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Introduction
1. In recent years, real estate transactions have become high
ly complex, and their legal form often obscures their economic
substance. Increased public ownership of companies that deal
in real estate and the creation of new types of investments in
real estate have increased the need to reevaluate accounting for
real estate transactions.
2. Accounting Series Release No. 95, issued by the Securities
and Exchange Commission in 1962, included selected examples
of real estate transactions in which the Commission deemed it
inappropriate to recognize profit at the time of sale. However, the
Release did not anticipate the diversity and complexity of real
estate transactions of recent years.
3. The American Institute of Certified Public Accountants
established the Committee on Accounting for Real Estate T rans
actions in August 1971 to appraise accounting practices in the
real estate industry and to recommend changes in present prac
tice to senior technical committees of the Institute. A separate
Committee on Land Development Companies has issued an
AICPA industry accounting guide, Accounting for Retail Land
Sales, which is concerned with accounting for retail sales of lots.
This guide therefore covers accounting for all other real estate
sales transactions, including sales of lots to builders (other than
a sale of a lot meeting the criteria of paragraph 9 of Accounting
for Retail Land Sales) and sales of homes, buildings, and parcels
of land to builders and others.
4. This guide covers prim arily the timing of profit recogni
tion on real estate sales. It does not cover other aspects of real
estate accounting such as accounting for assets and liabilities,
accounting for cost of real estate, im puting interest, or disclosing
1

real estate transactions in financial statem ents. Sale and lease
back transactions should be accounted for in accordance with the
provisions of this guide and APB Opinion No. 5, Reporting of
Leases in Financial Statem ents of Lessee (particularly para
graphs 21 and 22). This guide does not cover exchanges of real
estate for other real estate, the accounting for which is covered
in APB Opinion No. 29, Accounting for Nonm onetary Transac
tions.
5.
The Committee believes that the m atters with the greatest
im pact on the timing of profit recognition are ( a ) the extent of
the buyer’s investm ent in the property required to give reasonable
certainty to collection of the seller’s receivables and (b ) continu
ing involvement of the seller with property sold. Therefore, after
sum m arizing the general principles applicable to accounting for
real estate transactions and defining the time of sale for pur
poses of recognizing profit on real estate transactions, the re
m ainder of the guide discusses applying the general principles
to specific aspects of those two areas.

General Principles
6. To narrow existing differences in practice in recognizing
profit from real estate transactions, the Committee has consid
ered in particular references in Accounting Principles Board
Statem ent No. 4, Basic Concepts and Accounting Principles Un
derlying Financial Statem ents of Business Enterprises to the prin
ciple of realization (paragraphs 148 through 153) and the im 
portance of considering the substance rather than merely the
form of business transactions (paragraph 127).

Recognizing Revenue and P rofit
7. Revenue (an d profit) is conventionally recognized at the
time an asset is sold, provided ( a ) the am ount of the revenue
is m easurable—that is, the collectibility of the sales price is
reasonably assured or the am ount uncollectible can be esti
m ated— and (b ) the earnings process is complete or virtually
complete—th at is, the seller is not obliged to perform significant
activities after the sale in order to earn the revenue. Unless both
conditions exist, recognition of all or part of revenue an d /o r
profit on a sale transaction is postponed.
2

8. If no reasonable basis exists to estimate the collectibility
of the sales price in a transaction, the installm ent or cost recovery
method of accounting is appropriate. Both methods have the ef
fect of basing profit recognition on collections: the installm ent
method accounts for each collection as part recovery of cost and
part profit realized; the cost recovery method accounts for all
cash received as recovery of cost until cost is fully recovered and
thereafter recognizes all cash received as realized profit (APB
Opinion No. 10, paragraph 12).
9. Uncertainty about collectibility of the sales price may re
quire another method of accounting in which the effective date
of a sale is deferred until the uncertainty is satisfactorily re
solved. No revenue or profit is recognized before the date the
sale is considered to be effective, and all cash received before
then is accounted for as a deposit on the sales price.
10. If the earnings process is incomplete, the basis of profit
recognition shifts from the time of sale to the time of seller’s per
formance. The occurrence of a sale is prerequisite to profit recog
nition, but profit is recognized only when the seller performs
those acts that earn the revenue. Under rigid conditions, revenue
may be recognized by a percentage of completion method before
the earnings process is complete or virtually complete. W hen cash
collections exceed the earned revenue (e.g., determined under
the percentage of completion m ethod), the excess should be de
ferred as unearned revenue to be recognized as income as the
earnings process is completed.

Substance Over Form
11. Economic substance should determ ine the timing of
recognition, am ount, and designation of revenue if the economic
substance of a transaction differs from its legal form. Economic
substance of a transaction may differ from its legal form in sev
eral ways. For example, a transaction that is in the legal form of
a sale (th at is, title to or possession of a product or other asset is
transferred in exchange for cash or a promise to pay cash) may
be in economic substance (a ) a construction contract, (b ) a
contract for services for a fee, (c ) a lease for use of product or
property, (d ) an agreement to loan or borrow funds, (e ) an
agreement establishing a joint venture, ( f ) an agreement to
divide profits in a specified ratio, (g ) a deposit on or an option to
purchase the asset, or ( h ) a sale of something (for example,
3

depreciation or other deductions for income taxes or a right to
participate in profits from operating the asset) other than the
asset that is the apparent object of the “sale.” Thus, instead of
recognizing revenue and profit on the sale of the product or other
asset, the appropriate accounting may be to recognize revenue
and profit during or after construction on the percentage of
completion or completed contract method, as services are ren
dered, as rent accrues, as interest accrues, by consolidation or the
equity method when earnings are reported, or by some other
method that reflects the essence of the transaction. The sub
stance of a single transaction m ay contain elements of two or
more types of transactions.
12. Careful analysis of a transaction is necessary to deter
m ine the appropriate accounting for it. To be accounted for as
a sale, a transaction should transfer from the seller to the buyer
(a) the usual risks of ownership (for example, obsolescence,
unprofitable operation, unsatisfactory performance, idle capa
city, and dubious residual value) and (b ) all or most of the re
wards of ownership (for example, profitable operation and
gain from appreciation in value). Any risk that is retained by
the seller in the asset sold should be limited essentially to that
of a secured creditor. Otherwise, accounting for a transaction
other than as a sale is required. Exam ining the rights and obliga
tions of the parties under the contract, the patterns of cash flows,
the nature of the interest retained by the “seller,” and the like
should indicate the substance of the transaction and the method
of accounting that should be applied.
13. If, at the time of sale, the term s of the transaction are
such that the buyer may expect to recover his investm ent plus
a return through assured cash returns, subsidies, and net tax
benefits, even if he were to default on his debt to the seller, the
transaction is probably not in substance a sale (paragraphs 11,
12, 42, and 56).

Time of Sale
14.
Since an exchange transaction is generally a prerequisite
to recognizing profit, the Committee concludes that a sale m ust
be consum m ated before recognizing profit on a sale of real estate.
T hat is, the sale m ust be consumm ated prior to the end of the
accounting period in which it would be reported. A sale is con
4

summated when the parties are bound by the terms of a contract,
all consideration has been exchanged, and all conditions prece
dent to closing have been performed. Usually all of those con
ditions are m et at the time of closing, not at the time of a con
tract to sell or a preclosing.

Buyer’s Investment in Purchased Property
15. A real estate sale differs from most business transactions
because a significant portion of the consideration is often a note
or other receivable collectible over a relatively long period, and
the receivable is normally not supported by the full faith and
credit of the buyer. Thus, often the only recourse of the seller on
default by the buyer is to recover the property sold. For legal and
business reasons, sellers usually limit themselves to foreclosure
to remedy defaults, even if the term s of the agreements provide
for full recourse against the buyers. Cash equivalency of a note is
sued to a seller, which is supported by the full faith and credit of
the buyer, can be clearly established, however, by (a ) a sale of
the note (w ithout recourse to the seller) or (b ) the buyer obtain
ing an irrevocable letter of credit for the am ount of the note from
an established lending institution. Unless its cash equivalency is
thus established, a receivable supported by the full faith and
credit of the buyer or other consideration is to be considered for
the purposes of this guide to be the same as a receivable in which
a seller has right of recourse only to the property sold.
16. Since uncertainty about collectibility of a receivable in a
real estate sale may be greater than in other commercial trans
actions, recognizing profit at time of sale requires additional as
surance that the sales price will be collected from the buyer. The
Committee concludes that such additional assurance of collecti
bility depends on a significant investm ent in the property by a
buyer. The investm ent m ust be large enough to give a buyer a
stake in the property sufficient th at the risk of loss through de
fault motivates him to honor his obligation to a seller.
17. The Committee concludes that to recognize revenue and
profit on a sale of real estate, a buyer’s initial investm ent and his
continuing investm ent should both be adequate to dem onstrate
his com m itm ent to pay for the property. Paragraphs 18 through
33 set forth the Committee’s m eaning of an adequate initial in
vestm ent and an adequate continuing investm ent by a buyer.
5

B uyer’s In itia l Investm ent
18. The Committee concludes that the factors to be evaluated
in determ ining whether a buyer’s initial financial investm ent to
purchase real estate is sufficient to indicate a reasonable likeli
hood of the seller’s collecting the receivable from the buyer are
(a) the relative size of the buyer’s down paym ent compared to the
sales value (not necessarily the stated sales price) of the prop
erty and (b ) the composition of the down payment. Sales value
is a stated sales price increased or decreased for other considera
tion that clearly constitutes additional proceeds on the sale, ser
vices without compensation, im puted interest, and so forth.

Relative Size of Down Payment
19. The Committee believes that lending practices of insti
tutions on various types of real estate provide a reasonable basis
for assessing the degree of collectibility of receivables from buy
ers. Established lending institutions ordinarily loan between
50% and 95% of the value of real estate, depending on regula
tory lim itations and their own assessm ents of the reliability of
the income from the property and other resources of the borrow
er to repay loans and interest. Loans in excess of those ordinary
limits are more risky and less liquid than those w ithin the limits.
20. Accordingly, the Committee concludes that recognizing
the full profit at the time of sale is inappropriate unless a buyer
has paid a down paym ent equal to a m ajor part of the difference
between usual loan limits and the sales value of the property.
The Committee has developed m inim um down paym ents (Ex
hibit A, page 22) based on usual loan limits for various types of
properties. However, lenders’ appraisals of specific properties may
differ. Therefore, the Committee concludes that, if a newly
placed perm anent loan or firm perm anent loan com m itm ent for
maximum financing of the property exists with an independent
established lending institution, the m inim um down paym ent
needed to recognize profit on a sale of real estate should be the
greater of ( a ) the am ount derived from Exhibit A or (b ) the
am ount by which the sales value of the property exceeds 115%
of the am ount of loan or com m itm ent by the prim ary lender.1
1Usually, a down payment equal to 60% of the difference between a
lender’s appraisal of the value of the property and a m axim um first lien
loan w ill also be equal to or greater than the difference between the sales
value and 115% of the primary loan.
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21. N otw ithstanding the tests in paragraph 20, the Commit
tee believes that in most instances a down paym ent of 25% of
the sales value of the property is an initial financial investm ent
by a buyer adequate to support recognizing profit at the time of
sale. The Committee also recognizes th at even if the required
down paym ent is made, collectibility of the seller’s receivable
m ust be assessed in the context of other factors that affect the
likelihood of a buyer paying his obligations to the seller, such as
credit standing of the buyer, age and geographical location of
the property, and adequacy of cash flow from the property.

