) and in substance
(not actually applied as evidenced by large excess assessments each year), many timeshare association do
not apply their excess assessments in determining their required annual owner assessments for the
following budget tax year.

Because most, if not all, timeshare associations are not eligible to defer the reporting of their excess
assessments under Rev. Rul. 70-604 and few, if any, timeshare associations actually comply with the
provisions of Rev. Rul. 70-604, most, if not all, timeshare associations are not able to defer the reporting
of their excess assessments under Rev. Rul. 70-604.

Accordingly, based on the application of general provisions of IRC sections 451, 461, and 446, a
timeshare association's excess assessments for a budget vear are included in the timeshare association's

income for the budget tax year.

ISSUE EXAMPLE

A calendar year timeshare association uses the accrual method of accounting for both book and tax
purposes. The timeshare association's board of directors established an annual budget of $500,000 for the
1997 budget year. $440,000 of the annual budget is for operations while the remaining $60,000 is for
additions to various capital replacement reserves maintained by the timeshare association.

The timeshare association's 1997 total annual owner assessments for operations of $440,000 exceeded the
timeshare association's 1997 operating expenses of $400,000 by $40,000. This results in an excess

assessment of $40,000 for the 1997 budget tax year.

For book purposes, the timeshare assoclaton inctuded its 340,000 of cxcess asseasucuts i its 1997
income.

For tax purposes, based on the belief that it could use and rely on Rev. Rul. 70-604, the timeshare
association deferred the reporting of its 1997 excess assessments to its 1998 tax year.
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The timeshare association's Form 1120 for its 1997 tax year is assigned for examination.

The examiner inspected the return Form 1120 Schedule M-1 during her preplan which included the
following adjustment for excess assessments:

Line 4, Income subject to tax not recorded on books this Year ......c.vceeeene v v £30,000

Line 7, Income recorded on books this year not included on this return ..................... $40,000

Recognizing a potential audit issue, the examiner:

*

verified the timeshare association's computation of its 1997 excess assessments of 340,000 and the
computation of its 1996 excess assessments of $30,000,

concluded the timeshare association was consistent in the treatment of its excess assessments for the
1997 tax year under examination and the prior 1996 tax year,

determined the nature and scope of the timeshare association’s activities and services provided to the
timeshare vacation plan owners,

determined the timeshare association's board of directors prepared the annual budget each November
for the next calendar budget year,

determined the timeshare association's vacation plan owners did not conduct a yearly vote on the
handling of the timeshare association’s excess assessments,

determined the timeshare association's articles of incorporation, bylaws, or vacation plan prohibit
rebates to the vacation plan owners, instead, these documents indicate the timeshare association is to

apply any excess assessments to the following year's budget,

verified that the timeshare association did not violate its articles of incorporation, bylaws, or vacation
plan by returning its excess assessments to the vacation plan owners,

determined that excess assessments were not reflected as a line item n either the timeshare
association’s 1997 or 1998 annual budget, -

determined the timeshare association's excess assessments were not reflected in the annual assessment
notices mailed to the timeshare vacation plan owners, and

determined the timeshare association's excess assessments for 1996 and 1997 were not taken into
account by the timeshare association in determining its 1997 and 1998 annual budgets.

Because the timeshare association's facts and circumstances are materially different than that of the whole
ownership condominium owners association in Rev. Rul. 70-604, the examiner concludes Rev. Rul. 70-
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604 does not apply. In addition, the examiner concludes the timeshare association did not comply with
provisions of Rev. Rul. 70-604.

The examiner's report adjustment for 1997, the earliest tax year examined, is as follows:

IRC Section 481(a) Adjustment £30,000
IRC Section 446 Adjustment 10,000
Total Report Adjustment $40,000

The IRC section 481(a) adjustment is the timeshare association's excess assessments of $30,000 at
December 31, 1996. The IRC section 446 adjustment is the excess assessments of $40,000 at December
31, 1997, less the excess assessments of $30,000 at December 31, 1996. The total excess assessments
adjustment of $40,000 for the year 1997 equals the excess assessments of $40,000 at December 31, 1997.

Because there is no spread of the IRC section 481(a) adjustment for examination changes in methods of
accounting, the timeshare association is entitled to the IRC section 481(b) special tax computation on the

IRC section 481(a) adjustment of $30,000.

EXAMINATION TECHNIQUES

General Approach

The excess assessments examination techniques addressed below apply to timeshare associations that
filed a Form 1120 for the tax year under examination. For timeshare associations that filed a Form 1120-

H for the tax year under examination, see Chapter 4.

The examiner should first ascertain if the timeshare association had excess assessments for the tax year
under examination and, if so, whether it included them in its income for the budget tax year.

