
Disaster Area Disaster Description Disaster Date

Wisconsin

Counties of Adams, Ashland, Barron, Bayfield, Buffalo,
Burnett, Calumet, Chippewa, Clark, Crawford, Douglas,
Dunn, Grant, Iron, Jackson, Juneau, La Crosse, Outagamie,
Pepin, Pierce, Polk, Portage, Rusk, St. Croix, Taylor,
Trempealeau, Vernon, Washburn, Waupaca, Waushara,
Winnebago, and Wood

FEMA-1369-DR
Flooding

April 10–July 6

Section 167.—Depreciation

If impact fees incurred by a taxpayer in connec-
tion with the new construction or expansion of a
building are capitalized costs allocable to the build-
ing, are these fees depreciable under § 167(a) of the
Internal Revenue Code? See Rev. Rul. 2002–9, on
this page.

Section 168.—Accelerated
Cost Recovery System

If impact fees incurred by a taxpayer in connec-
tion with the new construction or expansion of a
building are capitalized costs allocable to the build-
ing, how are these fees depreciated under § 168 of
the Internal Revenue Code? See Rev. Rul. 2002–9,
on this page.

Section 263.—Capital
Expenditures

26 CFR 1.263(a)–1: Capital expenditures; in gen-
eral.

Are impact fees incurred by a taxpayer in con-
nection with the construction of a new residential
rental building capitalized costs allocable to the
building under § 263(a) of the Internal Revenue
Code? See Rev. Rul. 2002–9, on this page.

Section 263A.—Capitalization
and Inclusion in Inventory
Costs of Certain Expenses

26 CFR 1.263A–1: Uniform capitalization of costs.
(Also §§ 42, 167, 168, 263, 446, 481; 1.263(a)–1.)

Impact fees. This ruling provides that
impact fees incurred by a taxpayer in con-
nection with the construction of a new
residential rental building are capitalized
costs allocable to the building.

Rev. Rul. 2002–9

ISSUE

Are “impact fees” incurred by a tax-
payer in connection with the construction
of a new residential rental building capi-
talized costs allocable to the building
under §§ 263(a) and 263A of the Internal
Revenue Code?

FACTS

Taxpayer is in the business of develop-
ing, owning, and leasing residential rental
property. Taxpayer purchased unimproved
land located in County on which Tax-
payer will construct a new residential
building that it will rent to tenants. The
development plan submitted by Taxpayer
to County indicates that the building is
expected to have x number of rental units.
County imposes “impact fees” on new
and expanded development.

Impact fees are one-time charges that
are imposed by a state or local govern-
ment against new development or expan-
sion of existing development to finance
specific offsite capital improvements for
general public use that are necessitated by
the new or expanded development. Gen-
erally, impact fees are refundable (in full
or in part) if the new or expanded devel-
opment ultimately is not constructed as
planned.

Taxpayer was required by County to
pay various impact fees (for example, for
schools and law enforcement and fire pro-
tection facilities) in order to compensate
County for the financial impact of Tax-
payer’s new building. These impact fees
were calculated based on Taxpayer’s pro-
jection of the number of rental units in,
and on the size of, the building. Taxpayer
paid the impact fees when the construc-
tion permit for the building was issued.

LAW AND ANALYSIS

Section 263(a) and § 1.263(a)–1(a) of
the Income Tax Regulations provide that
no deduction is allowed for any amount
paid out for new buildings or for perma-
nent improvements or betterments made
to increase the value of any property or
estate. Section 1.263(a)–2(a) provides
that capital expenditures include the cost
of acquisition, construction, or erection of
buildings, machinery and equipment, fur-
niture and fixtures, and similar property
having a useful life substantially beyond
the taxable year.

Section 263A provides, in part, that
direct costs and a properly allocable por-
tion of indirect costs of real or tangible
personal property produced by a taxpayer
must be capitalized to the property pro-
duced. See also § 1.263A–1(a)(3)(ii).
Section 263A(g)(1) provides that the term
“produce” includes construct, build,
install, manufacture, develop, or improve.
See also § 1.263A–2(a)(1)(i). Property
produced may include land, buildings,
land improvements, and other tangible
property owned by the taxpayer for fed-
eral income tax purposes. See § 1.263A–
2(a)(1)(ii). Section 1.263A–2(a)(3)(i) pro-
vides that any cost required to be
capitalized by § 263A must be capitalized
regardless of whether the cost was
incurred before, during, or after produc-
tion.