Composition of Down Payment
22. The Committee believes th at to recognize profit on the
sale of real estate a seller should receive a down paym ent in
cash on or before the time of sale. Buyer’s notes supported by
irrevocable letters of credit from an established lending institu
tion also constitute satisfactory consideration to establish a buy
er’s initial investment. Other consideration received, including
other notes of the buyer, constitute down paym ents only at the
time they are sold or otherwise converted to cash without re
course to the seller. Funds that have been or will be loaned to
the buyer or otherwise provided directly or indirectly by the seller
cannot be included in determ ining the buyer’s investm ent in the
property.
23. A buyer may also invest in the property by paying third
parties to reduce previously existing indebtedness on the prop
erty. Provided such additional investm ents can be verified, pay
m ents to third parties to reduce existing indebtedness may be in 
cluded in a down paym ent to determ ine w hether percentage
requirements specified in this guide are satisfied. Payments by the
buyer to third parties for improvements to the property should
not be included.
24. A buyer may often pay am ounts to a seller at the time of
sale that do not apply against the stated sales price of the prop
erty under the terms of the contract. Although designated as m an
agement fees, points, etc., some paym ents m ay in substance be
additional sales proceeds and therefore represent a financial in 
vestm ent in the property by the buyer. Or, a buyer may prepay
interest or fees that by the term s of the contract are m aintained
in an advance status and are applied against principal at a later
date. These types of paym ents and prepaym ents should be includ
ed in full in determ ining the am ount of the down paym ent and
7

sales value of the property to determ ine whether the down pay
m ent satisfies requirem ents specified in this guide. If initial
am ounts of prepaid interest or fees are not m aintained in an ad
vance status, they should not be included in a down paym ent or
sales value to determine w hether requirem ents are met.

B u yer’s Continuing Investm ent
25. The Committee concludes that a seller should recognize
the profit on a sale of real estate at time of sale only if the buyer
is required to continue to increase his investm ent in the property
each year after he pays an adequate down payment. Accordingly,
recognition of the full profit on a sale of real estate is appropriate
at the time of sale only if ( a ) the buyer’s initial investm ent is
adequate (paragraphs 18 through 24) and (b ) paym ents by the
buyer each year on his total indebtedness for the purchase price
of the property are by contract at least equal to the level annual
paym ent that would be needed to pay the total indebtedness, in
cluding interest on the unpaid balance, over a specified m ax
im um period. The specified m axim um period is 20 years for in
debtedness for land and the customary term of a first mortgage
loan by an independent financial institution for receivables for
other real estate. Payments (including lum p sum paym ents) dur
ing the specified period that are in excess of those needed to meet
the test of buyer’s continuing investm ent do not affect the timing
of profit recognition. Payments by the buyer on his indebtedness
on the property should be in cash or other form specified in para
graphs 22 through 24 as acceptable for a down payment. Funds
to be provided directly or indirectly by the seller cannot be includ
ed in buyer’s investm ent for this test.
26. As indicated above, even though a buyer pays an ade
quate down payment, his debt on the property that by its term s
will not be paid within the customary term of a first mortgage
loan (or 20 years for a loan on lan d ) raises questions about his
com mitment to pay fully his debt to the seller. If periodic pay
m ents on indebtedness by a buyer do not meet the test of con
tinuing investm ent in paragraph 25, but paym ents by the buyer
each year will be at least equal to annual level paym ents of
principal and interest on the m axim um first lien indebtedness
that could be obtained on the property plus interest at an ap
propriate rate on the excess of aggregate actual indebtedness on
the property over such m axim um first lien indebtedness, the sell
er should recognize a reduced profit determined at the time of
8

sale. Such reduced profit should be determined by applying an
appropriate rate (but not less than the stated interest or discount
ra te ) to reduce the receivable from the buyer to its present value
based on the lowest level of annual paym ents required by the con
tract over the maxim um period specified in paragraph 25 without
including requirem ents to pay lum p sums. The result of the ac
counting described in this paragraph is to recognize profit on the
sale of real estate only from level paym ents on the receivable
over the m axim um term referred to in paragraph 25 and to post
pone recognition of other profits until lum p sum or other pay
m ents are received.

Cumulative A pplication o f Tests
27. Tests of adequacy of a buyer’s initial and continuing in 
vestm ent described in paragraphs 18 through 26 should be
applied cum ulatively— at the closing date and annually after
wards. Thus, for example, if a down paym ent exceeds the m in
im um prescribed, the excess may be applied toward meeting the
requirem ents for specified annual increases in buyer’s invest
ment.

Receivables Subject to Subordination
28. The effect of future subordination on collectibility of a
receivable usually cannot be reasonably evaluated. Therefore,
profit recognized at the time of sale should be limited to amounts
determ ined under the cost recovery m ethod (paragraph 36) if the
seller’s receivable is subject to later subordination. The restric
tion does not apply to (a ) a receivable subordinate to a prim ary
lien on the property existing at the time of sale, or (b ) a future
loan (including an existing perm anent loan com m itm ent) the
proceeds of which m ust be applied first to the paym ent of the
seller’s receivable.

Release Provisions
29. An agreement to sell property, usually land, may provide
that part or all of the property may be released from liens secur
ing related debt if specified conditions are met, often including
paym ent of a release price. Since paym ents by the buyer thus
often apply first to released property, tests of a buyer’s initial and
9

continuing investm ent apply prim arily to the relation between
sales value of unreleased property not subject to release and u n 
paid debt on the property. T hat is, to recognize profit at the time
of closing, a buyer’s investm ent should include paym ents suffi
cient both to pay release prices on released property and to con
stitute an adequate initial and continuing investm ent, as de
scribed in paragraphs 18 through 27, on property not released or
not subject to release. Otherwise, profit should be recognized as if
each release were a separate sale.

Sale o f Improvements and Concurrent
Lease o f L and
30. If property improvements are sold subject to a lease of
the underlying land to the buyer of the improvements, the com
putation of the relative size of a down paym ent in relation to the
sales value of the property to determ ine the adequacy of the buy
er’s initial investm ent (paragraphs 18 through 24) should include
the effect of the lease. T hat is, the sales value of the property
(and the buyer’s indebtedness on the property) should include the
present value of the lease paym ents specified in the lease over
the term of the prim ary indebtedness on the improvements or
over the customary term of prim ary debt instrum ents on the
type of improvements involved. Present value of the specified
lease paym ents should be computed at an interest or discount
rate appropriate for prim ary debt if the lease is not subordinated
or for secondary debt if the lease is subordinated to loans with
prior liens.
31. The lease affects only the tests of buyer’s initial invest
m ent if the lease is between the buyer and a third party lessor
(Exhibit B, Items 1 and 2 ). If the seller of the improvements is
also the lessor of the land, however, the lease also affects the
calculation of profit on the sale of the improvements.
32. Distinguishing between profit on sale of improvements
and profit under the related lease is im practicable in a transac
tion in which there is a sale of property improvements and a con
current lease of the underlying land to the buyer by the seller
of the improvements because the results are interdependent. The
Committee therefore concludes th at in the typical situation (Ex
hibit B, Items 3 and 4 ) the profit to be recognized on sale of the
improvements should be computed by deducting the sum of the
cost of the improvements and the cost of the land from the sum
of the sales value of the improvements and the present value of
10

the lease paym ents (b u t not in excess of the cost of lan d ), de
term ined as described in paragraph 30. The result is to defer rec
ognizing profit from the residual value of the land or from rentals
on the land after the m aturity of the prim ary indebtedness on the
improvements or other customary term (see paragraph 30) until
the land is sold or the rental paym ents are received. Profit to be
recognized on sale of the improvements should not be increased
by profit inherent in the land lease since such profit is not real
ized until rentals are accrued under the lease.
33. The method of accounting prescribed in paragraph 32 is
not appropriate if the term of the lease of land to the buyer from
the seller of the improvement either ( a ) does not cover substan
tially all of the economic life of the property improvements ( thus
strongly implying that the transaction is in substance a lease
of both land and im provem ents) or (b ) is not of substantial dura
tion, e.g., 20 years. The Committee concludes that if either cir
cum stance exists, the transaction should be accounted for as a
lease of the land and improvements.

Inadequate Buyer Investm ent
34. If the buyer’s initial and continuing investm ent in the
property in a real estate transaction fails to conform to the re
quirem ents specified in this guide, a method of recognizing rev
enue that is appropriate to the circum stances of the transaction
should be selected. As already noted in paragraphs 8 and 9, in
ability to estimate reasonably the collectibility of sales price in a
transaction normally leads either to methods that defer recog
nizing a sale until the uncertainty about collectibility is resolved
or to methods that recognize profit as cash is collected, that is, to
installm ent or cost recovery methods.

,

Deposit Installment, and Cost Recovery Methods
35. The deposit method postpones recognizing a sale until a
determ ination can be m ade as to w hether a sale has occurred for
accounting purposes. Pending recognition of the sale, the seller
records no receivable but continues to show in his financial state
m ents the property and related existing debt and discloses the
status of the property. Cash received from the buyer is reported
as a deposit on the contract except that portions of cash received
that are designated by the contract as interest and are not sub
ject to refund may appropriately offset carrying charges (prop
erty taxes and interest on existing debt) on the property.
11

36. The installm ent and cost recovery methods defer recog
nition of profit until collections are received. The cost recovery
method accounts for all cash received as recovery of cost with no
recognition of deferred profit until cost is fully recovered and
thereafter accounts for all cash received as profit. The installm ent
method apportions each cash receipt between cost recovered and
profit recognized in the same ratio as cost and profit are pre
sumed to constitute the sales value. Since default on loans se
cured by real estate usually results in recovery of the real estate
sold, the installm ent method would usually be appropriate.
Where there is (a ) uncertainty as to w hether all or even a
portion of cost will be recovered upon default by the purchaser
or (b ) cost has already been recovered in the sale and collection
of further proceeds is uncertain, the cost recovery method is ap
propriate rather than the installm ent method.
37. Under any of these methods of accounting for sales
using deferred recognition, caution should be exercised that the
recorded asset am ounts less deferred profit, if any, do not exceed
the depreciated values had the property not been sold. It would
be inappropriate to avoid charging losses in value to income by
accomplishing a thinly financed “sale” under which the risk
of losses in value continue to rest with the seller. Under these
circumstances, the transaction is probably not in substance a
sale (paragraphs 11 through 13, 42, and 56).