If the timeshare association had excess assessments for the tax year which were not included in its income
for the budget tax year, the examiner should ascertain why the timeshare association deferred the

reporting of it excess assessments. .

If deferral is based on the application of Rev. Rul. 70-604, establish whether the facts and circumstances
of the timeshare association under examination are materially different than that of the whole ownership
condominium owners association in Rev. Rul. 70-604. Regardless of the examiner's conclusion on
whether the factual patterns are materially different, the examiner should determine whether the timeshare

association complied with the provisions of Rev. Rul. 70-604.

If the examiner concludes there is an excess assessments issue, the examiner should verify the timeshare
association's computation of its excess assessments for the tax year under examination and the

computation of its excess assessments, if any, for the preceding tax year.
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Determining the Return Tax Treatment

Determining a timeshare association's tax return treatment of its excess assessments is usually
straightforward. A timeshare association’s tax treatment of its excess assessments can often be readily

ascertained by inspecting the tax return schedules.

If the timeshare association deferred the reporting of its excess assessments to the following tax ycar by
treating it as an offset to income, it may be reflected in a retum income schedule. If the timeshare
association deferred the reporting of its excess assessments to the following tax year by claiming a tax
deduction for its excess assessments for the budget tax year (which is reversed in the subsequent year), it

may be reflected in a return expense schedule.

If the timeshare association treated its excess assessments differently for tax purposes than it did for
financial statement purposes, the timeshare association’s tax treatment ¢an often be ascertained by

inspecting the return Schedule M-1.

For example, in the issue example above, the timeshare association had Schedule M-1 adjustments for its
excess assessments because it included its excess assessments in income for the budget year for book
purposes, but, for tax purposes, deferred including its excess assessments in income until the following
tax year. However, if the timeshare association either included its excess assessments in income for the
budget vear for both book and tax purposes or deferred the reporting of its excess assessments for book
and tax purposes, there would be no Schedule M-1 adjustment.

In the above issue example, the timeshare separately reflected its prior year's excess assessments (line 4)
and current year's excess assessments (line 7) on Schedule M-1. If, instead, the timeshare association
netted its prior and current year excess assessments into one Schedule M-1 adjustment, the adjustment

would be:

Line 7, Income recorded on books this year not included on this Fefum .c.oceevvnnnaccs $10,000

This is the excess assessments at December 31, 1997, of $40,000 less the $30,000 of excess assessments
at December 31, 1996. However, as pointed out in the issue example, the examination issue potential is

$40,000, not $10,000.

If, in the above issue example, the timeshare association’s excess assessments for 1997 had been $25,000
versus $40,000, the timeshare association’s net Schedule M-1 Adjustment would have been:

Line 4, Income subject to tax not recorded on books this Year ......c.cewvrcrissnvnrrenene: $5,000

This is the excess assessments at December 31, 1997, of $25 ,000 less the $30,000 of excess assessments
at December 31, 1996. The examination issue potential is a $25,000 increase to taxable income (the
December 31, 1997, excess assessments of $25,000) nota $5,000 decrease to taxable income.

This points out that not reconciling the return Schedule M-1 excess assessment adjustments to the
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timeshare association's excess assessment amounts at the beginning and end of the tax year under
examination may lead the examiner to improperly conclude there is no or little excess assessments issue

potential or understate the excess assessments issue potential.

If the timeshare association's excess assessments are not reflected on the return schedules (including
Schedule M-1), the tax treatment of excess assessments can be determined by inspecting the timeshare
association's recording of its annual owner assessments in its books and then reconciling the timeshare
association's income per books with the income per tax return. For example, if the timeshare association
does not claim an income offset or deduction to defer its excess assessments in its books and its book
income reconciles with its return income, then the timeshare did not defer the reporting of its excess

assessments.

The examiner should not assume that a timeshare association's treatment of its excess assessments has
been consistent from year-to-year. This is especially true if there has been a change in tax return
preparers. If excess assessments are an issue, the examiner should verify that the prior year's tax retwrn
treatment of its excess assessments is consistent with the practice in the year(s) under examination.

Determining the Proper Tax Treatment

If the timeshare association deferred its excess assessments based on the application of Rev. Rul. 70-604,
the examiner will need to establish whether the facts and circumstances of the timeshare association under
examination are materially different from that of the factual pattern of the whole ownership condominium
owners association in Rev. Rul. 70-604. This involves determining the nature and scope of the timeshare
association's activities and services provided to the timeshare vacation plan owners. A good start is
inspection of the timeshare vacation plan and the timeshare association's articles of incorporation and

bylaws.

