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P had operated his business on the M Street
property since 1977. In 1992, P purchased the
uni nproved L Drive property as replacenent property.
I n Septenber 1993, P and WL.C, who wi shed to acquire M
Street, agreed that M Street and uninproved L Drive
were of equal value, $142,400; P quitclaimed title to L
Drive to W.C for a deferred cash consideration of
$142,400, to be paid at a second closing; W.C agreed to
build a building on L Drive to P s specifications and
in Decenber 1993 to reconvey L Drive to P, with the
substantially conpleted building on it, in exchange for
M Street. These transactions closed as agreed. Wile
WLC held title to L Drive, P retained beneficial
owner ship thereof and was responsible for al
transaction costs and carrying charges. Construction
was financed by a note and nortgage guaranteed by P
that were nonrecourse as to W.C, and P assuned personal



liability for themat the second cl osing, when W.C paid
P the cash consideration of $142, 400.

Hel d: The subject transactions were a sale of M
Street to W.C for $142,400, as determned by R rather
than a sale of uninproved L Street, followed by a
reverse |ike-kind exchange of M Street for inproved L
Street under sec. 1031(a), |I.R C., as reported by P.
Because P never divested hinself of beneficial
ownership of L Street, P could not acquire inproved L
Street as replacenent property in exchange for his
relinqui shment of M Street to W.C. Held, further, Pis
not |liable for the accuracy-rel ated penalty under sec.
6662(a), |.R C.

Brian R Mudd, for petitioners.

M chael J. Cal abrese, for respondent.

BEGHE, Judge: Respondent determ ned for the taxable year
1993 that petitioners had a Federal incone tax deficiency of
$23,796 and were liable for a section 6662(a)! accuracy-rel ated
penal ty of $4, 759.

The sol e substantive issue for decision is whether the
subj ect transactions qualified as a taxable sale of the Lawence
Drive property and a |ike-kind section 1031(a)(1) exchange of the
McDonal d Street property, as petitioners reported them or was a

taxabl e sale of the McDonal d Street property, as respondent

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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determ ned. W uphold respondent’s determ nation that the
transactions resulted in a sale of the McDonald Street property,
but we hold for petitioners on the penalty issue.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of fact and the acconpanying exhibits are
i ncorporated herein by this reference. Petitioners are husband
and wife who resided in Geen Bay, Wsconsin, at the tinme they
filed their petition.

Since 1969, petitioner Donald DeCl eene (petitioner) has
owned and operated a trucking/truck repair business. 1In 1976 and
1977, petitioner purchased inproved real property |ocated on
McDonal d Street, G een Bay (the McDonald Street property). He
used the McDonald Street property for his business operations.

In 1993, petitioners owed and worked as enpl oyees of
DeCl eene Truck Repair and Refrigeration, Inc. (Refrigeration).
Petitioner served as president. Refrigeration installs and
repairs truck refrigeration units and perforns general truck
repairs. Through Decenber 29, 1993, Refrigeration rented the
McDonal d Street property frompetitioner as its business
prem ses. Petitioner conputed his adjusted basis for the
McDonal d Street property, including the depreciated cost of
i mprovenents, as being $59,831 at the time he di sposed of that

property on Decenber 29, 1993.



In 1992, petitioner was |ooking for land to which he could
nove hi s business.

On Septenber 30, 1992, petitioner purchased 8.47 acres of
uni nproved real property on Lawence Drive in De Pere, Wsconsin
(the Lawrence Drive property), a suburb of Green Bay. Petitioner
descri bed the Lawence Drive property as a “very good spot” that
he “took advantage of”. Petitioner pronptly sold 2.09 acres of
the Lawence Drive property to an unrel ated corporation.
Petitioner’s adjusted basis of the Lawence Drive property that
he purchased and retained, with allocated fees and other cl osing
costs, was $137,027.

Petitioner partially financed the purchase of the Law ence
Drive property with a $100,000 | oan from Bank One, G een Bay.
Bank One, G een Bay received petitioner’s note and a nortgage on
the Lawence Drive property as security for its |oan.

By 1993, petitioner was ready to nove his business to a new
buil ding to be constructed on the Lawence Drive property.

After petitioner acquired the Lawence Drive property, The
Western Lime and Cenent Co. (W.C) expressed interest in acquiring
petitioner's MDonald Street property.

Petitioner discussed W.C s interest in the MDonald Street
property with his accountant. The accountant suggested that
petitioner could structure a |ike-kind exchange in which he would

quitclaimthe Lawence Drive property to W.C, after which W.C



woul d convey back to petitioner the Lawence Drive property with
a new building built thereon to petitioner's specifications, in
exchange for the McDonal d Street property.