Seller’s Continued Involvement
With Property Sold
38. A seller frequently continues to be involved over extended
periods with property that he has legally sold. Continued in
volvement may include a seller’s arranging financing; m anaging,
developing, or constructing the property; guaranteeing a return
to the investor (buyer); or initiating and supporting operations
of the property after the sale, either through a single contract or
a succession of contracts relating to the same property or project.
39. A relatively common example of a seller’s continuing in
volvement with the property is a real estate syndication. Often
real estate is sold to a group of passive investors who, in ex
change for their investm ent, receive substantial tax benefits,
perhaps some cash flow from operation of the real estate, and a
potential future gain on resale of the property. Commonly, a lim 
12

ited partnership is formed to buy and hold the property, and the
seller is often the general partner' Thus the seller may continue
to be involved with the property in several ways: (a ) as general
partner responsible for operating the property and distributing
profits to the limited partners and (b ) as operator of the property
for his own benefit not only for his share of profits, if any, but
also because collection of the receivable he received from the
partnership for the property depends significantly on successful
operation of the property. In addition, the seller (general partner)
may (c ) be required to fund deficiencies in cash flow from oper
ating the property or (d ) guarantee to the limited partners a
specified return on their investm ent or even return of their in
vestment.

E ffect o f S eller’s Continued Involvement
40. A seller’s continued involvement with property he has
sold complicates accounting for a real estate transaction. Since
different kinds of continuing relations may affect the accounting
differently, selecting appropriate accounting requires judgment.
However, two m ajor categories of effects are discernible based on
general principles described in paragraphs 6 through 13.
41. First, recognition of all or part of the profit from a sales
contract should be postponed to await performance by the seller
if continued involvement by the seller includes obligations to
perform specific significant parts of the contract after the time
of sale. For example, an obligation to perform services without
compensation, to develop land or construct facilities, or to initiate
or support operations of the property sold requires an accounting
method that recognizes profit primarily on the basis of perfor
m ance rather than on sale.
42. Second, a sales contract should not be accounted for as a
sale if the “seller’s” continued involvement with the property
carries in essence the same kinds of risks as does ownership of
property. For example, an obligation by the “seller” to repurchase
the property or to guarantee cash flow from the property or re
turns to investors ( “buyers”) for an extended period, or an ar
rangem ent by which the “seller” continues or is obligated for ex
tended periods to continue to operate the property and may suffer
directly or indirectly, most of the consequences of unprofitable
operations usually prevent the transaction from being accounted
for as a sale. The substance of the transaction should determine
the accounting (paragraphs 11 through 13).
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43. The following paragraphs describe the application of the
principles of this guide to several common types of continuing
involvement by sellers. Some transactions include two or more
variations. In general, profit may be recognized at time of sale
if the am ount of the seller’s loss of profit by reason of continued
involvement with the property is definitely limited by the terms
of the exchange contract. However, the profit recognized should
be reduced by the m axim um am ount of exposure to loss specified
unless a larger loss is apparent.

Participation Solely in Future Profit
44. A contract for sale of real estate may include or be ac
companied by an agreement that provides for the seller to par
ticipate in future profit from the property without risk of loss.
For example, the seller may participate in operating profits or
residual values without further obligation. As long as the arrange
m ent provides solely for a seller to participate in profits with no
risk of loss, and the transaction otherwise qualifies as a sale
under this guide, recognition of profit on the sale need not be
postponed or deferred. However, no costs should be deferred to be
recognized as expense when the riskless profit is recognized.

Permanent Financing
45. A contract for sale of real estate may include or be ac
companied by an agreement that the seller is responsible for ob
taining or providing perm anent financing for the buyer. If so,
the buyer’s investm ent in the property cannot be evaluated until
adequate perm anent financing at an acceptable cost is available
to the buyer; providing or obtaining the financing is prerequisite
to a sale for accounting purposes (paragraph 14).

Services Without Compensation
46. A contract for sale of real estate may include or be ac
companied by an agreement requiring the seller to provide m an
agem ent services relating to the property after sale without com
pensation or at compensation less than prevailing rates for the
service required. Compensation for the service should be im 
puted at prevailing rates. The im puted compensation should be
deducted from the sales price in m easuring profit at time of sale
and should be recognized over the term of the m anagem ent
contract.
14

Development and Construction
47. A contract for sale of undeveloped or partially developed
land or other property may include or be accompanied by an
agreement requiring the seller to develop the property in the
future, to construct facilities on the land, or to provide offsite im 
provements. The Committee concludes that accounting for a
seller’s perform ance of development and construction work is
not substantially different from accounting for long-term con
struction contracts in general. Therefore, recognizing profit on
the basis of costs incurred or to be incurred in development or
construction is appropriate, provided that uncertainties can be
reliably quantified. A completed contract method should be used
if total cost and total profit cannot be reasonably estimated from
the seller’s previous experience.
48. Only profit allocable to perform ance prior to the sale of
the land should be recognized at time of sale; profit allocable
to the work required after the time of sale should be recognized
on perform ance of that work, as described in paragraph 47. The
profit should be allocated to the sale and the later development
or construction work on the basis of estimated costs of each ac
tivity, and the same rate of profit should be attributed to each
activity. This method should also be used to allocate the total
revenues and profit from syndication and support activities which
are incidental to sales of real estate (paragraph 54).
49. However, no profit should be recognized at time of sale
if future costs of development or construction cannot be reason
ably estimated at the time of sale. Estimating costs may be im
practicable if development or construction is not yet definitive,
or for other reasons.
50. A seller’s continuing involvement for future development
or construction work may be presumed if a buyer is financially
unable to pay am ounts due for development or construction work
or has the right under the term s of the arrangem ent to defer pay
m ent until the work is done.

Initiating and Supporting Operations
51. A contract for sale of real estate may include or be ac
companied by an agreem ent (including short-term sale and lease
back agreem ents) requiring the seller to initiate or support opera
tions of the property for a specified period of time or until a
specified level of operations has been attained. For example, a
15

seller may agree to deliver to a buyer a rental property with ren 
tals at a level sufficient to cover operating expenses and debt ser
vice. The seller may operate the property at his risk until a suffi
cient num ber of tenants are obtained to produce the level of
rentals specified.
52. The Committee concludes that a seller should also be pre
sumed to be obligated to initiate and support operations of prop
erty he has sold, even in the absence of specified requirem ents
in the sale contract or related document, if any of the following
conditions exist:
• A seller obtains an interest as general partner in a limited
partnership that acquires an interest in the property sold.
• A seller retains an equity interest in the property, such as
an undivided interest or an equity interest in a joint venture
that holds an interest in the property.
• A seller holds a receivable from a buyer for a significant
part of the sales price and collection of the receivable is de
pendent upon the operation of the property.
• A seller enters into a m anagem ent contract with the buyer
that provides for compensation on terms not usual for the
services to be rendered and that is not term inable by either
seller or buyer.
53. Since the types of arrangem ents that are described in
paragraphs 51 and 52 may cast doubt that the transaction is in
substance a sale, the first step is to analyze the transaction care
fully to ascertain that it is in economic substance a sale of prop
erty (paragraphs 11 through 13, 42, and 56). For example, in a
transaction in which the seller is ( a ) directly or indirectly a gen
eral partner in a limited partnership buying or holding the prop
erty ( or has an extended noncancelable m anagem ent contract re
quiring similar obligations), and (b ) acquires or holds a signifi
cant receivable related to the property, the Committee believes
th at a sale has not occurred in economic substance. In such a
transaction the Committee believes profit should be recognized
in accordance with paragraph 56. For this purpose, a significant
receivable is defined as a receivable in excess of 15% of the m ax
im um first lien financing that could be obtained from an estab
lished lending institution for the property sold and would include
the following:
i. A construction loan made or to be m ade by the seller to the
extent that it exceeds the m inim um funding com mitment
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for perm anent financing from a third party on which the
seller will have no personal liability,
ii. An all-inclusive or wrap-around receivable held by the seller
to the extent that it exceeds prior lien financing for which
the seller has no personal liability,
iii. Other funds provided or to be provided directly or indirectly
(including liability on indebtedness) by the seller to the buyer
or holder of the property, and
iv. The present value of a land lease when the seller is the lessor
(determined as discussed in paragraph 30).
54. If a transaction is in economic substance a sale, the
Committee believes that substantial continued involvement by
the seller requires appropriate deferrals of profit for the risks and
potential additional costs which may be incurred. Such involve
m ent may exist as a result of contractual guarantees as specified
in paragraph 51 or obligations presumed to exist as indicated in
paragraph 52. Exhibit C illustrates the method of accounting
that the Committee considers appropriate in such circumstances.
Under the exhibit, all profits on sales of income-producing prop
erties (see paragraph 48) should be recognized on the basis of
perform ance of the services required which is measured essen
tially by the costs incurred and to be incurred. If the seller’s in
volvement results from obligations presumed to exist as ex
plained in paragraph 52, or if the seller has contractual obliga
tions which do not include returns on investment, profit recogni
tion under Exhibit C should commence (see paragraph 55) when
rentals on underlying leases attain levels that assure coverage of
operating expenses and debt service (including payments due the
seller under the terms of the transaction) unless objective in 
form ation regarding occupancy levels and rental rates in the im 
mediate area provides reasonable assurance that rental income
will be sufficient to meet those expenses and cash flow require
ments. However, if the seller is contractually obligated, under
short-term sale and leaseback agreements or otherwise, to guar
antee returns on investm ent to the buyer for limited periods,
the Committee believes that a sale should not be recognized and
therefore Exhibit C should not be applied until such time as
actual rental operations are at a level sufficient to cover all ob
ligations, such as operating expenses, debt service, and other
contractual payments, including paym ents to the seller.
55. Exhibit C illustrates the accounting for a sale of rental
property to a limited partnership under an agreement obligating
17