Regardless of the examiner's conclusion on whether the factual pattern of the whole ownership
condominium owners association in Rev. Rul. 70-604 is materially different from that of the timeshare
association under examination, the examiner should also determine whether the timeshare association
complied with the provisions of Rev. Rul. 70-604. If the timeshare association's non-compliance with the
provisions of Rev. Rul. 70-604 is established and documented by the examiner, it not only strengthens the

Government’s position, but may result in an agreed issue.

An annual choice by the timeshare vacation plan owners (for example, a vote during an owners meeting,
proxy vote, individual owner choice, etc.) in which the owners make a yearly affirmative decision to
either rebate the excess assessment or apply it to the subsequent years assessment is an essential
requirement for application of the 1-year income deferral provisions of Rev. Rul. 70-604. Whether the
timeshare association under examination gave its vacation plan owners an annual choice to rebate the
excess assessments, apply the excess assessments to the subsequent year's budget assessments, or to retain
the excess assessments for future use should be established for the tax year under examination and for the

preceding tax year.

Another essential requirement of Rev. Rul. 70-604 is that the excess assessments either be returned to
unit-owners or be applied against the following year's assessments.
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The articles of incorporation, bylaws, and vacation plan of the timeshare association should be inspected
to verify the timeshare association is prohibited from making rebates to its timeshare vacation plan
owners. Check to see if the articles of incorporation, bylaws, and vacation plan, reflects whether excess
assessments are to be applied to the subsequent year's budget assessments.

Determine when the timeshare association or its board of directors prepared its annual budget for the tax
year under examination and the preceding tax year. If the timeshare association prepared its annual
budget before the beginning of the budget year, it is doubtful that the timeshare association applied its

excess assessments in determining its annual assessments for the budget year.

If the timeshare association estimated its excess assessments in determining the annual budget for the
following year, compare the timeshare association's estimate with its actual excess assessments and
consider the reasonableness of the taxpayer's method of estimating excess assessments.

Inspect the timeshare association's annual budget for the tax year under examination and for the preceding
tax year to see if excess assessments are shown as an item on the annual budget. Determine if a copy of
the annual budget was mailed with the annual assessment notices for the tax year under examination.
Also, check the annual assessment notices to see if excess assessments are reflected as a reduction or
credit to the timeshare vacation plan owners annual assessments.

Consider other records and mailings to the vacation plan owners in order to establish whether the
timeshare vacation plan owners were made aware that their timeshare association had an excess

assessment and the amount of the excess assessment.

In order to comply with the provisions of Rev. Rul. 70-604, the substance of the timeshare association's
budgeting process has to be that its excess assessments are actually applied in determining the following
year's annual owner assessments. If the timeshare association, in fact, applied its excess assessments to
the following year's budget assessment, then in some years, the timeshare association should not have

€XCESs assessments.

Determine whether the timeshare association has had excess assessments for most, if not all, of its pnior

tax years. Determine if the timeshare association's yearly excess assessments are around the same amount
from tax year to tax year. Consider the timeshare association’s cash flow and cash needs late in its budget
year to ascertain whether the timeshare association may be using planned excess assessments each year as

an untaxed operating cash cushion or reserve for contingencies. .

Because few, if any, timeshare associations are eligible to defer the reporting of their excess assessments
under Rev. Rul. 70-604 and few, if any, timeshare associations actually comply with the provisions of
Rev. Rul. 70-604, generally, timeshare associations are not able to defer the reporting of their excess
assessments under Rev. Rul. 70-604. Accordingly, based on the application of general provisions of IRC
sections 451, 461, and 446, a timeshare association’s excess assessments for a budget year are included in
the timeshare association's income for the budget year.

If the timeshare association claimed tax deductions for its excess assessments or asserts during the
examination that it is entitled to claim a deduction for its excess assessments, apply the all events test and
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economic performance requirements of IRC section 461 to the timeshare association's unique facts and
circumstances.

Verifving the Amount of Excess Assessments

Although the excess assessments amount reflected in the timeshare association's financial statements or
books is likely to be accurate, the examiner should not assume this is always the case.

For example, detailed analysis of a timeshare association'’s computation of its excess assessments at the
beginning and end of the year under examination led us to conclude that the timeshare association was
not, in fact, using the 1-year income deferral method of Rev. Rul. 706-604 but was, instead, using an
improper accumulated excess assessments account balance approach to account for its excess
assessments. This improper approach for accounting for excess assessments is addressed below under

adjustment computation considerations.

Inspect the timeshare association’s worksheets or the return preparer’s workpapers on the computation of
the timeshare association's excess assessments for the tax year under examination and for the preceding
tax year. Check to see if the excess assessments for tax purposes is consistent with any excess
assessments that may be reflected in the timeshare association’s financial statements or books.