On Septenber 24, 1993, WL.C made an of fer— prepared by
petitioner’s attorney—which petitioner accepted, to purchase the
Lawrence Drive property for $142,400; petitioner’s acceptance
contai ned an undertaking to “transfer building permt to Buyer on
or before Septenber 27, 1993”".2 On Septenber 24, 1993,
petitioner quitclainmed title to the Lawence Drive property to
WLC, and WLC gave petitioner a fully nonrecourse noninterest

beari ng one paynent note and nortgage on the Lawence Drive

2 The copy of the building permt included as Exhibit 39-J
i n paragraph 67 of the Supplenental Stipulation of Facts repl aces
par agraph 30 of the Stipulation of Facts, which stated as
follows: “Prior to his Septenber 24, 1993 quit claimof title to
the Lawence Drive property to the Western Line & Cenent Co., a
permt was obtained in Donald DeC eene’s nane for construction of
a building on the Lawence Drive property”.

Exhibit 39-J is a photocopy that bears a variety of dates:
it was originally submtted to and prelimnarily approved by the
City of DePere Building Inspector on July 29, 1993; it bears the
signature of the “Omer/Agent M chael DeC eene V.P. Date
1/12/94"; it was recorded “10/22/93" and bears the notation,
“Site Plan approved by Plan Comm ssion on 4-27-93". The nane of
petitioner as Owmer, his mailing address, and tel ephone nunber
appear on the line of the permt form provided for that
informati on. However, the nanme, mailing address, and tel ephone
nunber of W.C have been witten in above those of petitioner.

On July 29, 1993, G een Bay Abstract & Title Conpany, Inc.
(the title company), had issued a title conmtment with W.C as
t he proposed insured on the owner’s policy in the insured anount
of $142,400 and Bank One, Green Bay as the proposed insured on
the loan policy in the insured amount of $522, 400.
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property in the anmount of $142,400. On that sanme day, petitioner
assigned to Bank One, Green Bay, the W.C $142, 400 note and
nortgage. The W.C $142, 400 note was due by its terns “upon the
cl osing of an exchange transaction between” W.C and petitioner,
or 6 nonths fromthe date of the note, “whichever is earlier”

On Septenber 24, 1993, WLC and petitioner al so executed the
Exchange Agreenent regarding the McDonald Street property and the
Lawrence Drive property. The Exchange Agreenent was drafted by
petitioner’s attorney with input fromWC s attorney.

Paragraph 1 of the Exchange Agreenent required petitioner to
convey by warranty deed the McDonal d Street property to WC,
“free and clear of all |liens and encunbrances”, in exchange for
W.C s paying its $142,400 note to petitioner and conveying the
Lawrence Drive Property back to petitioner by quitclaimdeed.

Par agraph 2 of the Exchange Agreenent provided that
petitioner would pay all costs relating to the transfers of the
McDonal d Street and Lawrence Drive properties.

I n Paragraph 4 of the Exchange Agreenent, petitioner nade
conprehensive warranties to W.C with respect to the MDonal d
Street property, but W.C expressly di savowed maki ng any

warranties to petitioner wwth respect to the Lawence Drive

property.



The Exchange Agreenent provided that W.C woul d construct a
buil ding on the Lawence Drive property to petitioner's
speci fications.

The Exchange Agreenent provided that petitioner at the
cl osing of the exchange woul d pay an anount representing the
costs of the building on the Lawence Drive property, as well as
i nsurance prem uns, real estate taxes, interest, and all other
“soft” costs WL.C mght incur incident to the construction of the
bui | di ng.

Petitioner in the Exchange Agreenent agreed to indemify and
hold WLC harmnl ess agai nst any damages sustained or incurred in
connection wth the construction and financing of the Law ence
Drive property.

Petitioner and W.C intended to cl ose on the Exchange
Agr eenent upon conpl etion of construction of the building on the
Law ence Drive property "but not |ater than Decenber 31, 1993".

Bank One, G een Bay provided financing for the construction
of the building on the Lawrence Drive property. On Septenber 24,
1993, Bank One, G een Bay agreed to a construction | oan of
$380, 000, nam ng WLC as borrower and petitioner as guarantor.
This | oan was nonrecourse as to W.C. On the sane day W.C
executed a note and nortgage to Bank One, G een Bay, which
provi ded that W.C had no personal liability on the note secured

by the nortgage and that the | ender would | ook solely to the
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Law ence Drive property securing the nortgage; petitioner
guar ant eed t he $380, 000 construction | oan.

Bank One, Green Bay considered petitioner the source of
repaynent of the Septenber 24, 1993, $380, 000 construction | oan.
In connection with that | oan, Bank One, G een Bay never obtai ned
any financial statenments fromWC. The check of the
credi twort hiness of W.C by the Bank One, G een Bay | oan officer
consisted of calling a branch bank to di scuss W.C s busi ness
reput ation.