the seller to construct multi-family units and is based on the
presum ption that the seller will support operations of the prop
erty. As illustrated in the exhibit, all profits on sales of incomeproducing properties (see paragraph 48) should be recognized
on the basis of perform ance of the services required m easured
essentially by the costs incurred and to be incurred. The potential
additional cost to be incurred by the seller during the presumed
support period should be estimated by reducing projected rent
receipts by a reasonable safety factor. The Committee believes
that estimated future rent receipts should be reduced by a safety
factor of 331/3% unless signed lease agreements have been ob
tained to support a projection higher than the rental level thus
computed. Rent receipts should commence with the initial rentup period and be appropriately adjusted to reflect the time re
quired to attain projected occupancy levels. Further, if the con
tract provides for deferring paym ent of fees to a seller for m an
aging the property sold, the total projected fees for the period of
deferral should be included in costs of support in applying the
method illustrated in Exhibit C. In instances in which the sales
contracts do not stipulate the period that the seller is obligated
to support operations of the property sold, the Committee be
lieves that, in applying the accounting illustrated in Exhibit C,
support should be presumed for at least two years from the time
of initial rental unless actual rental operations are able earlier
to cover all obligations, such as operating expenses, debt service,
and other contractual com mitments including paym ents to the
seller. Where the seller is contractually obligated for a longer
period of time, profit recognition under Exhibit C should continue
until the expiration of the contractual period.
Financing, Leasing, and Profit-Sharing Arrangements
56.
A contract for sale of real estate may be in substance a
financing, leasing, or profit-sharing arrangem ent rather than a
sale. The Committee concludes that the following contractual
provisions, as well as those specified in paragraph 53, require ac
counting for the transaction as a financing, leasing, or profitsharing arrangem ent:
• A seller has an obligation or an option to repurchase the
property. (A right of first refusal based on a bona fide offer
by a third party is ordinarily not an obligation or an option
to repurchase.)
• A buyer has an option to compel the seller to repurchase
the property.
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• A seller guarantees the return of the buyer’s investm ent (see
paragraph 13).
No sale is recognized if the transaction is in substance a finan
cing, leasing, or profit-sharing arrangem ent. Payments from
“buyer” to “seller” are accounted for as funds loaned, rental pay
m ents, or transfers needed to effect division of profits as the sub
stance of the transaction indicates the parties have agreed.

Partial Sales
57. A contract for sale of an interest in real estate may have
features of several kinds of real estate transactions already dis
cussed. In m any ways, a sale of a partial interest in real estate
is similar to a sale of a whole interest in an asset. The Committee
believes that recognizing profit is appropriate as long as the sale
is to an independent buyer, collection of the sale price is reason
ably assured, and there is reasonable assurance that the seller will
not be required to support the property, its operations, or related
obligations to an extent greater than his proportionate interest.
However, profit should be recognized by other methods if the
buyer is not independent of the seller, collection of the sales price
is uncertain, or the seller assumes obligations to perform after
sale. The following paragraphs give some examples.
58. A sale of property in which the seller holds or acquires
an equity interest in the buyer should result in recognizing only
the part of the profit proportionate to the outside interest in the
buyer. No profit should be recognized if the seller controls the
buyer (APB Opinion No. 18, The Equity Method of Accounting
for Investm ents in Common Stock, paragraph 19, and Interpre
tation No. 1 of APB Opinion No. 18) until realized from transac
tions with outside parties through sale or operations of the prop
erty.
59. If a seller retains an interest in the property sold and
the buyer receives preferences as to profits, cash flow, return on
investm ent, etc., the transaction should be examined to determine
its economic substance. Assuming the substance is that of a sale,
the seller should recognize profit only to the extent that proceeds
from the sale exceed all his costs.
60. Single-family units in condominium projects are often
sold individually. Recognizing a profit on the sale of individual
units is often appropriate, provided the transaction meets all
conditions for profit recognition at time of sale as to collectibility
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of sales price and ability to estim ate costs not yet incurred. Profit
should not be recognized, however, unless construction is beyond
a preliminary stage, the buyer is committed to the extent of being
unable to require a refund, sufficient units have already been
sold to assure that the property will not revert to rental property,
and aggregate sales proceeds can be estimated reasonably. The
profit to be recognized should be calculated on the basis of the
percentage of completion of the project times the gross profit
on the units sold. For this purpose, the project may be defined as
a building, a group of buildings, a single structure or a complete
project, depending on the circumstances.

Effective Date
61.
The provisions of this guide shall be effective for real
estate transactions which the parties commit to (the final terms
have been agreed to and are enforceable by the buyer and seller)
on or after July 1, 1973. However, earlier application is recom
mended in financial statem ents for a fiscal year for which finan
cial statem ents have not been issued. Real estate transactions that
have been previously reported in annual financial statem ents for
fiscal years ending on or before June 30, 1973 should generally
not be retroactively adjusted. However, the Committee recognizes
that comparability of year-to-year operating results may be m ate
rially distorted for those companies th at enter into real estate
transactions of a similar nature with a relatively high degree of
frequency and the terms of the transaction have not substantially
changed. In these circumstances, the Committee believes that
the provisions of this guide may be applied retroactively.
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Exhibits
Exhibit A—Minimum Down Payment Requirements
Exhibit B—Illustration of Effect of Land Lease—New MultiFamily Residential Property
Exhibit C —Illustration of Profit Recognition—Sale of Prop
erty W ith Construction and Support Obligations by Seller
Schedule 1—Example of Profit Calculation
Schedule 2—Example of Profit Calculation

EXHIBIT A
M in im um Down P a y m e n t R e q u ir e m e n ts

This schedule of minimum down payments of various types of
real estate property has been developed by the Committee to help
determine whether a buyer’s initial investment in the property
is adequate to recognize profit at time of sale. Use of the schedule
is described in paragraphs 18 to 24 and illustrated in Exhibit B.
Minimum Down Payment
Expressed as a Percentage
of Sales Value

Land:
Held for commercial, industrial, or residential de
velopment to commence within two years after
sale
Held for commercial, industrial, or residential de
velopment after two years
Commercial and Industrial Property:
Office and industrial buildings, shopping centers,
etc.:
Properties subject to lease on a long-term lease
basis to parties having satisfactory credit rat
ing; cash flow currently sufficient to service all
indebtedness
Single tenancy properties sold to a user having
a satisfactory credit rating
All other
Other Income-Producing Properties (hotels, motels,
marinas, mobile home parks, e tc .) :
Cash flow currently sufficient to service all in
debtedness
Start-up situations or current deficiencies in
cash flow
Multi-Family Residential Property:
Primary residence:
Cash flow currently sufficient to service all in
debtedness
Start-up situations or current deficiencies in
cash flow

20% a
25% a

10%
15%
20%

15%
25%

10%
15%

a Not intended to apply to volume retail lot sales by land development
companies.

Continued
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EXHIBIT A, contd.
Minimum Down Payment
Expressed as a Percentage
of Sales Value

Secondary or recreational residence:
Cash flow currently sufficient to service all in
debtedness
Start-up situations or current deficiencies in
cash flow
Single Family Residential Property (including con
dominium or cooperative h o u sin g ):
Primary residence of the buyer
Secondary or recreational residence

15%
25%

5% b
10% b

b If collectibility of the rem aining portion of the sales price cannot be
supported by reliable evidence of collection experience, a higher down pay
m ent is indicated and should not be less than 60% of the difference be
tween the sales value and the financing available from loans guaranteed
by regulatory bodies, such as FHA or VA, or from independent financial
institutions.
*

*

*

*

*

*

This schedule cannot cover every type of real estate property. To
evaluate down payments on other types of property, analogies can
be made to the types of properties specified, or the risks of a partic
ular property can be related to the risks of the properties specified.
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EXHIBIT B
Illustration of Effect of Land Lease—
New M u lti-Fam ily Residential Property

This exhibit illustrates the effect of loan characteristics of long
term land leases on evaluating the adequacy of a buyers initial
investment if improvements on land are sold separately. In addi
tion, it demonstrates the limit that a lease places on profit recog
nition if the leased land is owned by the seller of the improve
ments, making the lease of land and sale of improvements inter
dependent transactions.
Recognizing profit on sale of new multi-family residential proper
ty requires a down payment of the larger of (a ) 15% of the sale
value (Exhibit A) or (b ) the excess of the sales value over 115%
of the loan by the primary lender (paragraph 20). The present
value of the lease payments discounted over the term of the
primary loan should be added to both sales value and primary
debt in applying the test to sale of improvements concurrently
with lease of underlying land (paragraphs 30 through 33). The
test of initial investment is illustrated for four sets of assump
tions.

Primary Land Lease
1. Land Owned by Third Party Lessor— Nonqualifying:
Assumptions:
Sales price of improvements ............................ $ 875,000
Represented by proceeds of:
Cash down payment .....................................
Loan by Insurance Company : lien on lease
hold improvements, 28-year term, 8 ½ % ,
payable in equal monthly installments of
principal and interest ..............................
Note received by seller from buyer: 12-year
term, 9½ % , payable in equal monthly in
stallments of principal and interest . . . .

$ 125,000

657,000
93,000
$ 875,000

Continued
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EXHIBIT B, contd.

Land lease for 99 years @ $ 19,000/year, net, payable
monthly in advance
Cost of constructing improvements—$750,000
No continuing involvement by seller
Computations:
Present value of 336 monthly payments of
$1,583.33 discounted at 8 ½% (interest rate
on loan from Insurance Company) ($1,583. 
33 plus $1,583.33 x 127.9071) ...................
$ 204,000
Loan from Insurance C o m p a n y ........................
657,000
Equivalent primary d e b t ................................
Note receivable from buyer

$ 861,000
93,000

Total debt or e q u iv a le n t................................
Down payment ....................................................

$ 954,000
125,000

Adjusted sales v a lu e .......................................

$1,079,000

Since 15% of the adjusted sales value of the improve
ments is $161,850, the down payment of $125,000 (about
12% of adjusted sales value) is inadequate to recognize
profit on the sale of improvements. The second test is
therefore irrelevant.
2.

Land Owned by Third Party Lessor— Qualifying:
Assumptions:
Sales price of improvements ............................
Represented by proceeds o f:
Cash down payment .....................................
Loan by Insurance Company: lien on lease
hold improvements, 28-year term, 8 ½ % ,
payable in equal monthly installments of
principal and i n te r e s t ................................
Note received by seller from buyer: 12-year
term, 9 ½ % , payable in equal monthly in
stallments of principal and interest
.

$ 875,000
$ 165,000

657,000
53,000
$ 875,000

Continued

25

EXHIBIT B, contd.

Land lease for 99 years @ $ 17,880/year, net, payable
monthly in advance
Cost of constructing improvements—$750,000
No continuing involvement by seller
Computations:
Present value of 336 monthly payments of
$1,490 discounted at 8 ½ % (interest rate on
loan from Insurance Company) ($1,490
plus $1,490 x 127.9071) ..............................
$ 192,000
Loan from Insurance C o m p a n y ........................
657,000
Equivalent primary debt ..............................
Note receivable from b u y e r ................................

$ 849,000
53,000

Total debt or e q u iv a le n t................................
Down payment ....................................................

$ 902,000
165,000

Adjusted sales value .....................................