Adjustment Computation Considerations

Interrelationship with Other Owner Assessment Issues

Because the amount of prepaid assessments for a budget year are based on the amount prepaid by the
timeshare vacation plan owners at the beginning of the budget year and a timeshare association’s excess
assessments are computed at the end the budget year, a prepaid assessments issue has no impact on the
computation of an excess assessments issue adjustment and a excess assessments issue has no impact on

the computation of a prepaid assessments issue adjustment.

Reserve additions and charges for a budget year that are properly deferred from a timeshare associatton's
taxable income have no impact on the computation of the timeshare association’s excess assessments in
cither the timeshare association's return computation of its excess assessments or our computation of its

excess assessments per examination. -

A timeshare association's annual owner assessments allocated to reserves that during an examination are
found not to be deferrable from income, may be deferrable from the timeshare association’s income as an
increase to its excess assessments for the year if the timeshare association is eligible to use Rev. Rul. 70-
604 and the timeshare association complied with the provisions of Rev. Rul. 70-604. Accordingly, in
some instances, the timeshare association or the examiner may want to recompute the timeshare
association's excess assessments for the year to take into account the timeshare association's reserves that
are determined not to be deferrable from income. If this occurs, the examiner needs to ensure that the
excess assessments adjustment does not duplicate the reserve adjustment.

Draft Timeshare Vacation Plan Owners Association Audit Techniques Guide
North Florida District April 28, 1999 Draft Page 8-13



Form 1120-H Filings

In the above issue example, the timeshare association filed a Form 1120 for the tax year under
examination and the assumption was made that the timeshare filed a Form 1120 for all prior tax years. If
the timeshare association filed 2 Form 1120-H for a tax year under examination or for the prior tax year,
refer to Chapter 4. As addressed in Chapter 4, the filing of a Form 1120-H for the prior tax year may
impact the computation of the IRC section 481(a) adjustment.

Alternative Position for More Than 1-Year Deferrals of Excess Assessmernts

If a timeshare association deferred the reporting of its excess assessments under the 1-year income
deferral method of Rev. Rul. 70-604 the timeshare association's taxable income for the year under
examination (including both the IRC section 481(a) adjustment and the IRC section 446 adjustment) is
understated by the amount of the excess assessments for the tax year.

As illustrated in the example below, if the yearly impact (just the yearly IRC section 446 adjustment) of a
timeshare association's excess assessments on its taxable income differs from its excess assessments at
year-end less its excess assessments at the beginning of the year then the timeshare association is not
using the 1-year income deferral method of Rev. Rul 70-604. If this occurs the examiner will have
additional examination issue considerations.

For example, during the North Florida District's compliance initiative, we encountered several tax retum
preparers that treated a timeshare association's yearly excess assessments and under assessments
(operating expenses in excess of annual owner assessments allocated to the operating fund) as an
accurnulated excess assessments income deferral account balance.

Under an accumulated deferral account approach excess assessments and under assessments over the life
of the timeshare association are charged to an accumulated excess assessments account. Under the
accumulated deferral account approach, the timeshare association's income for a year is reduced by the
amount of any excess assessment for the year while the timeshare association's income is increased by the

amount of any under assessment for the year.

The accurnulated excess assessments account balance, at the beginning of a year, represents the net of all
prior year excess assessments and under assessments. The accumulated excess assessments account
balance, at the beginning of a year, represents the total excess assessments over under assessment deferred

from the timeshare association's income for all prior years. R

For example, in the issue example above, assume that in addition to having excess assessments of $40,000
for 1997, and $30,000 for 1996, the timeshare association had an under assessment of $10,000 for 1995,
and an excess assessment of $30,000 for 1994, its initial tax year.

As reflected in the issue example, if the timeshare association used the 1-year income deferral method in
Rev. Rul. 70-604, the total 1997 report adjustment is $40,000. If, instead, the timeshare association
improperly applied the Rev. Rul. 70-604 method of accounting for its excess assessments by using an
approach similar to an accurnulated excess assessments account balance, the examiner's 1997 report
adjustment would be $90,000. This is summarized as follows:
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Accumulated

Excess Assessments Increase (Decrease)
Account Balances To Taxable Income
Yearly Account Yearly Cumulative
Change Balance Impact Impact

o ——— e e e s v

1994, initial vear of association

$30,000 Excess Assessment $30,000 $30,000 ($30,000) ($30,000)
1995
$10,000 Under Assessment (8$10,000) $20,000 $10,000 (520,000)
1996
$30,000 Excess Assessment $30,000 $50,000 ($30,000) ($50,000)
1997
$40,000 Excess Assessment $40,000 $90,000 ($40,000) ($90,000)

Through the 1994 through 1996 tax years, the timeshare association deferred $50,000 of annual owner
assessments from its income, and the timeshare association deferred another $40,000 from its income in

1997.

