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Before the 1989 addition of section 1031(f) to the code, tax
practitioners could suggest that their clients use rel ated-party
transactions with section 1031 tax-deferred exchanges to |iquidate an
investnment with mniml tax consequences. The House commttee report on
the Omi bus Budget Reconciliation Act of 1989 (P.L. 101-239) expl ai ned
one of the ways that was done:

Because a |ike-kind exchange results in the substitution of the
basi s of the exchanged property for the property received, related
parties have engaged in |ike-kind exchanges of high basis property
for | ow basis property in anticipation of the sale of the | ow
basis property in order to reduce or avoid the recognition of gain
on the subsequent sale. Basis shifting also can be used to
accelerate a |l oss on retained property. The commttee believes
that if a related party exchange is followed shortly thereafter by
a disposition of the property, the related parties have, in

ef fect, “cashed out” of the investnent, and the original exchange
shoul d not be accorded nonrecognition treatnment.

A decade before, section 453 had already dealt with a simlar
probleminvolving installment sales to related parties and had adopted a
two-year rule. So section 1031(f) decreed that for its purposes, a
di sposition of either the property transferred to the related person or
the property received fromthe related person in less than two years
woul d invalidate the original tax-deferral treatnment. The date of the
sal e woul d, however, be the date of the “cashing-out” of the property,
not the date of the exchange between the related parties.

Teruya Brothers

In Teruya Brothers Ltd. and Subsidiaries v. Conm ssioner, 124 T.C.
No. 4 (2005), Doc 2005-2696, 2005 TNT 27-8, Teruya transferred rea
property to a qualified intermediary. The Q sold that property to
unrel ated parties and then used the sal es proceeds plus boot to buy
repl acenment properties fromTimes Super Market Ltd., a corporation in
which it owned 62.5 percent of the conmon stock. The property sold by
the Q had a |low tax basis, whereas the property bought from Tines had a
hi gh tax basis. One way to avoid section 1031(f) is to establish the
absence of a tax-avoi dance notive for the related-party transaction
When the I RS audited Teruya, however, the agent determned that if
Teruya and Tinmes were viewed as one taxpayer, that taxpayer had “cashed
out” its investnent in the property sold with mninmal incone tax
consequences, and section 1031(f) applied to prevent the tax-deferred
exchange from working. Teruya sought technical advice fromthe IRS. In
TAM 200126007, Doc 2001-17897, 2001 TNT 127-33, the IRS sided with the
revenue agent. The IRS then determ ned a $4, 144, 359 deficiency. Teruya
petitioned the Tax Court.

“This case presents an issue of first inpression regarding the
application of section 1031(f),” admtted Tax Court Judge M chael B
Thornton. Teruya had used a qualified internediary to handle its
transaction. Thus, there was no actual direct exchange of property
bet ween Teruya and Tines, the related parties. Teruya argued that, as a
result, the requirenment of section 1031(f)(1) was not net. Therefore, it
concl uded, the rule of section 1031(f) did not apply.

The I RS did not waste nuch effort contesting Teruya's contention
that section 1031(f)(1) was bypassed by use of the Q. Even if that was
so, explained IRS, it was irrelevant. A transaction that avoids section
1031(f) (1) may still be struck down as violative of section 1031(f)(4),
whi ch provides: “This section shall not apply to any exchange which is
part of a transaction (or series of transactions) structured to avoid
the purposes of this subsection.” That is, if related-party transactions
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are used to take advantage of the tax deferral of section 1031 and are
structured to avoid the anmbit of section 1031(f)(1), they may still be
ineligible for tax deferral under section 1031(f)(4) if they run afou
of the purpose of the section 1031(f) related-party rules.

The Purpose of Section 1031(f)

O course, a statement of the purpose of section 1031(f) would
have nade cl earer the neaning of section 1031(f)(4), but Congress did
not deign to put anything like that in the statute. Judge Thornton was
forced back into the legislative history of section 1031(f) to discern
the “purpose” of section 1031(f). The I RS argued that an exanple there
was on point:

Nonrecognition will not be accorded to any exchange which is part
of a transaction or series of transactions structured to avoid the
purposes of the related party rules. For exanple, if a taxpayer,
pursuant to a prearranged plan, transfers property to an unrel ated
party who then exchanges the property with a party related to the
taxpayer within 2 years of the previous transfer in a transaction
ot herwi se qualifying under section 1031, the related party wll

not be entitled to nonrecognition treatnent under section 1031
[HR Rep. No. 101-247, at 1341 (1989).]