$1,067,000

Since 15% of the adjusted sales value of the improve
ments is $160,050, the down payment of $165,000
(15+% of the sales value) is adequate to recognize
profit on the sale of improvements. However, the second
test must also be applied.
The down payment required by the second test is $90,650
(sales value of $1,067,000 less 115% of equivalent
primary debt— 115% of $849,000 = $976,350). The
down payment of $165,000 exceeds the amount required,
so recognition of profit on sale of improvements is ap
propriate.
The second test may alternatively be applied as the ratio
of total debt or equivalent to the equivalent primary debt:
$902,000/$849,000 = 106% . Since 106% is less than
115% , the down payment exceeds the difference between
the adjusted sales value of the property and 115% of the
equivalent primary debt.
Profit recognition:
Sales price of im p ro v e m e n ts............................ $ 875,000
Less: Cost of improvements ............................
750,000
Profit recognized at time of sale ...............

Continued
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$ 125,000

EXHIBIT B, contd.

Subordinated Land Lease
3. Land Owned by Seller— Qualifying:
Assum ptions:
Sales price of improvements ..............................
Represented by proceeds o f :
Cash down payment .......................................
Loan by Insurance Company: first lien on
the fee or on subordinated leasehold, 28year term, 8 ¼ % , payable in equal month
ly installments of principal and interest . .

$ 914,000
$

154,000

760,000
$ 914,000

Land lease for 99 years @ $ 1 1,580/year, net, payable
monthly in advance, and 5% of gross rents
Cost of land— $200,000
Cost of constructing improvements— $750,000
No continuing involvement by seller
Computations:
Present value of 336 monthly payments at
$965 discounted at 12% (imputed interest
for a second lien receivable) ($965 plus
$965 x 96.432696) .........................................
$ 94,000
Loan from Insurance Company (Primary debt)
760,000
Total debt or eq u iv a le n t...................................
Down payment .......................................................

$ 854,000
154,000

Adjusted sales value .......................................

$1,008,000

15% of $1,008,000 is $151,200.
$1,008,000 less $874,000 (115% of $760,000) is $134,000.
Therefore, the down payment of $154,000 is adequate,
and recognizing profit on the sale of the improvements is
appropriate.
Profit Recognition:
Adjusted sales v a l u e ..............................................
$1,008,000
Less: Cost of improvements
$750,000
Cost of l a n d .........................
200,000
950,000
Profit recognized at time of s a l e ..................

$

58,000

The effect of including the present value of the lease is to
reduce profit recognized by $106,000 ($94,000 — $200, 
000 ).

Continued
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EXHIBIT B, contd.
Land Owned by Seller— Nonqualifying:
Assumptions:
Sales price of improvements ............................
Represented by proceeds o f:
Cash down payment .....................................
Loan by Insurance Company: first lien on
the fee or on subordinated leasehold, 28year term, 8¼ % , payable in equal month
ly installments of principal and interest . .

$ 875,000
$ 132,000

743,000
$ 875,000

Land lease for 99 years @ $ 19,332/year, net, payable
monthly in advance.
Cost of land—$200,000
Cost of improvements—$750,000
No continuing involvement by seller
Computations:
Present value of 336 monthly payments of
$1,611 discounted at 12% (imputed interest
for a second lien receivable) ($1,611 plus
$1,611 x 96.432696) .....................................
$ 157,000
Loan from Insurance Company (Primary debt)
743,000
Total debt or equivalen t................................
Down payment ....................................................

$ 900,000
132,000

Adjusted sales v a lu e .......................................

$1,032,000

Since 15% of $1,032,000 is $154,800, the down payment
of $132,000 (about 13% of adjusted sales value) is in
adequate to recognize profit on sale of improvements.
Profit recognized at time of sale should not exceed that
recognizable under the installment method as if the sub
ordinated lease were an installment receivable.
Profit Recognition on Installment Method:
Adjusted sales value ......................................... $1,032,000
Less: Cost of improvements . . $750,000
Cost of l a n d ........................
200,000
950,000
Anticipated profit on sale of improvements
Continued
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$

82,000

EXHIBIT B, contd.
Cash received or to be received by the seller, other than
the proceeds of the primary loan, totals $289,000, the sum
of the down payment of $132,000 and the present value
of the lease payments of $157,000. The percent of profit
in each collection is therefore:
$82,000
= 28.37%
$289,000
Profit recognizable in the period of sale is 28.37% of the
down payment of $132,000 or $37,450. The remaining
profit of $44,550 will be recognized at the rate of 28.37%
of the portion of each lease payment that is equivalent to
a reduction of principal on a loan of $157,000 for 28
years at 12% .
The effect of including the present value of the lease in
the sales value of the improvements is to reduce the profit
recognized on the improvements by $43,000 ($157,000 —
$200,000) to $82,000.
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EXHIBIT C
Illustration of Profit Recognition— Sale of Property
W ith Construction and Support O bligations by Seller

This exhibit illustrates the method of accounting recommended
by the Committee for a sale of property including the seller’s
obligation to construct multi-family units and where cash flow
deficits are anticipated. The example applies to presumed ob
ligations of the seller as specified in paragraph 52.

Assumptions
1.

2.

3.

Company X is engaged in developing and selling multi-family
residential projects. The company performs directly all activities
in developing its projects from initial planning to site acquisi
tion, obtaining financing, and physical construction of the proj
ect.
During the year ended December 31, 1971 the Company had a
project of 100 units. The project was planned and substantial
activity had been performed in 1971, but physical construction
had not started as of December 31, 1971. However, all contracts
had been let, and the Company had obtained construction financ
ing.
On December 31, 1971, the Company sold the project to a limited
partnership syndication (fully formed) in which it is the sole
general partner:
Sales price ..............................................................
$1,100,000
Represented by proceeds of:
Cash down payment .....................................
Permanent financing assumed by the buyer,
consisting of a 28-year 8 ½ % fully amortiz
ing first mortgage loan by a conventional
lender, payable in equal monthly payments
of principal and interest to m a tu r ity ...........
Second mortgage note received by the Com
pany payable in equal monthly installments
including interest at 9 ½ % over 12 years . .

$

165,000

825,000
110,000

$ 1, 100,000
Continued
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EXHIBIT C, contd.
4.

The closing occurred on December 31, 1971 and included de
livery and/or performance of the following:
a.
b.

c.
d.
5.

6.

The Company delivered to the buyer a legal title to the land
and all existing improvements.
The Company delivered to the buyer a firm commitment
from an outside lender for permanent financing, and the
buyer assumed permanent financing formerly in the name
of the Company.
The Company received from the buyer $165,000 cash and a
second mortgage note for $110,000.
The Company signed a contract to deliver the completed proj
ect for a single price of $1,100,000.

Cost incurred by the Company and total costs estimated to com
plete the project, as of December 31, 1971, were:
Total
Estimated
Costs
Estimated
Costs to
to Date
Costs
Complete
Land .....................................
Feasibility, zoning,
arch itectu ral..................
Finance and o t h e r ...........
Site im p ro vem en ts...........
Building construction

$117,000
35,000
85,000
-0-0-

-010,000
20,000
571,000

35,000
95,000
20,000
571,000

Total ............................

$237,000

$601,000

$838,000

$

-0-

$117,000

The Company has completed an extensive market research and
feasibility study analyzing its cost estimates, the rent-up incuba
tion period and subsequent rent levels. The initial rent-up com
menced in 1972. Accordingly, a support period of two years is
presumed for 1973 and 1974.

Continued
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EXHIBIT C, contd.
7.

Based on its market analysis the projected results are as follow s:
1972

1973

1974

Rental expense
Debt service .....................

$ 37,000
93,000

$ 58,000
93,000

$ 58,000
93,000

Total .........................
Rental r e v e n u e ................

$130,000
(75,000)

$151,000
(150,000)

$151,000
(180,000)*

$ 55,000

$

Anticipated net deficit in
cash flow .....................
Safety factor of 1/3 of
rental revenue ...........
Adjusted anticipated net
deficit in cash flow .

1,000

($ 29,000)

25,000

50,000

60,000

$ 80,000

$ 51,000

$ 31,000

* $180,000 equals 95% of gross scheduled rents.

8.

Initial cost estimates by the Company on previous projects have
never varied from final costs by more than one-half of 1% of
total costs.
Calculations of Profit to Be Recognized

Schedules 1 and 2 illustrate calculations of profit to be recognized
in the period of sale, in the period of construction, and in each period
in which the seller is presumed to be required to support operations.
The following features should be noted:
a.

b.

The percent of estimated total profit to be recognized each
period is determined by the ratio of gross costs incurred to the
end of the period to total estimated gross costs of the project,
including gross costs during the period of support of operations
(construction costs should be included even if construction is
performed by parties other than the seller).
The estimated total profit that is the basis of the calculation in
each period (that is, the profit to which the percent in (a ) is
applied) is determined by adding the sales value and twothirds of the projected revenue during the period of support of

Continued
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EXHIBIT C, contd.

c.

d.

operations and deducting the estimated total costs of the proj
ect, including costs of operating the property and debt service.
( i) Actual amounts of revenue and costs are substituted for
estimated amounts in the calculation as the actual
amounts are known. However, in this illustration, re
maining estimates of future revenue and expense are
not changed because of actual results even though ex
perience might indicate that projections of future
amounts should be revised.
(ii) Projected and actual revenues in the calculation should
exclude amounts that accrue to the buyer, for example,
revenue in excess of the sum of operating expenses and
debt service.
(iii) The Committee believes that one-third of projected
revenue should be excluded from the estimate of profit
to provide a margin of safety (Assumption 7). Actual
results incorporated in the calculation need not be re
duced by a safety factor.
(iv ) The calculation illustrated should be applied only if ob
jective information is available regarding occupancy
levels and rental rates for similar property in the im 
mediate area to provide reasonable assurance that rent
revenue from the project will be sufficient to cover
operating expenses and debt service, including payments
due to the seller under the terms of the transaction. Un
less that evidence is available, no profit should be recog
nized on the transaction until rent revenue actually
reaches levels that assure coverage of those costs.
Schedule 1 shows calculation of profit to be recognized each
period on the assumption that actual revenue and costs are
the same as those projected in Assumption 6 adjusted for the
safety margin of one-third of revenue.
Schedule 2 shows calculation of profit to be recognized each
period on the assumption that actual revenue and costs are
the same as those projected in Assumption 6 before adjustment
for safety margin.
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Example of Profit Calculation

(Assuming actual outcome of rental
revenue equals adjusted projection)
Income
Recognized in
Period of Sale
REVENUES
Sales price
Adjusted— projected rental incomea
1972
1973
1974