The examiner's report adjustment for 1997, the earliest tax year examined, 1s as follows:

IRC Section 481(a) Adjustment $50,000
IRC Section 446 Adjustment 40,000
Total Report Adjustment $90,000

The 1-year income deferral method of Rev. Rul. 70-604 and the clearly improper accumulated excess
assessments deferral account approach both result in timing deferrals of the timeshare association's excess
assessments. While both methods have the same impact on the timeshare association's lifetime taxable
income, the yearly impact on taxable income is likely to differ.

If your timeshare association deferred its excess assessments using a method other than the 1-year income
deferral method of Rev. Rul. 70-604, then in addituon 1o making a pritnary pusition adjustment
(adjustment of changing the timeshare association from the method it used for tax purposes to the method
of including its excess assessments in income in the budget tax year), an alternative position should be
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reflected in the examiner's report. The alternative position is that if it is determined that the timeshare
association can use the income deferral provisions of Rev. Rul. 70-604, then the timeshare association did
not use an appropriate method of accounting under Rev. Rul. 70-604 to account for its excess
assessments.

For example, in the above example, the primary position adjustment is $90,000, while the alternative
position adjustment is $50,000. The alternative position adjustment of $50,000 is the actual amount
deferred from the timeshare association's income through the end of 1997 of $90,000, less the $40,000
amount deferrable through the end of 1997 under the 1-year income deferral method of Rev. Rul. 70-604.

In the unlikely event your timeshare association asserts it permanently excluded its excess assessments
from its taxable income or that it is entitled to do so, refer to the tax law coverage and the examination

technique coverage in Chapter 7 on reserves.

Change In Method of Accounting [ssue Treatment

The issue of requiring a timeshare association to include its excess assessments in income in the budget
tax year versus the following tax year constitutes a change in the timeshare association’s method of
accounting for its excess assessments. As with other change in accounting method issues, the examiner
will generally have two adjustments for the first year examined, an IRC section 481(a) adjustment and an

IRC section 446 adjustment.

The IRC section 481(a) adjustment for the year of change (first year examined) prevents the omission of
income or duplication of deductions on changing the timeshare association’s method of accounting for its
excess assessments. The IRC section 481(a) adjustment is the timeshare association’s prior year's excess
assessments. The IRC section 446 adjustment for each tax year examined is the excess assessment for the

tax vear less the prior tax year's excess assessment.

Because there is no spread of the IRC section 481(a) adjustment for examination changes in methods of
accounting, the timeshare association is entitled to the IRC section 481(b) special tax computation on the

IRC section 481(a) adjustment.

Subsequent Tax Years

Because the issue of requiring a timeshare association to include its excess assessments in income in the
budget tax year versus the following tax year constitutes a change in the timeshare association’s method of
accounting for its excess assessments, the issue will impact the timeshare association’s subsequent tax
years. Accordingly, in order to make the appropriate [RC section 446 section adjustment, the examiner
should pick up the timeshare association's subsequent Form 1120 tax years for examination. If the excess
assessment issue is closed unagreed, prepare a Form 5346, Examination Information Report, for the tax
years for which tax returns are not filed and due when your case is closed to Appeals.
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Chapter 9

IRC SECTION 277 DEDUCTION LIMITATIONS

BACKGROUND

A membership organization under IRC section 277 is not allowed to claim deductions for member
expenses in excess ol mewber iuvuiue. Mcmber cxpenses in excece of member income are rarmead aver to

the subsequent tax year and retain their character as member expenses.

The provisions of IRC section 277 have two major tax consequences. First, non-member income in
excess of non-member expenses is taxed at the corporate graduated tax rate. This is achieved by requiring
the carry forward of member expenses over member income to the following tax year, instead of allowing
member expenses in excess of member income as a deduction against non-member income.

The second major tax consequence of the application IRC >cutivn 277 is that becauae member expences in
excess of member income must be carried forward, member expenses in excess of member income cannot

create or increase a net operating loss carryback under IRC section 172.

The provisions of IRC section 277 are likely to apply to a timeshare vacation plan owners association's
(timeshare association) tax years for which a Form 1120 is filed. The provisions of IRC section 528
versus [RC section 277 apply to timeshare association Form 1120-H tax years.

For most timeshare associations, non-member income and expenses are usually a relatively small
component of the timeshare association's overall activity and, by itself, net non-member income seldom
creates a significant tax liability. In the North Florida District's timeshare association compliance
initiative examinations, the principal impact of the IRC section 277 limitations was to preclude or reduce

net operating loss carrybacks.

Generally, unless the timeshare association has more than a nominal amount of non-member income or
the timeshare association claimed carrybacks of member expenses in excess of member income, the
application of the provisions of IRC section 277 to a timeshare association's Form 1120 tax year is
unlikely to warrant a significant amount of examination consideration.