The $380, 000 note for the Septenber 24, 1993 Bank One, G een
Bay construction |l oan required no interest or principal paynents
during the tinme that W.C was expected to be the nanmed borrower on
the note; the note did not require paynment of interest until
March 23, 1994.

On Septenber 24, 1993, the follow ng other events occurred:
Petitioner gave Bank One, Green Bay a new nortgage on the
McDonal d Street property securing a total obligation of $480, 000,
consi sting of both his Septenber 30, 1992, $100, 000 note and the
WLC nonrecourse note of $380,000 that he had guaranteed; W.C
accepted the comm tnent of Bank One, Green Bay to provide a
$380, 000 I oan for financing construction of the building on the
Law ence Drive property; W.C executed a corporate borrow ng
resolution authorizing it to borrow from Bank One, G een Bay; WC

executed an application to Bank One, Green Bay for a standby



letter of credit in the anbunt of $380,000 in favor of the title
conpany, which was del egated the task of making progress paynents
to the contractor under the construction contract; the bank
issued its irrevocable standby credit in favor of the title
conpany in that anount.

On Septenber 24, 1993, Landmark Buil di ng Systens Ltd.
(Landmark) entered into a lunp sum construction contract in the
anount of $375,688 (subject to certain adjustnents) with W.Cto
construct the building on the Lawence Drive property. The
contract named petitioner, Mke DeC eene (petitioners’ son, who
works in the famly business), and/or a representative of Excel
Engi neering, as owner's representative. As owner’s
representative, petitioner and M ke DeC eene had general
authority, including the right to approve changes in design or
construction, to inspect and approve workmanship and materi al s,
to visit the construction site, and to determ ne conpliance with
the contract.

Al though the standby letter of credit and the construction
contract do not expressly so state, progress paynents to the
contractor were to be nmade only with the approval of petitioner
or Mchael DeCl eene as owner’s representative. Excel Engineering
pl ayed a role in the design of the building, but |acked actual

authority to sign off as owner’s representati ve.
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The construction contract called for substantial conpletion
by Decenber 15, 1993. Between Septenber 24 and Decenber 29,
1993, Landmark worked on the construction of the building on the
Lawrence Drive property and substantially conpleted the building
to petitioner's specifications.

On Decenber 28, 1993, 1 day prior to execution and cl osing
of the Assunption, Rel ease and Escrow Agreenent described bel ow,
Bank One, Green Bay executed a Satisfaction of Mrtgage for the
nortgage given by W.C to petitioner that petitioner had assigned
to the bank in connection with petitioner’s quitclaimof the
Law ence Drive property to W.C on Septenber 24, 1993.

On Decenber 29, 1993, Bank One, Green Bay, WC, and
petitioner executed the Assunption, Rel ease and Escrow Agreenent,
whi ch provided that petitioner assuned and becane personally
obligated to the bank for all obligations of W.C arising out of
the construction note and nortgage, notw thstanding their
nonr ecour se | anguage; petitioner agreed to be responsible for
conpl etion of the construction project; and W.C agreed to pay
petitioner $142,400 for the McDonald Street property. Petitioner
undert ook to use $100, 000 of the $142,400 received fromWC “to
pay a Note due the Bank in the amount of * * * $100, 000" (which
had been secured by nortgages on both the Lawence Drive property
and the McDonald Street property) and to escrow the remai nder

with the bank to pay real estate taxes and any speci al
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assessnents on the McDonald Street property and to reduce the
bal ance of the construction |oan note and nortgage to $360, 000,
with any surplus of the escrowed funds to be delivered to
petitioner. Bank One, G een Bay agreed “to rel ease any liens
that it may have on the property |located on McDonald Street”.

On Decenber 29, 1993, petitioner formally assuned as
borrower what had been WLC s nonrecourse $380, 000 Bank One, G een
Bay note of Septenber 24, 1993; petitioner conveyed the MDonal d
Street property to W.C by warranty deed. W.C quitclained to
petitioner its interest in the Lawence Drive property. WC
directly paid petitioner $142,400 by check to petitioner’s order
drawn on M& First National Bank of West Bend, Wsconsin.
Petitioner endorsed this check “Pay only to the order of Bank
One- G een Bay”.

