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BUYING on TIME

COMMERCIAL INSTALLMENT SALES

BY JERROLD J. STERN

ment sales can be attractive to both buyers and sellers. Buyers can defer their payments and
benefit from leverage. Sellers can increase their cash flow. Moreover, if there is an impasse
in negotiating the deal, an installment sale could produce a favorable outcome. Characteristics of the
transaction, such as the interest rate and purchase price, can be manipulated to the benefit of both the
buyer and seller.

Years ago, Seller purchased land for $600,000. Its current fair market value is $2 million. Buyer offers
Seller an installment sale arrangement comprising a $200,000 down payment and a nine-year purchase
money mortgage for the $1.8 million balance at a 6 percent interest rate. Buyer has a 35 percent mar-
ginal tax rate. Assume Buyer can earn 4 percent interest on an alternative (lower risk) investment.

The table illustrates the computations for a comparison between a cash sale and an installment sale.
The computations demonstrate that, for Year 1, Seller is better off by 61 percent ($74,854 compared
with $46,540) with an installment sale. Seller’s extra return is almost entirely due to the higher inter-
est rate on the purchase money mortgage.

O ne way to purchase or sell commercial real estate is through an installment approach. Install-



Seller’s returns decline over time as the mort-
gage is paid off, which could dampen Seller’s
enthusiasm about the installment sale. In that
case, Buyer could offer a higher purchase price, C h S I
a higher down payment and/or a higher interest q s q e
rate. Of course, Buyer needs to be cognizant of the

effect of these changes on his/her after-tax return.
Other issues to consider are summarized below.

VS.
Real Estate Dealers I nStallment Sqle]

Dealers cannot sell (inventory) property using the
installment method. Thus, even though pay-
ments may be received over time, dealers must

pay tax on all of the gain at ordinary tax rates CAS H I N STALLM E NT

in the year of sale. An exception in the law does

allow installment sale treatment on dealer sales $2 OOO OOO sale price $ 2 OOO OOO
V4 / V4 7/

of unimproved residential lots.

Related Party Sales 5600,000 tax basis 5600,000

Installment sale treatment is not available for

sales between related parties — spouses, children,

grandchildren, parents of the seller and certain

businesses owned or partially owned by the seller. S ] ,400, OOO gain $ ] ,400, OOO
This rule is necessary to prevent a seller from
deferring tax while the related party sells the
property to a third party at its fair market value,
generating a zero taxable gain. The zero gain is
due to the tax basis of the property becoming

equal to fair market value when the installment $ 2 , O O O, O O O recc:?be?iqg;ngz:ler $ 2 O O, O O O

sale occurs.

Imputed Interest Rate

The seller may want to dramatically lower the e vz am @aalh aslles
mortgage interest rate and raise the purchase - $2 ] O / OOO $1,400,000 x 15%

price. This would benefit the seller by convert-
ing ordinary interest income (taxed at ordinary Peaer
. . ess rear ax on
tax rates) to cgpltal gain income (taxed at. 15 installment sale at 15%% = $2] , OOO
percent). (A higher purchase price would increase
the amount of capital gain.) This strategy will

work as long as the interest rate is not below the $ “immediate aftertax $

“applicable Federal rate” (AFR). If so, the AFR ] / 79 O, OOO cash flow” ] 79, OOO
becomes the effective interest rate for tax pur-
poses. Currently, the AFR for loans with terms

of three to nine years is only 1.07 percent. For aftertax profit from
loans with terms over nine years, the AFR is 2.64 investing “immediate $
percent. 4 34 6, 540 aﬂer—tqutxzcgfyhaflow” 4, 654

Installment sales can provide benefits to both
buyers and sellers, but assistance from a compe-

tent tax accountant or tax attorney is advised. ¥ after-tax interest on
Y ; ) $1,800,000
Dr. Stern (stern@indiana.edu) is a Teseflrch.fellow with the ($2 million - $200,000) $ 70[ 2 OO
Real Estate Center at Texas AGM University and a profes- mortgage principal at 3.9%"
sor of accounting in the Kelley School of Business at Indiana
University.

$46,540 iicmne $74,854

Installment sales of commercial real estate can

provide significant advantages for both buyers
and sellers. Ad]UStments of contract terms such 'The new Texas rules regarding seller financing do not pertain to commercial real estate sales.

as interest rate, down payment and sales price 2(200,000/2,000,000) x 1,400,000 x 15% = 21,000 [Additional computations would apply to sales over $5 million]
3Assumed 4% pretax interest rate from an alternative investment - (tax: 35% x 4%) = 2.6%
can help close the deal. 4Assumed 6% pretax interest rate on mortgage - (tax: 35% x 6%) = 3.9%
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We’re Going to Need
a Bigger Trophy Case

During the last 40 years, the Real Estate Center staff
has won more than 200 awards for its communications
expertise. The winning legacy continues.
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Who Should Attend

August 29-31, 2012
Hyatt Regency San Antonio Riverwalk
San Antonio, Texas

ual Legal Seminar on Ad Valorem Taxation provides a wealth
on a variety of legal, economic and other relevant issues.

ending e learn about the latest legal issues in ad valorem
taxation

e understand current economic trends

e gain insight into how public policies are developed

® examine appraisal practices

e real estate licensees @ investors

e appraisers e land buyers
e policy makers e land sellers
e lenders e consultants

e attorneys

Online www.recenter.tamu.edu/register
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