INDUSTRY PRACTICE

Not all timeshare associations comply with the provisions of IRC section 277 for Form 1120 tax years.
Some timeshare associations offset non-member income with member expenses by claiming deductions
for member expenses in excess of member income. Some timeshare associations claim net operating loss

carrybacks for their member expenses in excess of member income.

Timeshare associations that comply with the provisions of IRC section 277 generally keep track of
revenues in separate accounts in order to determine whether they are eligible to be offset by member
expenses. Special accounts are not typically kept for expense items. Instead, a year-end allocation is
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made based on an estimated percentage of the expense that was member related, and the portion that was
non-member. The result is total member income, total member expense, total non-member income, and
total non-member expense. These are then combined to yield net member income (or loss) and net non-

member income (or 10ss).

POTENTIAL EXAMINATION ISSUES

If a timeshare association does not segregate or allocate its member income and expenses from its non-
member income and expenses, it may be improperly deducting member expenses in excess of member

income.

There are two potential examination issues for timeshare associations that filed a Form 1120 for the tax
vear. The first potential timeshare association issue is that the timeshare association may not have paid
tax on its non-member income for the tax year. This is achieved by the timeshare association improperly
offsetting its non-member income with member expenses by claiming deductions for member expenses in
excess of member income. This is impacted by the categorization of income as member or non-member
income and the allocation of expenses to member income and non-member income.

The second potential timeshare association issue is that the timeshare association may have claimed net
operating loss carrybacks for its member expenses in excess of member income. Member expenses, in
excess of member income, must be carried forward under IRC section 277 and may not create or
contribute to a net operating loss eligible for carryback. Characterizing non-member income as member
income or allocating too many expenses to non-member income may result in overstated net non-member

loss carrybacks.

TAX LAW

IRC section 277 was enacted to discourage tax exempt organizations from renouncing their tax exempt
status in order to avoid the tax on unrelated business income and to prevent membership organizations
from escaping tax on business or investment income by using this income to service its members at less

than cost. -

In enacting IRC section 277, Congress was also responding to the concern that individuals banding
together and forming a membership organization could be in a better position to deduct personal expenses
than individuals acting alone. For example, the Staff of the Joint Committee on Taxation's General
Explanation of the Tax Reform Act of 1969, 91st Cong. 1st Sess., reflected with respect to the enactment
of IRC section 277, "To permit a membership organization to offset investment or business income
against a loss arising from services provided to members is the same as if an individual were allowed to
offset his personal or recreational expenses against his investment income."

Whereas IRC section 262 generally prohibits individuals from using personal expenses to offset their
income, including investment income, without IRC section 277, a membership organization would be able
to deduct the personal expenses of its members from its income generated from investments and other

non-member sources!
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IRC section 277(a) provides: "In the case of a social club or other membership organization which is
operated primarily to furnish services or goods to members and which is not exempt from taxation,
deductions for the taxable year attributable to furnishing services, insurance, goods, or other items of
value to members shall be allowed only to the extent of income derived during such year from members or
transactions with members. If for any taxable year such deductions exceed such income, the excess shall
be treated as a deduction attributable to furnishing services, insurance, goods, or other items of value to
members paid or incurred in the succeeding taxable year.”

Three requirements have to be met in order for IRC section 277 to apply. The taxpayer must be (1) a
social club or other membership organization, (2) which is operated primarily to furnish services or goods

to members, (3) and which is not exempt from taxation.

TAX LAW APPLICATION

There are no formal rulings or case law addressing whether a timeshare association is a membership
organization for purposes of IRC section 277. However, the application of IRC section 277 to timeshare
associations is consistent with the Congressional intent in enacting IRC section 277, is consistent with
application of IRC section 277 to similar types of organizations, and is consistent with owner association

industry practice.

Accordingly, most, if not all timeshare associations, are likely to come under the provisions of IRC section
277 for their tax years in which a Form 1120 is filed. However, IRC section 277 does not apply if the
timeshare association properly elects homeowner status under IRC section 528 for the tax year by filing 2

Form 1120-H in lieu of Form 1120.

Whether a timeshare files a Form 1120-H or Form 1120, its net non-member income is taxed. If the
timeshare association properly files a Form 1120-H, its net non-exempt exempt function income (similar
to net non-member income) is taxed at a flat 32 percent rate under IRC section 528(b). If, instead, the
timeshare association files a Form 1120, its net non-member income is taxed at the corporate graduated

tax rate.

If a Form 1120 timeshare association's member income and member expenses result in a net member loss,
a deduction is not claimed for the member expenses in excess of member income. Instead, the excess

member expenses are carried over to the subsequent tax year. .