A qualified internediary, argued the IRS, was exactly the type of
unrel ated party to which the exanple referred. Thus, “a deferred
exchange between related parties, involving a qualified internediary,
shoul d be recast as a direct exchange between the related parties.”
Therefore, “if section 1031(f)(1) would preclude nonrecognition
treatnment for the recast transaction, then the deferred exchange shoul d
be deened to have been structured to avoid the purposes of section
1031(f).” That, concluded the IRS, should end the inquiry under section
1031(f)(4).

Judge Thornton was not willing to let the question be that easily
settl ed:
Al t hough respondent’s argunent has superficial appeal, it is only

| oosely grounded in the above-quoted, highly elliptical exanple in
the legislative history. Cf. Mandarino, “Reconciling Rulings on
Rel ated Party Like-Kind Exchanges”, 30 Real Estate Tax'n 174, 175
(Third Quarter 2003) (“Because of the way this exanple is drafted,
it appears not to nmake the point for which it is offered.”).

Mor eover, respondent’s analysis fails to consider the non-tax-
avoi dance exception of section 1031(f)(2)(C . Because this
exception is subsuned within the purposes of section 1031(f), any
inquiry into whether a transaction is structured to avoid the

pur poses of section 1031(f) should also take this exception into
consi derati on.

Avoi dance of Federal Income Taxes as a Principal Purpose

Havi ng said that, however, Judge Thornton then pointed out that
the transacti ons were the econom c equi val ent of direct exchanges
bet ween Teruya and Times, followed by Tines's sales of the properties to
unrel ated parties. He observed that “the record discloses no reason
(other than seeking to avoid the section 1031(f) rules) for Teruya's
using a qualified internediary to acconplish the transactions.” From
that he concluded that the purpose of the nultiparty structure had to be
to avoid the incone tax consequences of a direct exchange while stil
achi eving the same economic effect.

Teruya argued that it had no tax avoi dance notive. It pointed to
the fact that it had retained the properties it received from Tines and

™™

DOCUMENT SERVICE
Doc 2005-3174 (7 pgs)

"Juaju09 Aued paiyl Jo urewop aljgnd Aue ul 1ybuAdod wied 1ou saop S1sAjeuy xe] ‘panlasal siybu |V ‘100z SisAreuy xel (D)



thus it net the “continued investnment” requirement in section 1031. That
argunent did not inpress Judge Thornton:

Section 1031(f) presupposes that an exchange to which it applies
ot herwi se neets the requirenments of section 1031(a)(1l). See sec.
1031(f)(1)(b). Even if Teruya never intended to make a direct sale
of the relinquished properties, this does not mean that section
1031(f) is not inplicated or that the deferred sal e was not
structured so as to avoi d Federal incone taxes. The econonic
substance of the transactions remains that the investnents . .
were cashed out immediately and Tines, a rel ated person, ended up
with the cash proceeds.

O her Transacti ons

VWhat about the fairly conmon situation in which an adult child
owns suitable replacenent property with a relatively high tax basis? The
parent wants to sell his own | ow basis property but still wants to avoid
any tax on the transaction. How does section 1031(f) apply in that
situation if the parent transfers the property to be sold to a qualified
internediary, who then sells it and uses the proceeds to acquire the
repl acenent property fromthe chil d?

That was the situation in Rev. Rul. 2002-83, 2002-2 C. B. 927, Doc
2002- 26223, 2002 TNT 228-14. The ruling cited the committee report
exanpl e we quot ed above:

If a taxpayer, pursuant to a prearranged plan, transfers property
to an unrelated party who then exchanges the property with a party
related to the taxpayer within 2 years of the previous transfer in
a transaction otherw se qualifying under section 1031, the related
party will not be entitled to nonrecognition treatnent under
section 1031.

The ruling concluded that the taxpayer “is using the Q to
circunmvent the purposes of section 1031(f) in the sanme way that the
unrel ated party was used to circunvent the purposes of section 1031(f)
in the legislative history exanple.” If the Q were elinmnated fromthe
transaction, in other words, the taxpayer and the related party would
have swapped properties, followed by the related party selling the
property It received fromthe taxpayer. “The non-recognition provisions
of section 1031(a) do not apply to that exchange,” reasoned the ruling,
because the related party sold the replacenent property within two years
of the exchange.

