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PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal
Revenue Code in effect when the petition was filed.! Pursuant to

section 7463(b), the decision to be entered is not revi ewabl e by

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year at issue. Al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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any other court, and this opinion shall not be treated as
precedent for any other case.

Respondent determ ned a deficiency of $14,475 in
petitioners’ 2005 Federal incone tax and an accuracy-rel ated
penalty of $2,895. After concessions,? the sole issue for
decision is whether petitioners are entitled to nonrecognition of
gai n under section 1031 for a 2005 real estate transaction.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
California at the tinme the petition was fil ed.

Petitioners owned an undevel oped parcel of property in Lake
Havasu City, Arizona (Arizona property). Petitioners held the
Arizona property for investnent. Petitioners desired to own
i nvestnent property closer to their California residence. After
receiving sone limted advice concerning a tax-free exchange of
properties, petitioners took steps to sell the Arizona property
and purchase new property with the intention of executing a tax-
free exchange. On March 4, 2005, petitioners sold the Arizona
property for $76,000. The buyers of the property paid

petitioners $10, 000, and the renmining $66, 000 was placed in an

2Respondent conceded the accuracy-rel ated penalty.
Petitioners conceded respondent’s disall owance of deductions on
their Schedule A, Item zed Deducti ons.
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escrow account with Capital Title Agency, Inc. (Capital Title).
At petitioners’ direction $61,743.25 was held in the escrow
account. Capital Title initially released $4,256.75 to
petitioners. Petitioners’ basis in the Arizona property was
$8, 500.

In furtherance of the purchase petitioners nade paynments® to
Chicago Title Co. (Chicago Title) and placed in an escrow account

as foll ows:

Dat e Amount.

Jan. 4, 2005 $10, 000. 00
Mar. 14, 2005 (three separate paynents) 24, 700. 00
4, 256. 75

294. 00

Mar. 18, 2005 161, 550. 00
100, 800. 75

This paynent was transferred fromthe Capital Title escrow
account to the Chicago Title escrow account as petitioners
di rect ed.
The Capital Title and Chicago Title escrow agreenents did not
reference a |ike-kind exchange under section 1031, nor did they
expressly limt petitioners’ right to receive, pledge, borrow, or

ot herwi se obtain the benefits of the funds.

Di scussi on

In general, the Conmm ssioner’s determnation set forth in a

notice of deficiency is presuned correct, and the taxpayer bears

3The paynents are | abel ed “Deposits” in the escrow
agr eenent .
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the burden of showing that the determnation is in error. Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933). Pursuant

to section 7491(a), the burden of proof as to factual matters
shifts to the Conm ssioner under certain circunstances.
Petitioners did not allege that section 7491(a) applies. See
sec. 7491(a)(2)(A) and (B). Therefore, petitioners bear the
burden of proof. See Rule 142(a).

The general rule regarding recognition of gain or |oss on
the sale or exchange of property is that the entire anount of the
gain or loss is recognized. Sec. 1001(c). An exception to the
general rule is found in section 1031.

Section 1031 provides that no gain or loss is recognized
when business or investnment property is exchanged solely for
ot her business or investnent property of l|like kind. The
regul ations define “like kind” as a reference to the nature or
character of the property and not the property’ s grade or
quality. Sec. 1.1031(a)-1(b), Inconme Tax Regs. |In order to take
advant age of the nonrecognition provisions of section 1031
t hrough a deferred exchange, a taxpayer nust satisfy a nunber of
technical requirenents.! Sec. 1031(a)(3); sec. 1.1031(k)-1,

| ncome Tax Regs.

_ The timng requirenents of sec. 1031(a)(3) are not at
i ssue.
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A deferred exchange is defined as “an exchange in which
pursuant to an agreenent, the taxpayer transfers property held
for * * * jnvestnent * * * and subsequently receives property to
be held * * * for investnment”. Sec. 1.1031(k)-1(a), Inconme Tax
Regs. To qualify as a deferred exchange the transaction nust be
an exchange of property, not a transfer of property for noney.
Id. The reinvestnent of the proceeds froma cash sale of one
property into a second property of like kind will not qualify as

a section 1031 exchange. G eene v. Comm ssioner, T.C Meno.

1991-403 (citing Carlton v. United States, 385 F.2d 238, 242 (5th

Cr. 1967), Coastal Termnals, Inc. v. United States, 320 F.2d

333, 337 (4th Cr. 1963), and Estate of Bowers v. Conm ssioner,

94 T.C. 582, 589 (1990)); Lee v. Conmi ssioner, T.C. Menp. 1986-

294; dbson v. Comm ssioner, T.C. Meno. 1982-342; sec. 1.1031(k)-

1(a), Income Tax Regs. @Gain or loss may be recognized if the
t axpayer actually or constructively receives noney that does not
meet the qualifications of section 1031(a) before the taxpayer
actually receives like-kind property. Sec. 1.1031(k)-1(a),
| ncome Tax Regs.