If a Form 1120 timeshare association's non-member income and non-member expenses resuit in a net non-
member loss, it can be carried back then forward as a net operating loss under IRC section 172.

ISSUE EXAMPLE

A timeshare association operates a 32 unit resort. For its 1998 calendar tax year, the timeshare association
filed Form 1120 reflecting the following income and expenses:
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Member Assessments (operating and reserve) $367,000

Interest Income 3,000
Miscellaneous Income 6,000
Total Income $376,000
Resort Operating Expenses $290,000
Major Repairs & Improvements 79,000
General & Administrative Expenses 15,000
Expenses for Production of Misc Income 2,000
Total Deductions $386,000
Net Loss ($10,000)

The timeshare association made no allocation of member income and expenses for purposes of [RC
section 277. No tax due was reflected on the Form 1120 return, and the timeshare association carried back

a net operating loss of $10,000 that resulted in a tax refund of $1,500.

A review of the expenses indicates that none of the operating expenses or the repairs and improvements
related to the interest income or miscellaneous income. Based on discussions with the timeshare
association's management, it was determined that 10 percent of the general and administrative expenses
related to production of non-membership income, as did all of the expenses for production of

miscellaneous income.
The IRC section 277 allocation computation per examinaiion is as fUlluws.

Member Non-Member Total

Member Assessments $367,000 $367,000
Interest Income $3,000 3,000
Miscellaneous Income 6,000 6,000 -
Total Income ' $367,000 $9,000 $376,000
Resort Operating Expenses $290,000 $290,000
Major Repairs and Improvements 79,000 79,000
General & Administrative Expenses 13,500 $1,500 15,000
Expenses for Misc Income 2,000 2,000
Total Deductions $382,500 $3,500 $386,000
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Net Income (Loss) ($15,500) $5.500 ($10,000)

The $135,500 of member expenses in excess of member income is not offset against the net non-member
income of $5,500. Instead, the 15,500 of member expenses in excess of member income is carried over to

the timeshare association's 1999 tax year.

The timeshare association's 1998 taxable income per examination is its net non-member income of $5,500.
The timeshare association's taxable income is taxed at the corporate graduated tax rate which results in a

tax liability of $825 (15 percent of $5,500).

The claimed net operating loss carryback of $10,000 is disallowed which increases the timeshare
association's tax liability by an additional $1,500. The total tax deficiency per examination is $2,325 (the
$850 tax liability for 1998 and the $1,500 tax liability on the disallowance of the claimed net operating

loss carryback).

EXAMINATION TECHNIQUES

Normally, it will be evident from an inspection of the timeshare association’s Form 1120 return whether
the provisions of IRC section 277 have been applied. The timeshare association will often attach a
schedule showing the application of IRC section 277. If not, inspect the return Schedule M-1. The
application of IRC section 277 will normally generate a return Schedule M-1 adjustment.

Member expenses carried over to the next tax year should be reflected on line 5 of Schedule M-1
(expenses recorded on books this year not deducted on this return). Member expenses carried to the
current tax year from the preceding tax year should be reflected on line 8 of Schedule M-1 (deductions on
this return not charged against book income this year). If the timeshare association has both a member
expense carryover to the current year and a member expense carryover from the current vear, just the net
amount may be reflected on line 5 or 8 of Schedule M-1.

If the timeshare association applied the provisions of IRC section 277, check to see if the timeshare
association properly characterized its sources of revenue as member or non-member income. The same
applies to the characterization of expenses as member income expenses or non-member income expenses.
The timeshare association's allocation of general and administrative or overhead expenses among member
income expenses and non-member income expenses warrants consideration. Check to see if the timeshare
association is overcharging non-member income for overhead expenses.

A timeshare association's non-member income may come from a variety of sources. Generally, non-
member income includes all interest income on the timeshare association's bank accounts and invested
funds and some of the timeshare association's income from other sources which includes,

but are not limited to:

+ telephone service income,
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¢ furniture rentals,

¢ movie rentals,

& unit resales,

¢+ rental commissions,

¢ forfeited kev deposits,

¢ transportation fees,

¢ use of meeting room fees,

¢ laundry services,

¢ beach and pool beverage, food, and equipment concession charges,
¢ room service charges and fees, and

¢ vending machine income.

If the timeshare association allocated its overhead expenses among member income expenses and non-
member income expenses, determine what basis was used to make the allocation, whether it was by some
objective measure, or an estimate of time and effort expended to generate non-member income.