Income Recognized
in Periods of
Construction

$ 1, 100,000

$ 1, 100,000

50,000

50,000

100,000

100,000

120,000

120,000
$1,370,000

$1,370,000
COSTS
Total estimated costs of project
(assumption 5)
Estimated rental expenses and
debt service
1972
1973
1974

838,000

838,000

130.000
151,000
151,000

130,000
151,000
151,000

TOTAL PROJECTED PROFIT
Profit to be recognized
Cost to date
------------------- x projected profit
Total costs
Total profit to date
Less profit previously reported
Current profit recognition

$

1,270,000

1,270,000

$ 100,000

$ 100,000

237,000

$ 838,000
x

$

100,000

1,270,000

x

$ 100,000

1,270,000
$

18,661
-

$

$

65,984
18,661

$

47,323

0-

18,661

a Two-thirds of projected revenue during periods of support of operations; can also be calculated as
projected rental expenses plus projected debt service less projected deficit cash flow.
b Actual rental revenue.
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EXHIBIT C
Schedule 1

Income Recognized
During Support Period________________________________________________
1972
1973
1974

$1,100,000

$ 1,100,000

$1,100,000

50,000b
100,000b
120,000b

50,000b
100,000b

50,000b

100,000

120,000

120,000

$1,370,000

$1,370,000

$1,370,000

838,000

838,000

838,000

130,000
151,000
151,000

130,000
151,000
151,000

130,000
151,000
151,000

$ 968,000
------------------1,270,000

x

Total
Profit

1,270,000

1,270,000

1,270,000

$ 100,000

$ 100,000

$ 100,000

$ 100,000
== =
$
$

$1,119,000
------------------1,270,000

x

$ 100,000
=======

76,221
65,984

$

10,237

$

$1,270,000
-----------------1,270,000

x

$

100,000

76,221

$ 100,000
88,110

11,889

$

88,110

11,890

$100,000
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Example of Profit Calculation

(A ssum ing actual outcome of rental
revenue equals unadjusted projection)
Income
Recognized in
Period of Sale
REVENUES
Sales price
Adjusted— projected rental incomea
1972
1973
1974

Income Recognized
in Periods of
Construction

$1,100,000

$ 1, 100,000

50,000

50,000

100,000
120,000

100,000
120,000
$1,370,000

COSTS
Total estimated costs of project
(assumption 5)
Estimated rental expenses and
debt service
1972
1973
1974

838,000

838,000

130,000
151,000
151,000

130,000
151,000
151,000

TOTAL PROJECTED PROFIT
Profit to be recognized
Cost to date
------------------- x projected profit
Total costs
Total profit to date
Less profit previously reported
Current profit recognition

$1,370,000

$ 237,000

1,270,000

1,270,000

$ 100,000

$ 100,000

x $ 100,000

$ 838,000

x $ 100,000

1,270,000

1,270,000
$

18,661
-

$

$

65,984
18,661

$

47,323

0-

18,661

a Two-thirds of projected revenue during periods of support of operation; can also be calculated as
projected rental expenses plus projected debt service less projected deficit cash flow.
Actual rental revenue.
b
c Actual rental revenue excluding amounts not needed to meet cash flow requirements of the property.
d Since the property has attained a level of occupancy in excess of the original adjusted projection, and
there is no reason to believe that such occupancy level cannot be sustained, the projected 1974
rental revenue should be adjusted to 1973 actual rental revenue.
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EXHIBIT C
Schedule 2

Income Recognized
During Support Period
____________1972___________________________ 1973____________________________1974

$1,100,000

$1,100,000

75,000b
100,000
120,000

$1,100,000

75,000b
150,000b
150,000d

75,000b
150,000b
151,000c

$1,395,000

$1,475,000

$1,476,000

838,000

838,000

838,000

130,000
151,000
151,000

130,000
151,000
151,000

130,000
151,000
151,000

$ 968,000
------------------1,270,000

x

Total
Profit

1,270,000

1,270,000

1,270,000

$

125,000

$ 205,000

$ 206,000

$

125,000

$

95,276
65,984

$ 180,626
95,276

$ 206,000
180,626

$

29,292

$

$

$1,119,000
------------------1,270,000

x

$ 205,000
= =====

85,350

$1,270,000
-----------------1,270,000

x

$ 206,000
== =

25,374

$206,000
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Comments of Those W h o Qualify Their Approval or W h o Disapprove
of the Publication of This Accounting Guide

Mr. Ross consents to issuance with qualification. He dis
agrees with the statement that notes with full recourse against
the buyer are indistinguishable from non-recourse notes and that
only cash or notes supported by irrevocable letters of credit con
stitute an acceptable form of down payment. Mr. Ross is of the
opinion that the acceptability of recourse notes is an audit prob
lem and not an accounting principle issue. Accordingly, the re
quirements for income recognition should allow for the accep
tance of recourse notes as part of the buyer’s initial investment
where the negotiability, underlying value and ultimate collecti
bility of the notes can be demonstrated as required in other
commercial transactions.
Mr. Penner approves publication with qualification. He is in
agreement with the broad, general principles underlying the spe
cific rules and believes that, on balance, application of the rules
will improve accounting for profit on sales of real estate. How
ever, he believes that it has not been satisfactorily demonstrated
that down payments which are smaller than those specified are
always inadequate to initially commit the buyer to the purchase
of real estate, that cash and notes supported by irrevocable let
ters of credit constitute the only appropriate types of considera
tion for compliance with down payment requirements, or that no
distinction should ever be made between recourse and non
recourse notes receivable for the purpose of evaluating a buyer’s
investment. Mr. Penner believes the rules should allow for con
sideration of all relevant factors and the exercise of judgment.
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AP PEN D IX A

Statement of
Position

75-6

Questions Concerning
Profit Recognition on
Sales of Real Estate
December 29, 1975
Proposal to the Financial Accounting Standards
Board to Clarify AICPA Industry Accounting Guide
Accounting for Profit Recognition on Sales of
Real Estate

Issued by
Accounting Standards Division
American Institute of
Certified Public Accountants

AICPA

NOTE
The American Institute of Certified Public Accountants has issued
a series o f ind u stry -o rien ted audit guides that p re se n t recom 
mendations on auditing procedures and auditors’ reports and, in
some instances, on accounting principles, and a series of accounting
guides that present recom mendations on accounting principles.
Based on experience in the application of these guides, AICPA
committees, subcomm ittees, or task forces may from time to time
conclude that it is desirable to change a guide. A statem ent of
position is used to revise or clarify certain of the recom mendations in
the guide to which it relates. A statem ent of position represents the
considered judgm ent of the responsible AICPA committee, subcom
m ittee, or task force.
To the extent that a statem ent of position is concerned with
auditing procedures and auditors’ reports, its degree of authority is
the same as that of the audit guide to which it relates. As to such
matters, m em bers should be aware that they may be called upon to
justify departures from the recom mendations of the committee,
subcommittee, or task force.
To the extent that a statem ent of position relates to standards of
financial accounting or reporting (accounting principles), the rec
om mendations of the committee, subcommittee, or task force are
subject to ultimate disposition by the Financial Accounting Stan
dards Board. The recom mendations are made for the purpose of urg
ing the FASB to promulgate standards that the committee, subcom 
m ittee, or task force believes would be in the public interest.

American Institute of Certified Public Accountants
1211 A ven u e of th e A m e rica s. N e w York. N e w York 1 0 0 3 6

(2 1 2) 5 7 5 -6 2 0 0

December 29, 1975
Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905
Dear Mr. Armstrong:
The accompanying statement of position has been pre
pared by the AICPA Accounting Standards Task Force on
Real Estate Accounting to clarify the AICPA Industry
Accounting Guide, Accounting for Profit Recognition on
Sales of Real Estate.
Numerous questions have arisen in practice with re
spect to the application of the general principles and
specific conclusions set forth in the guide. Questions
as to the applicability of the guide to specific trans
actions and to companies other than real estate com
panies have also been raised. The task force has
identified certain key questions and has recommended
appropriate responses to them in this statement of
position.
Members of the task force will be glad to meet with
you or your representatives to discuss this proposal.
The task force would also appreciate being advised as
to the board's proposed action on the recommendations
set forth in this statement of position.
Sincerely,
MELVIN PENNER, Chairman
Accounting Standards Task Force
on Real Estate Accounting
cc:

Securities and Exchange Commission

Accounting Standards Task Force
on Real Estate Accounting
M e l v in P e n n e r ,

Chairman

M a r v in L . B a r is
Law rence M. C ohen
Ja m e s J. G a l l o
M a r v i n A. G o l d m a n
D

a n ie l

R o b e r t F . Ric h t e r
R o b e r t J. S a c k
A r m in C . T u f e r
W il l ia m T . W a r d

W . G r if f it h s

Ro b e r t M . H

erm ance

J a m e s J. K l i n k
Ke n n e t h
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Mounce

T h o m a s P . K e l l e y , Director
Accounting Standards
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Questions Concerning Profit
Recognition on Sales of Real Estate
Buyer’s Investment in Purchased Property
Funds P ro vid ed (L o an e d ) by S e lle r

Question. W ith respect to paragraph 22 of the guide,* w hat is
the effect on the test of the adequacy of the down paym ent in a
sale of real estate if the seller has made or will be making loans
to the buyer/builder/developer for acquisition, construction, or
developm ent purposes? W hat is the effect of the existence of a
perm anent loan com m itm ent by an independent third party?
Answer. U nder paragraph 22, any funds that have been
loaned or will be loaned, directly or indirectly, to the buyer by
the seller m ust first be deducted from the down paym ent in
determ ining w hether the down paym ent test has b een met.
Paragraph 22 does not require that the funds loaned by the
seller be specifically identified w ith the funds composing the
down payment. As an example, if A sells unim proved land to B
for $100,000, received a down paym ent of $50,000 in cash, and
plans to loan B $35,000 at some future date for installation of
w ater and sew er lines, the down paym ent test has not been
m et ($50,000 - $35,000 = $15,000 ÷ $100,000 = 15%; fails test
because at least 20% is required).
Funds provided directly or indirectly by the seller include
loan guarantees, collateral provided by the seller, and any
other situation w here the seller is subject to loss as a result of
funds loaned to the buyer.
Existence of a perm anent loan com m itm ent by an indepen
d ent third party for replacem ent of the construction or de
velopm ent loan made by the seller does not elim inate the
need to deduct the seller’s loan from the down paym ent under
paragraph 22. The guide did not intend that consideration be
given to such commitments, and construction or developm ent
*The paragraph and exhibit references throughout are to appropriate
sections o f the AICPA Industry Accounting Guide, Profit Recognition on
Sales o f Real Estate, hereinafter referred to as the “guide.”
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loans by the seller to the buyer m ust be deducted from the
down paym ent w hether or not a perm anent loan com m itm ent
exists.
A c cep tab le Letters o f C re d it