Change the facts slightly. The child s property is also | owbasis
property and the anpbunt of the child s gain on the sale of the
repl acenent property to the Q wll approximte the anmount of gain the
parent woul d have realized through selling his property outright w thout
any attenpt at tax deferral. If the child has an unused capital |oss
carryover, so that the amount of tax that will actually be paid will be
far less than the tax if the parent had to recognize the gain, it would
appear that section 1031(f) would apply to treat the sale within two
years as that of the parent.

However, if all that is happening is that taxation is being
shifted fromthe parent, a resident of a high-tax state, to the child, a
resident of a state without an inconme tax, it appears that the parent
shoul d have a good argunent under section 1031(f)(2)(C that what has
occurred did not have “as one of its principal purposes the avoi dance of
Federal income tax.” It may have been intended to avoid state incone
tax, but that is a legitinmate business purpose under federal incone tax
I aw.
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Form vs. Substance

In Barker v. Comm ssioner, 74 T.C. 555, 561 (1980), the Tax Court
conment ed about section 1031 that:

The “exchange” requirenent poses an anal ytical problem because it
runs headlong into the famliar tax [aw nmaxi mthat the substance
of a transaction controls over form In a sense, the substance of
a transaction in which the taxpayer sells property and i mredi ately
reinvests the process in |like-kind property is not nmuch different
fromthe substance of a transaction in which two parcels are
exchanged wi t hout cash. Bell Lines, Inc. v. United States, 480
F.2d 710, 711 (4th Gr. 1973). Yet, if the exchange requirenent is
to have any significance at all, the perhaps formalistic

di fference between the two types of transactions nust, at |east on
occasi on, engender different results. Accord, Starker v. United
States, 602 F.2d 1341, 1352 (9th Cr. 1979).

Into that formalistic approach to property exchanges, with its
specific statutory rules and regul atory enbel |l i shnments (enacted in the
wake of Starker) governing deferred exchanges, section 1031(f)

i ntroduced two subjective rules regarding rel ated-party transactions:
the rule of section 1031(f)(2)(C that related-party transactions were
acceptable if avoidance of federal income tax was not one of their
princi pal purposes and the rule of section 1031(f)(4) that said that
they were verboten if structured to avoid section 1031(f).

Thus, if Parent and Child exchange property and treat the
transaction on both sides as section 1031 exchanges, and Child | ater
decides not to retain the property received from Parent, both may stil
have valid section 1031 exchanges if they can establish that federa
i ncome tax avoi dance was not a principal purpose of the exchange. But
what if Child decides, within two years of the exchange, to enter into
anot her tax-free exchange with an unrelated party, using the property
acquired fromParent to acquire a different piece of property. Section
1031(f)(1(C) voids the section 1031 treatnent if “the related person
di sposes of such property” within the two-year period. However, what is
the neaning of “disposed”? Is a further section 1031 exchange with an
unrel ated party a di sposition?

We do not think so. It is true that section 1031(f)(2) does not
treat any disposition after the death of either the taxpayer or the
rel ated person, or in certain compul sory or involuntary conversions, as
a disposition that triggers section 1031(f). In conpul sory or
i nvol untary conversion situations, the section 1031 exchange nust have
occurred before the threat or immnence of the conversion. Fromthat,
one coul d deduce an intent -- by not nentioning those transactions -- to
treat a further section 1031 exchange as a disposition. But even if the
second section 1031 exchange is technically a disposition, it would
appear to be excludable fromthe voiding effect of section 1031(f)
because of section 1031(f)(2)(C, because avoi dance of federal incone
tax woul d seemunlikely. That avoidance would normally be unlikely
because Parent coul d have engaged in the second tax-free exchange
wi t hout tax consequences even w thout the first exchange having
occurred. Death and involuntary conversions are situations that can be
objectively identified as being beyond the control of the taxpayer and
thus not situations involving tax avoidance in either the exchange of
properties or their disposition. So, too, it should be possible to argue
successfully that tax avoidance is hardly the notivation if the
di sposition can be denpbnstrated to be sonmething not contenplated at the
time of the original exchange that occurred because of devel opnents
beyond the control of the taxpayer. It normally should al so be possible
to denonstrate the |lack of tax avoi dance notive when the transaction
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coul d have been structured to be tax-free under section 1031 w thout the
rel ated-party exchange.