Section 1.263A–1(e) provides rules for
determining the direct and indirect costs
that are required to be capitalized to prop-
erty produced. Section 1.263A–1(e)(2)(i)
provides that direct costs consist of direct
material and direct labor costs. Section
1.263A–1(e)(3)(i) defines indirect costs
as all costs other than direct material
costs and direct labor costs. Indirect costs
are properly allocable to property pro-
duced when the costs directly benefit, or
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are incurred by reason of, the perfor-
mance of production activities. Indirect
costs that are allocable to production
activities then must be allocated among
the properties produced. See § 1.263A–
1(f).

In Oriole Homes Corp. v. U.S., 705
F.Supp. 1531 (S.D. Fla. 1989), the court
held that road, educational, regional park,
and municipal park impact fees required
for the approval and recordation of plats
for subdivisions are capital expenditures,
to be capitalized as a development cost
and deducted pro rata as each house is
sold. In reaching its holding, the court
stated that “the impact fees increased the
value of the subdivisions and secured a
benefit which lasted beyond the taxable
year in which they were incurred.” Simi-
larly, the impact fees incurred by Tax-
payer resulted in a permanent improve-
ment or betterment to Taxpayer ’s
development project. Accordingly, consis-
tent with Oriole Homes, the impact fees
incurred by Taxpayer must be capitalized
to the property produced under § 263(a).

Moreover, because Taxpayer’s devel-
opment project constitutes production of
property within the meaning of
§ 263A(g)(1), Taxpayer is required to
capitalize under § 263A the direct costs
and a proper share of the allocable indi-
rect costs associated with the develop-
ment. In Von-Lusk v. Commissioner, 104
T.C. 207 (1995), the court held that cer-
tain expenses incurred by a real estate
developer before actual physical work
began on undeveloped land are subject to
§ 263A. The court found that the develop-
er’s activities, such as obtaining building
permits and zoning variances, negotiating
permit fees, and similar activities, repre-
sent the “first steps in the development of
the property.” The court further noted that
the pursuit of building permits and zoning
variances, negotiating permit fees, and
similar activities “are ancillary to actual
physical work on the land and are as
much a part of a development project as
digging a foundation or completing a
structure’s frame. The project cannot
move forward if these steps are not
taken.”

The impact fees incurred by Taxpayer
are not direct costs within the meaning of
§ 263A because they are neither direct
material nor direct labor costs. However,
the impact fees are indirect costs under

§ 263A because they directly benefit, and
are incurred by reason of, Taxpayer’s pro-
duction activity. Similar to the costs at
issue in Von-Lusk, the impact fees were
assessed by County because of Taxpay-
er’s plans to construct the new residential
building, and thus are “as much a part of
a development project as digging a foun-
dation or completing a structure’s frame.”
Thus, in accordance with § 1.263A–1(f),
Taxpayer must allocate the impact fees to
the property produced based on all the
facts and circumstances. Because the
impact fees are assessed as a result of
Taxpayer’s plans to construct the build-
ing, the amount of the impact fees is cal-
culated based upon the characteristics of
the building, and the impact fees gener-
ally would be refundable if Taxpayer
decides not to construct the building as
planned, the impact fees are allocable to
the building. Accordingly, the impact fees
must be capitalized under § 263A as indi-
rect costs allocable to the new residential
rental building.

HOLDING

“Impact fees” incurred by a taxpayer
in connection with the construction of a
new residential rental building are capi-
talized costs allocable to the building
under §§ 263(a) and 263A.

APPLICATION

Any change in a taxpayer’s treatment
of impact fees incurred in connection
with the new construction or expansion of
a building to conform with this revenue
ruling is a change in method of account-
ing to which the provisions of §§ 446 and
481 and the regulations thereunder apply.

A taxpayer wanting to change the
method of accounting for impact fees to
conform with this revenue ruling must
follow the automatic change in method of
accounting provisions in Rev. Proc.
2002–9 (2002–3 I.R.B. 327) (or its suc-
cessor), as modified and clarified by
Announcement 2002–17 (2002–8 I.R.B.
561), with the following modifications:

(1) If the taxpayer changes its method
of accounting for impact fees to conform
with this revenue ruling for the first tax-
able year ending on or after December
31, 2001, the scope limitations in section
4.02 of Rev. Proc. 2002–9 do not apply;
and

(2) To assist the Internal Revenue Ser-
vice in processing changes in method of
accounting under this revenue ruling, and
to ensure proper handling, section
6.02(4)(a) of Rev. Proc. 2002–9 is modi-
fied to require that a Form 3115 filed
under this revenue ruling include the
statement “Automatic Change Filed
Under Rev. Rul. 2002–9.” This statement
should be legibly printed or typed on the
appropriate line on the Form 3115.