Petitioner and W.C had agreed in the Exchange Agreenent that
the McDonald Street property, including inprovenents, and the
uni nproved Law ence Drive property each had a val ue of $142, 400.
The quitclaimdeed of the Lawence Drive property from petitioner
to W.C and the warranty deed of the McDonald Street property from
petitioner to W.C each showed that real estate transfer tax of
$427.20 had been paid, based on a val ue of $142,400; the

quitclaimdeed fromWC to petitioner of the title to the
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i nproved Lawence Drive property showed that real estate transfer
tax of $1, 140 had been paid, based on a val ue of $380, 000.°3

Al t hough petitioner had a general desire to conplete his
acqui sition of the inproved Lawence Drive property as soon as
possi ble, he didn't particularly care whether the closing
occurred before or after Decenber 31, 1993. W.C wi shed to have
the cl osing occur before Decenber 31, 1993, because it wanted the
Lawrence Drive property renoved fromits books for insurance
val uati on purposes before the end of the year.

On their 1993 return, petitioners treated the subject
transacti ons between petitioner and W.C as a sale of the
uni nproved Lawence Drive property and a |like-kind exchange of
the McDonal d Street property for the inproved Lawence Drive
property. Petitioners reported no gain or |oss on the
di sposition of the McDonald Street property. They reported a
$5, 373 short-termcapital gain ($142,400 gross "sal es price" |ess
$137,027 basis) on their quitclaimtransfer of the Lawence Drive
property to W.C, which is described in Schedule D of their return

as a sale of “investnent |and”.

3 Al though these amobunts do not conputationally coincide in
all respects with the transfer tax figures shown on the buyer’s
and seller’s closing statenents, those statenents confirmthat
the transfer taxes on the subject transactions were paid by
petitioner.



- 13 -

Petitioners' 1993 return includes a Form 8824, Like-Kind
Exchanges, which states that petitioners exchanged “land and
buil ding” for “land and building”. The return discloses no other
facts regarding the transacti ons between petitioner and W.C.

Respondent used petitioner’s $59, 831 adjusted basis figure
for the McDonald Street property in conmputing the long-term
capital gain on the sale of the McDonald Street property
determned in the deficiency notice. However, on audit of
petitioners’ return, an adjusted basis of $61, 331 had been
establi shed. Respondent’s deficiency notice did not back out the
gain petitioners had reported on petitioner’s quitclaimtransfer
of the uninproved Lawence Drive property to W.C, notw t hst andi ng
that, under respondent’s theory of the case, the Lawence Drive
property has never been di sposed of by petitioner.

On April 29, 1998, Bank One, Green Bay, W.C, and petitioner
executed an anendnent to the Assunption, Rel ease and Escrow
Agreenent. The anendnment recites that the original of that
agreenent contained a scrivener’s error, and recites that W.C

woul d pay petitioner $142,400 “in satisfaction of the Note and

Mort gage” on the Lawence Drive property, that the Lawence Drive

Property “is exchanged per the Exchange Agreenent” for the

McDonal d Street property, that petitioner will use $100, 000 of

the $142, 400 received fromW.C to pay petitioner’s $100, 000 note
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to the bank, and that the balance of $42,400 will be escrowed
with the bank to pay real estate taxes and any speci al

assessnents on the Lawence Drive property (enphases supplied)

and to reduce the balance of the construction | oan and nortgage
to $360, 000.

The amendnent al so sets forth a revision of the provision
regarding rel ease of liens by Bank One, G een Bay, reading as
fol |l ows:

The Bank agrees to release any liens that it may

have on the property |located at 625 Lawence Drive, De

Pere, Wsconsin, that are the obligation of the Conpany

[ WL.C] and agai nst 917 MacDonal d [sic] Street, Geen

Bay, Wsconsin that are the obligation of DeC eene.

The ternms of the foregoing transactions anong W.C and
petitioner and Bank One, Green Bay assured that W.C woul d pay no
anmounts thereunder until it received the McDonald Street
property, that W.C woul d have no personal liability with respect
to the Lawence Drive property or financing while the Law ence
Drive property was titled inits nanme or at any tinme thereafter,
and that all transaction and other costs with respect to the
McDonal d Street and Lawence Drive properties would be paid by
petitioner.

OPI NI ON

Section 1001(c) provides that the entire gain or |oss on the

sal e or exchange of property shall be recognized. Section
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1031(a) (1) provides for nonrecognition of gain or |loss on the
exchange of certain types of |ike-kind property, including real
property, held for productive use in trade or business or for
investnent.* Section 1031(b) in effect provides that if the
property received in an exchange ot herw se qualifying for
nonrecogni tion of gain under section 1031(a) includes noney or
ot her property (“boot”), then any gain to the recipient shall be
recogni zed, but not in excess of the boot.

Was McDonal d Street Sold or Exchanged?