Question. Paragraph 22 of the guide requires that a buyer’s
down paym ent be composed of cash or notes supported by
irrevocable letters of credit from an established lending in
stitution. W hat constitutes an “established lending institu
tion” ? If the letters of credit are obtained subsequent to the
period in w hich the transaction takes place but prior to the
issuance of the financial statements, is it appropriate to in
clude them for purposes of determ ining compliance w ith the
down paym ent criteria in the earlier period?
Answer. An “established lending institution” refers to in
stitutions, usually commercial banks, that issue letters of credit
in the normal course of business.
Buyer’s notes, unless and until supported by irrevocable
letters of credit covering the period of the notes, do not
constitute cash equivalency (see paragraph 15) in a real estate
transaction. Accordingly, the down paym ent criteria are not
m et for accounting purposes until the period in w hich letters
of credit are obtained.
C u m u lative A p plication o f Tests W hen
R eco g n itio n o f S ale Is D e la y e d

Question. Paragraph 27 of the guide states that the “tests of
adequacy of a buyer’s initial and continuing investm ent . . .
should be applied cumulatively—at the closing date and
annually afterwards.” W hat date should be used for the
purpose of these tests w hen the transaction is not recorded as a
sale for accounting purposes on the closing date and the
proceeds are accounted for as a deposit?
Answer. The guide indicates that under certain conditions
the effective date of the sale for accounting purposes is
required to be deferred (see paragraphs 9, 34, 35, 42, 45, and
54). W hen a transaction is recorded under the deposit method,
the date from w hich the cum ulative test w ould begin to apply
w ould be delayed until the sale is recorded for accounting
purposes.
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A pplicability o f the A ltern ative
115% Test for Dow n P aym en t

Question. Does the alternative 115 percent test for down
paym ent under paragraph 20 of the guide apply if (a) the seller
takes a receivable, collateralized by a first mortgage on the
property sold, for the entire difference betw een the sales value
and the down payment, or (b ) if the buyer assumes, or takes
the property subject to, a primary loan that is not a new ly
placed perm anent loan for a portion of the difference betw een
sales value and the down paym ent?
Answer. No. The 115 percent test for down paym ent in
paragraph 20 does not apply if a newly placed perm anent loan
or firm loan com m itm ent from an independent lender is not
involved.
D ow n P a y m e n t R e q u ire m e n ts on
Single Fam ily R e s id e n tia l H ousing

Question. Footnote (b) to exhibit A (minimum down pay
m ent requirem ent) calls for a higher down paym ent on sales of
single family residential property if collectibility of the re
maining portion of the sales price cannot be supported by
reliable evidence of collection experience. Do the provisions
of footnote (b) apply w hen independent first mortgage financ
ing is utilized?
Answer. No. T he provisions of footnote (b) are applicable
w hen independent first mortgage financing is not utilized and
the seller takes a receivable from the buyer for the difference
betw een the sales value and the down payment. W hen inde
p en d en t first mortgage financing is utilized, the m inimum
down paym ent on sales of single family residential property
should be determ ined in accordance with paragraph 20 of the
guide.

Seller’s Continued Involvement With Property Sold
Tim e o f S ale C onsiderations

Question. Are paragraphs 47-48 and 60 of the guide in
conflict w ith the closing requirem ents in paragraph 14 of the
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guide? Paragraphs 4 7 -4 8 and 60 permit income recognition
during a development or construction phase assuming all
other conditions of the guide are met. On the other hand,
paragraph 14 includes as a prerequisite to income recognition
the criterion that
". all conditions precedent to closing have
been performed.” One major condition precedent to closing
on such properties as buildings, condominiums, and so forth,
is that the structure be ready or certified for occupancy. Which
of these paragraphs prevails? If an exception to paragraph 14 is
intended with respect to completion, then are exceptions
intended with respect to any other requirements of paragraph
14?
Because of the length of the construction period of
office buildings, condominiums (especially high rise), shop
ping centers, and similar structures (excluding single family
homes), the guide was written to permit income recognition
during the process of construction even though the fact of
completion is usually a “condition precedent,” and thus this
exception to paragraph 14 is an exception to this condition
only.

Answ er.

Calculation of Safety Factor

In applying exhibit C, paragraph 55 of the guide
states “that estimated rent receipts should be reduced by a
safety factor of 331/3 percent unless signed lease agreements
have been obtained to support a projection higher than the
rental level thus computed.” Should the 331/3 percent reduc
tion be applied to the total estimated future rent receipts
(including the amount resulting from signed lease agreements)
or only to the estimated future rent receipts that are not yet
subject to signed lease agreements?

Question.

Answ er. The 331/3 percent reduction should be applied to the
total estimated future rent receipts for each period unless the

amount so computed is less than the actual amount of rent
receipts resulting from signed lease agreements. In this event,
the actual amount would be substituted for the computed
amount.
As an example, A sells an office building under develop
ment to B together with an agreement to support operations of
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property for a period of three years. The projected annual rent
roll is $1 million of which $350,000 is supported by signed
lease agreements. The projected rental income for the first
year of operation of the office building is $600,000, the second
year $750,000, and the third year $1 million. At the time o f
sale, the amounts includible in the exhibit C calculation
would be computed as follows.

Y ear

Projected
Rental Incom e

1
2
3

$

600,000
750,000
1,000,000

Safety
A djusted Projected
Factor (3 3 1/3%)
Rental Incom e

$200,000
250,000
333,333

$400,000
500,000
666,667

In the example, if at the time of sale there were signed lease
agreements in the amount of $450,000, then the $450,000
would be used in year 1 since it is greater than the adjusted
projected rental income. The adjusted projected rental income
for years 2 and 3 would remain $500,000 and $666,667,
respectively.

Sales of Condominiums

Paragraph 60 of the guide with respect to sales of
condominium units states that “profit should not be recog
nized . . . unless construction is beyond a preliminary stage,
the buyer is committed to the extent of being unable to require
a refund, sufficient units have already been sold to assure that
the property will not revert to rental property, and aggregate
sales proceeds can be estimated reasonably.” What do each of
the above criteria for profit recognition mean?

Question.

Answ er.
Construction is beyond a prelim inary stage.

Actual construction of buildings usually must be preceded
by engineering and design work, execution of construction
contracts, site clearance and preparation, excavation, and
completion of the building foundation. Ordinarily, if any one
of these required phases is incomplete, the work is not beyond
a preliminary stage.
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The buyer is com m itted to the extent o f being unable to require
a refund.
T he buyer cannot have the right under the terms of the
agreem ent or by law to receive a refund, except for nondeliv
ery of the unit. Examples w here a sales contract may not be
binding and therefore voidable may include b u t are not
lim ited to the following:
• Certain states require a m inim um status of com pletion of the
project.
• Certain states require that a “declaration of condom inium ”
be filed. (In some states, how ever, the filing of the declara
tion is a routine m atter and the lack of such filing may not
make the sales contract voidable.)
• Some sales contracts include a provision that perm anent
financing at an acceptable cost m ust be available to the
buyer at the tim e of closing.
• Certain condom inium units m ust be registered with either
the Office of Interstate Land Sales Registration of the
D epartm ent of H ousing and Urban D evelopm ent or the
Securities and Exchange Commission.
Sufficient units have already been sold to assure that the
property will not revert to rental property.
In determ ining w hether or not this condition has been
met, the following should be considered:
• Economic conditions.
• D eveloper’s history.
• State laws may require that a specified percent of units be
sold.
• Sales contract may provide buyer with right of rescission
until a specified percent of units are sold.
• Seller may retain right to convert to rental basis.
• Construction loans may require that a specified percent of
units be sold before the lender will release any units.
• E n d loan fin an cin g com m itm ents may p ro v id e th a t a
specified percent of units be sold before closing of any sale.
The guide intended to preclude recognition of profit on
sales of condom inium units that can later be rescinded because
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the entire property reverts to a rental project. Technically, this
provision of the guide may be satisfied w hen the num ber of
units sold m eets the requirem ents of the state law (or relevant
jurisdiction), the condom inium contract, and the financing
agreem ent, so that such sales are not legally voidable either by
the buyer or the seller. N evertheless, there is a presum ption
that at least 50 percent of the individual units should be sold be
fore any profit is recognized on the percentage-of-completion
method. The reason for this presum ption is that profit attrib
uted to units sold may not be subject to reliable estimates
until a substantial num ber of units are sold, because of
uncertainties concerning either the ultim ate num ber and sales
value of units to be sold (see below) or the costs to be incurred.
Aggregate sales proceeds can be reasonably estimated.
C onsideration should be given to sales volume, trends of
unit prices, developer s experience, geographical location, and
environm ental factors. Sometimes certain units in a con
dom inium project are difficult to sell, indicating that the
pricing structure may not reflect realizable sales value. For
example, certain units may have been designed in a m anner
that does not reflect changes in m arket dem and, or certain
units may not be as desirable as others because of location or
aesthetic factors. In these cases, consideration should be given
to the possibility that some of the rem aining units may not be
sold or may have to be sold at substantially reduced prices.

Applicability of the Guide
A p plicab ility to C o m p an ies O th e r Than R e a l Estate C o m p an ies

Question. Paragraph 3 states that the guide was prepared to
appraise accounting practices in the real estate industry. Are
the principles in the guide applicable to manufacturing, dis
tribution, and other companies that are not real estate com
panies?
Answ er. Yes. The guide was m eant to apply to all sales of
real estate, except retail lot sales covered by the AICPA
Industry Accounting G uide, Accounting fo r Retail Land Sales,
w ithout regard to the nature of the se lle rs business.
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S a le o f C o rp o ra te Stock

Question. The guide prim arily covers the tim ing of profit
recognition on real estate sales. Does the guide apply to the
sale of corporate stock of a company with substantial real
estate?
A nsw er. If the sale is in economic substance a sale of real
estate, provisions of the guide would apply.
S ale o f P a rtn ersh ip In terests

Question. The guide contains provisions for the tim ing of
profit recognition if a person sells to a lim ited partnership in
w hich the seller is the general partner. Is the guide applicable
if a person forms a partnership, arranges for the partnership to
acquire the property directly from third parties, and sells a
portion o f his interest in the partnership to persons who then
becom e lim ited partners?
Answer. The guide is applicable. In particular, see paragraphs
57 to 59 of the guide with respect to partial sales.
S a le o f an O ption

Question. The guide prim arily covers the tim ing of profit
recognition on real estate sales. Does the guide apply to the
sale of options to purchase real estate?
Answer. The guide is applicable. In particular, see paragraphs
in real estate and, accordingly, the principles in the guide
apply.
For purposes of evaluating the buyer’s commitment w hen
an option is sold by an option holder, the initial and continuing
investm ent by the buyer of the option (which would exclude
amounts that are subject to refund by the seller) should be
related to the total of the exercise price of the option and the
sales price of the option. For example, if the option is sold for
$150,000, ($50,000 cash and a $100,000 note) and the exercise
price is $500,000, the sales value against w hich the buyer’s
dow n paym ent and continuing investm ent is m easured is
$650,000. If the buyer’s investm ent is inadequate, income may
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be recorded on the cost recovery m ethod to the extent nonrefundable cash proceeds exceed the seller’s cost of the
option.
Proceeds from the issuance of a real estate option by a
property ow ner should be accounted for as a deposit as set
forth under paragraph 35 of the guide. It is not appropriate to
recognize income before the option either expires or is exer
cised because the sale of the option cannot be evaluated
independently from the sale of the real estate to w hich the
option relates. If the option is exercised, cash proceeds from
the issuance of the option should be accounted for as a down
paym ent and included in sales value.
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Application of the Deposit, installment,
and Cost Recovery M eth ods in
Accounting for Sales of Real Estate
Questions have arisen about the application of the general prin
ciples and specific conclusions set forth in the AICPA industry
accounting guide, Accounting for Profit Recognition on Sales of
Real Estate, issued in 1973. The accounting standards division
addressed some of those questions in Statement of Position
75-6 (December 29, 1975). This statement presents recommen
dations as a result of questions concerning the application of the
deposit, installment, and cost recovery methods in accounting for
sales of real estate, which are discussed in paragraphs 34 to 37 of
the accounting guide. Diverse methods of application of those
accounting methods have developed in practice. The division
believes that narrowing the range of alternative practices is
desirable.