If the timeshare association did not apply the provision of IRC section 277 for the tax year, ask the
timeshare association to prepare a schedule reflecting its application. Advise the timeshare association
that a detailed application of IRC section 277 and detailed expense allocations may not be required if the
potential tax consequences for the tax year are nominal. In this instance, reasonable characterizations as
member versus non-member income and expenses and reasonable allocations of overhead expenses made
by the timeshare association are usually acceptable. For example, one method for allocating overhead
expenses that may be reasonable is to allocate the overhead expenses based on the same ratios as member
income and non-member income have to the total income of the timeshare association for the tax year.

Exarminers are cautioned to consider the potential tax consequences before: (1) asking a timeshare
association to provide detailed schedules or analysis to determine member and non-member income and
expenses, and (2) before devoting a significant amount of time to a detailed application of the IRC section

277 provisions.
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Chapter 10

OTHER ISSUES

GENERAL

The most common and significant Form 1120 timeshare vacation plan owners association (timeshare
association) issues encountered in the North Florida District's compliance initiative involved the timing of
the timeshare association's reporting of its annual owner assessments. These potential annual owner
assessment issues are broken down into three issue areas: (1) prepaid assessments (addressed in Chapter
6), (2) reserves (addressed in Chapter 7), and (3) excess assessments (addressed in Chapter 8). In
addition, potential IRC section 277 issues for timeshare association Form 1 120 tax years are addressed in

Chapter 9.

General issue considerations for timeshare association Form 1120 tax years are addressed in Chapter 5,
general examination guidelines. A few of the general issuc areas briefly touched on in Chapter S are

addressed below.

BAD DEBT DEDUCTIONS

Most timeshare associations use the accrual method of accounting. Accrual method timeshare
associations accrue their annual owner assessments as income at the beginning of the taxable year.
Invariably there will be some timeshare vacation plan unit-week owners who do not pay their annual

owrner assessments.

Some timeshare associations claim premature bad debt deductions for unpaid annual owner assessments.
The timeshare association has the authority to file a lien against a timeshare vacation plan unit-week
owner for unpaid annual owner assessments and may, in fact, foreclose on the unit-week for failure to
pay. Generally, a bad debt deduction is only allowable in the tax year in which the timeshare association
has exercised its legal remedies, to the extent practical, in its efforts to collect any unpaid annual owner
assessments. However, in some cases, particularly with newer timeshare properties, foreclosure may not
be a practical option for the timeshare association because the timeshare association is unlikely to receive

any proceeds from a foreclosure. )

When a timeshare vacation plan unit-week is bought from a timeshare developer, it is frequently financed
through the developer, with the timeshare vacation plan unit-week being used as security on the loan.
Because timeshare vacation plan unit-weeks are often sold at a price significantly in excess of their resale
value and the timeshare developer often has a superior claim on foreclosure proceeds, the timeshare
association may be highly unlikely to receive anything from foreclosure. In cases where the timeshare
association has no effective recourse against the timeshare vacation plan unit-week owner, a bad debt
deduction may be allowable to the timeshare association before the timeshare developer initiates

foreclosure proceedings.
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As for any bad debt deduction, check to unsure that the receivable being written off was included in the
timeshare association's gross income. A bad debt deduction is not allowable in a timeshare association’s
Form 1120 tax year on receivables accrued in a prior Form 1120-H tax year (exempt function income).

If a bad debt deduction is claimed on the return, ask what the timeshare association's policy is on
delinquent annual owner assessments, what efforts are made to collect, when are accounts written off, and
what ultimately happens to the timeshare vacation plan unit-weeks. Also, consider how the timeshare

association accounts for its recoveries of bad debts.

GENERAL EXPENSE ISSUES

Timeshare associations generally do not have a large amount of expenditures that should be capitalized.
Examiners will only have capital versus current period expense issues on reserve expenditures for assets
owned by the timeshare association; such as, the timeshare association's office furniture and equipment.
Generally, timeshare associations have no ownership or equity interest in major repairs and improvements
to common elements and limited common elements. Expense versus capital expenditure considerations
and depreciation expense are addressed in more detail in preplanning the examnination in Chapter 5.

DEVELOPER ISSUES

If the timeshare developer still owns a significant number of the timeshare vacation plan unit-weeks, you
may encounter issues involving the relationship among the timeshare developer, the developer’s related

management company, and the timeshare association.

Be alert for unreasonable charges for management fees or other payments to the developer or its related
management company. Very often the developer will retain ownership of a sales office on the timeshare
property. When the timeshare development is sold out, the timeshare association will frequently purchase
or rent these offices for its own purposes. This transaction should be reviewed for reasonableness as weil.

CHANGES IN METHODS OF ACCOUNTING

Unique change in method of accounting considerations for both voluntary and involuntary method
changes for timeshare associations that have filed a Form 1120-H for one or more tax years (prior tax
years, current tax year, or subsequent tax years) are addressed at the end of Chapter 4.
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