The question posed by respondent’s determ nation i s whether
the subject transactions were a taxable sale to W.C of the
McDonal d Street property, as respondent determ ned, or instead
were a taxable sale of the uninproved Lawence Drive property to
W.C, followed 3 nonths later by petitioner’s transfer of the

McDonal d Street property to W.C in a |ike-kind exchange for W.C s

“ Cearly, the Lawence Drive property, in both its
uni nproved and i nproved states, and the MDonald street property
were |ike-kind properties within the neaning of sec. 1031(a).
Sec. 1.1031(a)-1(b), Incone Tax Regs., states:

Definition of “like kind.” As used in section
1031(a), the words “li ke kind” have reference to the
nature or character of property and not to its grade or
quality. * * * The fact that any real estate involved
is inproved or uninproved is not material, for that
fact relates only to the grade or quality of the
property and not to its kind or class. * * *
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reconveyance to petitioner of the Lawence Drive property--now
substantially inproved--as petitioners reported.

The tax significance of the answer to the question stens
fromthe disparity in the adjusted bases of the MDonald Street
and Lawence Drive properties in petitioner’s hands. MDonald
Street, which petitioner purchased in 1976-77, had an adj usted
basis in his hands substantially | ower than his cost of Law ence
Drive, which he purchased in 1992. Petitioner therefore reported
as the taxable sale not his permanent relinquishnment to W.C of
the | owbasis McDonald Street property, but rather the first |eg
of the “repo” transaction that tenporarily parked the high-basis
Lawrence Drive property with W.C

Legal and Administrative Background

The primary reason that has been given for deferring
recogni tion of gain under section 1031(a) on exchanges of |ike-
kind property is that the exchange does not materially alter the
t axpayer’s econom c position; the property received in the
exchange is considered a continuation of the old property still

unliquidated. See, e.g., Koch v. Comm ssioner, 71 T.C. 54, 63-64

(1978). However, section 1031(a) does not go so far in
i nplenmenting this notion as to be a reinvestnent roll over
provision, |like section 1033 or section 1034. A sale of

qualified property for cash requires that gain or |oss be
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recogni zed under the general rule of section 1001(c); such a sale
does not becone part of a qualifying exchange under section
1031(a) even though the cash received on the sale is imediately

invested in like property. Conpare Coastal Termnals, Inc. v.

United States, 320 F. 2d 333, 337 (4th Cr. 1963), with Rogers v.

Comm ssioner, 44 T.C. 126, 136 (1965), affd. per curiam 377 F. 2d

534 (9th Cr. 1967).

Petitioners remnd us, and we are wel| aware--as we stated
i n anot her section 1031 exchange case in which we hel d agai nst
t he taxpayer--that “Notw thstanding the famliar and | ong-
standing rule that exenptions are to be narrowy or strictly
construed, * * * section 1031 has been given a |iberal

interpretation.” Estate of Bowers v. Conm ssioner, 94 T.C 582,

590 (1990) (citing Biggs v. Conmm ssioner, 69 T.C 905, 913-914

(1978), affd. 632 F.2d 1171 (5th Cr. 1980)). The courts have
exhibited a lenient attitude toward taxpayers in |ike-kind
exchange cases, particularly toward deferred exchanges. See,

e.g., Starker v. United States, 602 F.2d 1341 (9th Cr. 1979).

The Conmm ssioner has also played a facilitating role by issuing
regul ations that provide safe harbors for deferred exchanges, see
sec. 1.1031(k)-1, Incone Tax Regs., under the statutory
limtations inposed on such exchanges by section 1031(a)(3), as

enacted by Deficit Reduction Act of 1984, Pub. L. 98-369, sec.
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77(b), 98 Stat. 596. These regulations, wth their provisions
for use of third-party “qualified internediaries” as
accommodation titleholders, who will not be considered the
taxpayer’s agent in doing the multiparty deferred exchanges
permtted by the regul ati ons, have encouraged the gromh of a new
i ndustry of third-party exchange facilitators.

The subject transactions present a case of first inpression

in this Court. They reflect the effort of petitioner and his
advisers to inplenment a so-called reverse exchange directly with
WLC, without the participation of a third-party exchange
facilitator. Reverse exchanges have been descri bed as
transactions in which the taxpayer |ocates and identifies the
repl acenent property (and acquires it or causes it to be acquired
on his behalf by an exchange facilitator) before he is ready to
transfer the property to be relinquished in exchange. The
preanble to the deferred exchange regul ati ons, sec. 1.1031(k)-1,
I ncone Tax Regs., nmade clear the Conm ssioner’s view that section
1031(a)(3) and the deferred-exchange regul ations do not apply to
reverse exchanges. See T.D. 8346, 1991-1 C B. 150, 151.