Rel at ed Per sons

The rel ated parties to whom section 1031(f)(4) applies are not --
contrary to what one logically mght expect fromour earlier reference
to the simlar two-year rule in section 453(e) -- the identical related
parties specified in section 453(f)(1), but they are nearly so. Section
453 rel ated persons are determ ned under either section 267(b) or
section 318(a). Section 267(b) also applies for section 1031(f)
pur poses, but section 707(b)(1) partnership attribution replaces section
318(a)’s stock attribution. The difference is due to the greater
enphasi s on corporate stock in the installnment sale area and on
partnershi ps when dealing with section 1031 exchanges, dom nated as that
area is by real estate transactions.

Section 267(b) lists 13 categories of relationships, including
menbers of a famly, corporations in which an individual owns nore than
50 percent in value of the outstanding stock, grantors and fiduciaries
of trusts, and fiduciaries and beneficiaries of trusts. Notably absent
fromsection 267(b) is the partner-partnership relationship. That is
dealt with by the reference in the section 1031(f)(3) definition to “any
person bearing a relationship to the taxpayer described in .
section 707(b)(1),” which enbraces both “a partnership and a person
owning, directly or indirectly, nmore than 50 percent of the capita
interest, or the profits interest in such partnership, or two
partnerships in which the same persons own, directly or indirectly, nore
than 50 percent of the capital interests or profit interests.”

Concl usi on

Section 1031 exchanges between related parties are pernitted, but
the tax practitioner needs to think through the details to avoid
unexpect ed consequences. The | esson of the Teruya opinion is that if the
ef fect of what happened in a nmultiparty exchange is the same as if an
exchange had occurred between related parties, the nere fact that
unrel ated parties were involved, especially when involved as qualified
internediaries, will not change the outconme. If either related party to
the exchange di sposes of the property received within two years, there
is a probability that the IRS will take the position that the origina
exchange is thereby rendered taxable as of the date of that disposition
The taxpayer can still keep the original tax-free treatnment if 1t can be
established that avoi dance of federal incone taxes was not a principa
purpose of both the original exchange and t he subsequent disposition of
the property. The tax practitioner involved with that rel ated-party
transaction therefore needs to focus on docunenting the absence of
federal income tax avoi dance notives. In turn, taxpayers need to be
cautioned of the tax danger of either property being disposed of within
the two-year period. Form 8824, the |ike-kind exchange reporting form
is useful in that regard. Part | asks whether a rel ated-party exchange
occurred and Part Il asks for additional information covering current
rel ated-party exchanges and those of the prior two years.

The tax practitioner also needs to be sensitive to the possibility
that a rel ated-party exchange may have occurred indirectly -- such as
through the use of a qualified intermediary -- and focus when anal yzi ng
the transaction on not only the nature of the property being acquired as
repl acenent property but also on the identity of the person fromwhomit
is being acquired. Section 1031(f)(1) does not say “directly or
i ndirectly” when describing taxpayer exchanges with a related person
but Judge Thornton has so interpreted section 1031(f)(4) in his Teruya
opinion as to inpart “directly or indirectly” into those transactions
covered by section 1031(f) by virtue of being structured to avoid that
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subsecti on. The Form 8824 questions ask about direct or indirect
rel ated-party transactions.

In any event, the valuation of properties involved in related-party
exchanges needs to be better docunented than often occurs. Rel ated-party
exchanges w t hout subsequent dispositions often provide an avenue for
the transfer of values fromone party to another, such as in an exchange
by Parent of Blackacre, with an actual fair market value of $2 mllion
for Child s Witeacre, which has an actual fair market value of only
$1.2 mllion even though its agreed value in the transaction is also
treated as $2 mllion. In addition to inproper valuations, of course,
creation and exchange of fractional interests can al so affect
val uations, but legitimtely. For exanple, Husband and Wfe, owning rea
estate as separate property, can reduce the total value of that property
by exchanging fractional interests between thenselves and their
children. If Husband dies owning 25 percent undivided interests in four
equal |y val uabl e parcels of real estate, the estate tax valuation of his
interests in real estate may be 25 percent to 40 percent less than if he
had di ed owni ng 100 percent of one piece. Neither attribution nor
aggregation rules generally apply when it comes to gift or estate tax
val uation. See Estate of Bright v. United States, 658 F2d 999 (5th Cir.
1981).
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