If a taxpayer changes its method of
accounting for impact fees to conform
with this revenue ruling, the treatment of
impact fees will not be raised as an issue
in any taxable year before the year of
change, consistent with the audit protec-
tion provision of section 7.01 of Rev.
Proc. 2002–9. If this change in method of
accounting is made for the taxpayer’s first
taxable year ending on or after December
31, 2001, and the treatment of impact fees
has already been raised as an issue in a
taxable year before the taxpayer’s first
taxable year ending on or after December
31, 2001, the treatment of impact fees
will not be further pursued.

If a depreciation deduction is allow-
able under § 167(a) for the building and it
is subject to § 168, the taxpayer must
depreciate the impact fees under § 168 as
residential rental property or nonresiden-
tial real property (as both are defined in
§ 168(e)(2)), as appropriate, beginning
when the newly constructed building or
the expansion of the building is placed in
service by the taxpayer. Moreover, for
purposes of § 42, impact fees are included
in the eligible basis of a qualified low-
income building. A change in method of
accounting for impact fees to conform to
this revenue ruling does not affect the
amount of credit that has been allocated
under § 42(h)(1) or allowed for buildings
financed with tax-exempt bonds subject
to the volume cap as determined under
§ 42(h)(4).

EFFECT ON OTHER DOCUMENTS

Rev. Proc. 2002–9 is modified and
amplified to include this accounting
method change in section 4 of the
APPENDIX.

DRAFTING INFORMATION

The principal authors of this revenue
ruling are Kathleen Reed and Christopher
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J. Wilson of the Office of Associate Chief
Counsel (Passthroughs and Special Indus-
tries). For further information regarding
§ 42, 167, or 168, contact Gregory Doran
at (202) 622-3040 or Mr. Wilson at (808)
539-2874. For further information regard-
ing § 263(a) or 263A, contact Cheryl L.
Oseekey at (202) 622–4970. These are
not toll-free calls.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term
rates are set forth for the month of March 2002. See
Rev. Rul. 2002–10, on this page.

Section 382.—Limitation on
Net Operating Loss
Carryforwards and Certain
Built-In Losses Following
Ownership Change

The adjusted applicable federal long-term rate is
set forth for the month of March 2002. See Rev.
Rul. 2002–10, on this page.

Section 412.—Minimum
Funding Standards

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 446.—General Rule
for Methods of Accounting

If a taxpayer changes its treatment of impact
fees incurred in connection with the new construc-
tion or expansion of a building, is this change a
change in method of accounting under § 446(e) of
the Internal Revenue Code? See Rev. Rul. 2002–9,
page 614.

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 468.—Special Rules
for Mining and Solid Waste
Reclamation and Closing
Costs

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 481.—Adjustments
Required by Changes in
Method of Accounting

If a taxpayer changes its treatment of impact
fees incurred in connection with the new construc-
tion or expansion of a building, is an adjustment
under § 481 of the Internal Revenue Code taken into
account in computing taxable income? See Rev.
Rul. 2002–9, page 614.

Section 482.—Allocation of
Income and Deductions
Among Taxpayers

Federal short-term, mid-term, and long-term
rates are set forth for the month of March 2002. See
Rev. Rul. 2002–10, on this page.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 642.—Special Rules
for Credits and Deductions

Federal short-term, mid-term, and long-term
rates are set forth for the month of March 2002. See
Rev. Rul. 2002–10, on this page.

Section 807.—Rules for
Certain Reserves

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 2002. See Rev. Rul. 2002–10, on this
page.

Section 1274.—Determin-
ation of Issue Price in the
Case of Certain Debt
Instruments Issued for
Property

(Also sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal rates; adjusted federal
rates; adjusted federal long-term rate
and the long-term exempt rate. For pur-
poses of sections 382, 1274, 1288, and
other sections of the Code, tables set forth
the rates for March 2002.

Rev. Rul. 2002–10

This revenue ruling provides various
prescribed rates for federal income tax
purposes for March 2002 (the current
month). Table 1 contains the short-term,
mid-term, and long-term applicable fed-
eral rates (AFR) for the current month for
purposes of section 1274(d) of the Inter-
nal Revenue Code. Table 2 contains the
short-term, mid-term, and long-term
adjusted applicable federal rates (adjusted
AFR) for the current month for purposes
of section 1288(b). Table 3 sets forth the
adjusted federal long-term rate and the
long-term tax-exempt rate described in
section 382(f). Table 4 contains the
appropriate percentages for determining
the low-income housing credit described
in section 42(b)(2) for buildings placed in
service during the current month. Finally,
Table 5 contains the federal rate for deter-
mining the present value of an annuity, an
interest for life or for a term of years, or
a remainder or a reversionary interest for
purposes of section 7520.
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