The Comm ssioner has recently responded to industry and

practitioner requests for guidance® by publishing a revenue

> See, e.g., Anerican Bar Association Section on Taxati on,
Comm ttee on Sal es, Exchanges and Basis, Report on the
(continued. . .)
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procedure describing the Conm ssioner’s conditions for qualifying
reverse exchanges for nonrecognition of gain under section
1031(a) (1). See Rev. Proc. 2000-37, 2000-40 |.R B. 308. Like
t he deferred exchange regul ations that inplenment section
1031(a)(3), the revenue procedure provides for third-party
qualified internedi ari es as exchange accommodation titl ehol ders
in carrying out the “qualified exchange accommodati on
arrangenent s” whose use will qualify reverse exchanges for
nonrecognition of gain or |oss under section 1031(a)(1). Like
the deferred exchange regul ati ons, the revenue procedure provides
a safe harbor; it states that “the Service recogni zes that
‘parking transactions can be acconplished outside of the safe
har bor provided this revenue procedure”, but that “no inference
is intended with respect to the federal inconme tax treatnment of
‘“parking’ transactions that do not satisfy the terns of the safe
harbor”. Rev. Proc. 2000-37, 2000-40 I.R B. 308.

Because the revenue procedure is prospectively effective, it

does not apply to the case at hand. See id. W therefore have

5(...continued)
Application of Section 1031 to Reverse Exchanges, 21 J. Real Est.
Tax. 44 (1993); Handl er, Pricewaterhouse Coopers Forwards
Proposed Gui dance on Reverse Exchanges, 2000 TNT 16-27, Doc.
2000- 2588 (Jan. 25, 2000); Safe Harbor Cuidance for Reverse Like-
ki nd Exchanges To Cone Soon, IRS Oficial Prom ses, Hi ghlights
and Docunents 1157 (Jan. 25, 2000).
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recourse to general principles of tax law to answer the question
posed by repondent’s determ nation.

Anal ysi s and Concl usi on

In the case at hand, petitioner did not just |ocate and
identify the Lawence Drive property in anticipation of acquiring
it as replacenment property in exchange for the MDonald Street
property that he intended to relinquish. He purchased the
Lawrence Drive property without the participation of an exchange
facilitator a year or nore before he was ready to relinquish the
McDonal d Street property and relocate his business to the
Lawrence Drive property. 1In the follow ng year, petitioner
transferred title to the Lawence Drive property, subject to a
reacqui sition agreenent--the Exchange Agreenent--not to a third-
party exchange facilitator, but to W.C, the party to which he
si mul t aneously obligated hinself to relinquish the McDonal d
Street property.

In forgoing the use of a third party and doing all the
transfers with W.C, petitioner and his advisers created an
i nherently anbi guous situation. The anbiguity is exacerbated by
the fact that petitioner and W.C agreed in the Exchange Agreenent
that the McDonal d Street property and the uni nproved Law ence
Drive property were of equal value, $142,400. So when W.C paid

petitioner $142,400--at the sane tine that he permanently



- 21 -

relinqui shed the McDonald Street property to W.C--was the paynent
recei ved by petitioner fromW.C the sale price of the McDonal d
Street property at the Decenber 29 closing, as respondent
determined? O was it the deferred purchase price on
petitioner’s Septenber 24 quitclaimtransfer of title to the

uni nproved Law ence Drive property (which petitioner received
back on Decenber 29 fromWC with the substantially conpl eted
bui l di ng that had been erected on it in the intervening 3

nmont hs), as petitioner reported?

Qur approach to answering these questions is to determ ne
for tax purposes whet her W.C becane the owner of the Lawence
Drive property during the 3-nmonth period it held title to the
property while the building was being built on it to petitioner’s
specifications. |If petitioner remained the owner of the Law ence
Drive property during this period, petitioner could not engage in
a qualified |ike-kind exchange of the McDonald Street property
for the Lawence Drive property, and the $142, 400 paynent
recei ved by petitioner would be deened the sale price of the
McDonal d Street property. A taxpayer cannot engage in an
exchange with hinsel f; an exchange ordinarily requires a
“reciprocal transfer of property, as distinguished froma
transfer of property for a noney consideration”. Sec. 1.1002-

1(d), Incone Tax Regs.
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WLC did not acquire any of the benefits and burdens of
ownership of the Lawence Drive property during the 3-nonth
period it held title to that property. W.JC acquired no equity
interest in the Lawence Drive property. W.C nade no econom c
outlay to acquire the property. WC was not at risk to any
extent with respect to the Lawence Drive property because the
obligation and security interest it gave back on its purported
acquisition of the property were nonrecourse. W.C nerely
obligated itself to reconvey to petitioner prior to yearend the
Lawrence Drive property with a substantially conpleted buil ding
on it that had been built to his specifications and that pursuant
to prearrangenent he was obligated to take and pay for.