“The taxpayer is in constructive receipt of noney or
property at the tine the noney or property is credited to the
t axpayer’s account, set apart for the taxpayer, or otherw se nmade
avai l abl e so that the taxpayer may draw upon it at any tine”.

Sec. 1.1031(k)-1(f)(2), Incone Tax Regs. |If the taxpayer’s
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control of receipt of the noney or property is subject to
substantial limtations or restrictions, then there is no
constructive receipt. [d. To avoid being in constructive
recei pt of noney or property, a taxpayer may use a qualified
escrow account. Section 1.1031(k)-1(g)(3), Inconme Tax Regs.,
defines a qualified escrow account as the foll ow ng:

(i) A qualified escrow account is an escrow account
wher ei n- -

(A) The escrow holder is not the taxpayer or a
disqualified person * * * and

(B) The escrow agreenent expressly limts the
t axpayer’s right to receive, pledge, borrow, or
ot herwi se obtain the benefits of the cash or cash
equi valent held in the escrow account * * *.
The taxpayer’s own |limtation of use of the funds does not
convert the escrow account into a qualified escrow account.

Klein v. Comm ssioner, T.C Mno. 1993-491.

The Arizona property and the California property are |ike-
kind properties. At issue is whether there was an exchange
wi thin the neaning of the statute and the regul ati ons.

We have no doubt that petitioners intended the transaction
to qualify under the provisions of section 1031. However, it is
wel | established that a taxpayer’s intention to take advant age of
tax | aws does not determ ne the tax consequences of his

transactions. Bezdjian v. Conm ssioner, 845 F.2d 217 (9th G

1988), affg. T.C. Menpb. 1987-140; Carlton v. United States, supra

at 243 (citing Conmm ssioner v. Duberstein, 363 U S. 278, 286
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(1960)). To support their argunent, petitioners testified that
the funds in the Capital Title escrow account were held solely
for the purchase of the California property and that they
received no proceeds fromthe sale of the Arizona property.

Respondent argues that petitioners’ transactions were a sale
and reinvestnent of the proceeds because the Capital Title escrow
agreenent did not expressly restrict petitioners’ access to and
use of the funds held in the escrow account. Respondent asserts
that petitioners were in constructive receipt of the proceeds
fromthe sale of the Arizona property and that the gain on the
sal e nust be recogni zed in 2005.

The underlyi ng purpose of section 1031 is to permt a
t axpayer to defer gain with respect to “an ongoi ng i nvestnent,
rather than ridding hinself of one investnent to obtain another.”

Teruya Bros., Ltd. v. Conmm ssioner, 580 F.3d 1038, 1042 (9th G

2009) (citing Starker v. United States, 602 F.2d 1341, 1352 (9th

Cr. 1979) (“The legislative history [of sec. 1031] reveal s that
t he provision was designed to avoid the inposition of a tax on
t hose who do not ‘cash in’ on their investnents in trade or
busi ness property.”)), affg. 124 T.C. 45 (2005).

Nei t her escrow agreenent expressly limted petitioners’
right to receive, pledge, borrow, or otherw se obtain the benefit
of the funds nor made any nention of a |ike-kind exchange.

Because of the lack of limtations, neither escrow account was a
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qualified escrow account. See Hillyer v. Conmm ssioner, T.C

Meno. 1996-214; Lee v. Conmi ssioner, supra. Although petitioners

used the funds in the Capital Title escrow account to purchase
the California property, the |ack of express limtations in the
escrow agreenent results in petitioners’ being treated as having
constructively received the proceeds.

We concl ude that the disposition of the Arizona property was
a sale and the funds deposited in the Capital Title escrow
account represent the receipt of the proceeds. See sec. 1001(c).
Consequently, this transaction does not qualify for section 1031
nonrecognition, and petitioners nust recognize gain for 2005.
See sec. 1001(c). The Court notes that the tax consequences are
not what petitioners intended and the result may seem sonmewhat
harsh. However, Congress enacted strict provisions under section
1031 with which taxpayers nust conply. W also note that
respondent has conceded the accuracy-rel ated penalty.

We have considered the parties’ argunents and, to the extent
not di scussed herein, we conclude the argunents are irrel evant,

moot, or without nerit.



To reflect the foregoing,

Deci sion will be entered

for respondent as to the

deficiency in income tax and

for petitioners as to the

accuracy-rel ated penalty.