The Deposit Method
G eneral

Accounting under the deposit method is described in paragraph
35 of the accounting guide as follows:
The deposit method postpones recognizing a sale until a deter
mination can be made as to whether a sale has occurred for ac
counting purposes. Pending recognition of the sale, the seller
records no receivable but continues to show in his financial state
ments the property and related existing debt and discloses the
status of the property. Cash received from the buyer is reported
as a deposit on the contract except that portions of cash received
that are designated by the contract as interest and are not subject
to refund may appropriately offset carrying charges (property
taxes and interest on existing debt) on the property.

Except as indicated in the last sentence above, the seller’s
balance sheet should report all cash received from the buyer, in
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cluding the initial down payment and subsequent collections of
principal and interest, as a deposit (liability) on the contract.
The seller’s balance sheet should not report notes receivable aris
ing from the transaction but should continue to report the prop
erty and any related mortgage debt assumed by the buyer and
disclose that those items are subject to a sales contract. Nonre
course debt assumed by the buyer should not be offset against the
related property. Until the seller reports the sale, the buyer’s prin
cipal payments on the mortgage debt assumed should be reported
on the seller’s balance sheet as additional deposits with cor
responding reductions of the carrying amount of the mortgage
debt.
F o rfe itu re o f N o n r e f u n d a b l e D e p o s its

When a buyer defaults or otherwise forfeits a nonrefundable
deposit, the seller should credit the deposit account to income.
The seller should evaluate whether the circumstances underlying
the forfeiture indicate a decline in the value of the property for
which an allowance for loss should be provided.
D e p re c ia tio n

Since, under the deposit method, the seller accounts for the
property as if it were still owned, the accounting standards divi
sion believes a legal sale should not cause the seller to stop
recording depreciation. While some believe that depreciation may
be charged to the deposit account to the extent that the deposits
are not refundable, the division believes that practice is not con
sistent with the concepts underlying the deposit method and that
depreciation should continue to be charged to expenses as a period
cost.
P r o v i s i o n f o r Losses

Under the deposit method, no sale is reported by the seller even
if the terms of the transaction indicate that a loss has been in
curred (for example, when the indicated sales value is less than
the carrying amount of the property). The seller, however, should
report the loss by a charge to income and as a valuation allow
ance against the property. The net carrying amount of the prop
erty, less the debt assumed by the buyer, should not exceed the
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sum of the recorded value of the consideration received and the
fair value of the unrecorded note receivable.
If, at any time after the transaction, circumstances indicate that
the buyer is likely to default and the property will revert to the
seller, a provision for an additional loss may be required.
S a le s R e c o g n i t i o n

The seller does not report a sale and continues to use the deposit
method until the conditions for recording a sale, as specified in
the accounting guide, are met. Interest collected and included in
the deposit account during the period before a sale is reported
should be accounted for as additional sales proceeds at the time
of recording the sale.1

The Installment Method
G eneral

When the substance of a real estate transaction indicates that
a sale has occurred for accounting purposes, but collectibility of
the total sales price cannot be estimated reasonably, the install
ment method may be appropriate unless circumstances such as
those described in paragraphs 28 and 36 of the accounting guide
indicate that the cost recovery method is appropriate. The in
stallment method apportions the down payment and each sub
sequent collection of principal between cost recovered and profit
recognized in the same ratio as cost and profit are presumed to
constitute the sales value.
D e b t A s s u m e d b y the B uyer

In some real estate sales transactions, the buyer assumes an
existing mortgage loan. If the seller is contingently liable for the
assumed debt, the seller has a risk of financial loss that is
similar to the risk the seller would have if the debt had not been
assumed and the seller’s receivable from the buyer had been in
creased by the amount of the debt assumed by the buyer. If the

1 See the section entitled “Cumulative Application of Tests When Recognition of
Sale Is Delayed” in Statement of Position 75-6, Q u e stio n s C o n ce rn in g Profit
R e co g n itio n on S ales of R ea l E sta te.
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seller is not contingently liable for debt assumed by the buyer
(for example, if the buyer assumes a nonrecourse mortgage loan),
some believe that, as cash payments are received by the seller,
the portion of the profit recognized as earned under the in
stallment method should be determined by the percentage of the
cash received to the total cash to be received by the seller. The
accounting standards division believes, however, that, for the
purpose of applying the installment method, there should be no
distinction between recourse and nonrecourse debt assumed by
the buyer, because the seller may be motivated to honor the debt
assumed by the buyer for various reasons, even though the seller
is not contingently liable for the debt.
Therefore, under the installment method, profit should be rec
ognized on cash payments including principal payments by the
buyer on the debt assumed and should be based on the percentage
of total profit to total sales value (including the first mortgage
debt assumed by the buyer). The following illustrates the
calculation.
Assumptions:
Cash down payment

$ 150,000

Second mortgage payable by buyer to seller ( 10year amortization of principal plus interest)

350,000

Total cash to be received by seller

500,000

First mortgage assumed by buyer ( 20-year amortiza
tion of principal plus interest)

500,000

Total sales price and sales value
Cost
Total profit

1,000,000
600,000
$ 400,000

The down payment is assumed to be inadequate for full profit
recognition, and the installment method of accounting is assumed
to be appropriate. It is also assumed that, subsequent to the
down payment, the buyer pays $25,000 of principal on the first
mortgage and $35,000 of principal on the second mortgage.

Profit recognition attributable to down payment:
Under the installment method, profit recognition attributable to
the down payment is $60,000, representing 40 percent ($400,000
÷ $1,000,000) of $150,000.
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Profit recognition attributable to the principal payments on the
first and second mortgages:
Under the installment method, profit recognition attributable to
the principal payments by the buyer on the first and second mort
gages is $24,000, representing 40 percent of $60,000 ($25,000
+ $35,000).
F in a n c ia l S ta te m e n t P re s e n ta tio n

The form of financial statement presentation under the install
ment method is illustrated in exhibit II, pages 31-33 of the AICPA
industry accounting guide, Accounting for Retail Land Sales
(1973). At the time of sale, the income statement should present
the total sales value, from which the deferred gross profit should
be deducted, and the total cost of the sale. Deferred gross profit
should be presented on the balance sheet as a deduction from the
related receivable. Deferred gross profit subsequently recognized
as earned should be presented as a separate item of revenue on
the income statement.

The Cost Recovery Method
G eneral

When the substance of a real estate transaction indicates that
a sale has occurred for accounting purposes but that no profit
should be recognized until costs are recovered because of the
requirements of paragraphs 28 or 36 of the accounting guide, the
cost recovery method must be used. In addition, the cost recovery
method may be elected initially to report transactions for which
the installment method is permitted.
Under the cost recovery method, no profit is recognized until
cash collections, including both principal and interest, and exist
ing debt assumed by the buyer exceed the cost of the property
sold.2

2 For an all-inclusive or “wrap-around” receivable held by the seller, interest col
lected may be recognized as income to the extent of, and as an appropriate offset
to, interest expense on prior lien financing for which the seller remains responsible.
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F in a n c ia l S ta te m e n t P re s e n ta tio n

At the time of sale, the income statement should present the
total sales value, from which the deferred gross profit should be
deducted, and the total cost of the sale. Deferred gross profit
should be presented on the balance sheet as a deduction from the
related receivable. Principal collections should be used to reduce
the related receivable. Interest collections on such receivable
should be used to increase the deferred gross profit on the balance
sheet. Deferred gross profit subsequently recognized as earned
should be presented as a separate item of revenue on the income
statement.

Change From Installment or Cost Recovery
Method to Full Accrual Method

When developments subsequent to the adoption of the cost
recovery or installment method provide evidence that collectibility
of the sale price is reasonably assured, a change should be made
to the full accrual method. In the absence of other conditions
requiring deferral of profit ( such as the seller’s continued involve
ment with the property sold or a decline in its value), the remain
ing deferred profit should be recognized in income at that time.
For example, even though a nonrecourse debt assumed by the
buyer having a prior lien on the property sold is not fully paid, a
seller should ordinarily change from the installment or cost re
covery method to the accrual method no later than the time the
seller’s receivable from the buyer is collected. Another circum
stance that might ordinarily, but not necessarily, provide reason
able assurance that the remaining uncollected balance of the sales
price is collectible would be collection, on a cumulative basis from
the date the sale was first recorded on the installment or cost
recovery basis, of the aggregate cumulative amounts contem
plated by paragraphs 20, 21, and 25 of the accounting guide (for
this purpose collections should be in cash or the other forms of
payment specified in paragraphs 22 through 24 of the guide), with
the buyer’s continuing investment thereafter meeting the guide’s
requirements.
The accounting standards division believes that a change from
the cost recovery or installment method of reporting profit on a
sale of real estate to the full accrual method as a result of changed
conditions is not a change in accounting principles. However, if
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the change has a material effect on the seller’s financial position
or results of operations, the seller’s financial statements should dis
close the effect of, and the reason for, recognizing as income the
profit on the uncollected portion of the sales value.

Transition

The accounting standards division recommends the application
of the provisions of this statement prospectively to transactions
consummated in fiscal years beginning after June 30, 1978. Earlier
application is encouraged for transactions consummated in fiscal
years beginning before July 1, 1978, for which financial state
ments have not previously been issued.
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