The parties treated W.C' s holding of title to the Lawence
Drive property as having no econom c significance. The
transacti on was not even used as a financing device. No interest
accrued or was paid on the nonrecourse note and nortgage, which
assured that petitioner would get back the Lawence Drive
property after it had been inproved. W.C had no exposure to real
estate taxes that accrued with respect to the property while W.C
held the title; all such taxes were to be paid by petitioner. No
account was to be taken under the ternms of the reacquisition
agreenent of any value that had been added to the property by

reason of the building constructed in the interim The
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construction was financed by petitioner through the bank he was
accustoned to dealing with. Petitioner through his guaranty and
reacqui sition obligation was at all tines at risk wwth respect to
the Lawrence Drive property. W.C had no risk or exposure with
respect to the additional outlay of funds required to finance
construction of the building. W.C had no potential for or
exposure to any economc gain or loss on its acquisition and
di sposition of title to the Lawence Drive property.

The reality of the subject transactions as we see themis a
taxabl e sale of the McDonald Street property to W.C
Petitioner’s purchase in 1992 of the Lawence Drive property, on
which he intended to build a new facility for his business as the
repl acenent for his McDonald Street property, put himin the
position of arranging to inprove the Lawence Drive property, as
well as to sell the McDonald Street property. Petitioner’s prior
quitclaimtransfer to W.C of title to the uninproved Law ence
Drive property, which petitioners try to persuade us was
petitioner’s taxable sale, anounted to nothing nore than a
par ki ng transaction by petitioner with W.C, which contractually
bound itself to acquire frompetitioner the McDonald Street
property that petitioner was going to relinquish permanently, as

well as to reconvey to petitioner the Lawence Drive property as
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soon as the facility to be built thereon to his specifications
was substantially conpl et ed.

The reconveyance to petitioner of the Lawence Drive
property was not part of an exchange by petitioner of the
McDonal d Street property. That reconveyance of the Law ence
Drive property to petitioner nerely reunited in his hands the
bare legal title to the Lawence Drive property with the
beneficial ownership therein that he had continued to hold al
along while the building that he obligated hinself to pay for was
being built to his specifications.

In support of their claimthat petitioner exchanged the
McDonal d Street property for the inproved Lawence Drive
property, petitioners point out that the inproved Lawence Drive
property was different fromthe uni nproved Lawence Drive
property that he acquired in 1992 and whose title he transferred
to WL.C on Septenber 24, 1993. Petitioners state: “Petitioners
sol d uninproved | and (and reported the transaction) and in the
exchange got back inproved real estate they could continue their
busi ness operation in.” [It’s true that uninproved property and
i nproved property are different fromeach other; they are not
“simlar or related in service or use” for the purpose of the
section 1033 rollover provision. See sec. 1.1033(a)-2(c)(9),

| ncone Tax Regs. However, the transformation of the Law ence
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Drive property while title was parked with W.C does not gai nsay
our conclusion. |In substance, petitioner never disposed of the
Law ence Drive property and remained its owner during the 3-nonth
construction period because the transfer of title to W.C never
di vested petitioner of beneficial ownership.

Havi ng set forth our analysis and concl usion, we now address
the authorities cited by petitioners® as favoring their position
or as being distinguishable.

Authority in the Court of Appeals for the Seventh Circuit

The only case in the Seventh Circuit--the circuit to which

any appeal would lie in the case at hand--that the parties have

6 Petitioners contend that their advisers relied on two
private letter rulings in structuring the subject transactions:
Priv. Ltr. Rul. 78-23-035 (Mar. 9, 1978), which they characterize
as “nearly identical to the facts in our case”, and Priv. Ltr.
Rul . 91-49-018 (Sept. 4, 1991), which they cite as “virtually
directly on point (even goes farther than our case) on how a
transaction can be structured”. Petitioners’ contentions are
unavai ling; not only does sec. 6110(j)(3) provide that private
letter rulings cannot be cited as precedent, but, unlike the case
at hand, the other party to the transaction in both private
letter rulings had the risks of ownership during the rel evant
time period. Simlarly, Rev. Rul. 75-291, 1975-2 C B. 333, and
Rev. Rul. 77-297, 1977-2 C.B. 304, cited in Priv. Ltr. Rul. 78-
23-035, don't help petitioners; not only does this Court regard
publ i shed rulings as having no precedential value, see Estate of
Lang v. Comm ssioner, 613 F.2d 770, 776 (9th Cr. 1980), affg. on
this issue 64 T.C. 404, 406-407 (1975); Intel Corp. & Consol.
Subs. v. Conmm ssioner, 102 T.C 616, 621 (1993); Stark v.

Comm ssioner, 86 T.C. 243, 250-251 (1986), but the facts of both
rulings, like Priv. Ltr. Rul. 91-94-018 (Sept. 4, 1991), are

di stingui shable fromthe case at hand in the sane dispositive
respect.
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brought to our attention is Bloom ngton Coca-Cola Bottling Co. V.

Comm ssioner, 189 F.2d 14 (7th Cr. 1951), affg. a Menorandum

Opinion of this Court dated Aug. 10, 1950. Petitioners try to

di stingui sh the Bl oom ngton Coca-Cola Bottling Co. case, but we

find it highly instructive.

The taxpayer had originally reported the transaction in
issue as a sale at aloss in the year it occurred, 1939, but
cont ended--for 1943 and 1944 excess profits tax purposes--that
the transaction had been an exchange under the statutory
predecessor of section 1031(a) in which no | oss had been
recogni zed. The taxpayer’s change in position was attri butable
to its desire not to reduce its excess profits tax base.

The taxpayer had outgrown its old bottling plant and hired a
contractor to erect a new plant, on the taxpayer’s land, at an
agreed cost of $72,500. |Included in the consideration paid by
the taxpayer to the contractor was the old bottling plant and the
parcel of land on which it was |ocated, at an agreed val ue of
$8, 000, plus cash of $64,500. The taxpayer reported on its 1939
income tax return a | oss of approximately $23,000 on the sal e of
the old plant.

As this Court pointed out in its Menorandum Opi nion: “Here
the contractor was not the owner of the |land upon which the new
bui | di ng was constructed, never owned the new buil ding, and never

conveyed the new building to the petitioner”.



- 27 -

The Tax Court held--and the Court of Appeals affirned--that
the transaction was in effect the purchase of a new facility, and
not an exchange of uninproved property for inproved property,

i nasmuch as the taxpayer already owned the |and on which the new
pl ant was constructed. The contractor could not be a party to an
exchange with the taxpayer because the contractor was never the
owner of the property that the taxpayer received in the so-called
exchange. The contractor was nerely acting as a service provider
in the construction of the new plant. The only real property to
whi ch the contractor acquired title was the |land and ol d pl ant
that it received as part paynent for the construction services it
provi ded.

The subject transactions are simlar to those in Bl oom ngton

Coca-Cola Bottling Co. v. Conm ssioner, supra, in significant

respects. The taxpayer sold its old bottling plant (petitioner
sold the McDonald Street property) to the only other party it was
dealing with, the contractor (W.C). The taxpayer hired a
contractor to build a new facility on land that it owned. In the
case at hand, petitioner’s conveyance of title to the uninproved
Lawrence Drive property and the conveyance of that property back
with a substantially conpleted building on it are to be

di sregarded; W.C never acquired any of the benefits and burdens
of ownership of the Lawence Drive property. W.C acquired no

equity or beneficial interest in the Lawence Drive property, no
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risk of loss or opportunity for gain, no exposure to real estate
taxes or other carrying charges, no liability even for interest
on its nonrecourse secured obligation during the interim period.

All we are left with, as in Bl oom ngton Coca-Cola Bottling Co.,

is that a building was built for petitioner according to his
specifications on | and that he owned and petitioner was obligated

to pay for that building. The taxpayer in Bloom ngton Coca-Cola

Bottling Co. and petitioner also sold their old property to the

party with whomthey dealt in connection with the building of the
new facility.’

Authorities Relied on by Petitioners

We now turn to the cases petitioners rely on to support
their contention that petitioner exchanged the MDonald Street
property for the substantially inproved Lawence Drive property:

J.H Baird Publg. Co. v. Comm ssioner, 39 T.C. 608 (1962); Coupe

" W& have found no other like-kind exchange cases in the
Seventh Circuit that bear on the issue in the case at hand.
However, another Seventh Circuit case worth noting is Patton v.
Jonas, 249 F.2d 375 (7th GCr. 1957), which applies the sane
analysis as the line of Sixth Grcuit cases culmnating in First
Am_ Natl. Bank of Nashville v. United States, 467 F.2d 1098 (6th
Cr. 1972), which hold that “repo” transactions in tax-exenpt
bonds are to be treated as secured | oans so that the purchaser in
formis treated as a |l ender not entitled to exclude the tax-
exenpt bond interest fromits incone; this is because the
original seller remains the owner of the bonds for tax purposes.
See also Green v. Conm ssioner, 367 F.2d 823, 825 (7th Gr.
1966), affg. T.C. Meno. 1965-272; Commercial Capital Corp. v.
Comm ssioner, T.C Meno. 1968-186. Conpare Rev. Rul. 74-27,
1974-1 C.B. 24 (repurchase obligation) with Rev. Rul. 82-144,
1982-2 C.B. 34 (separately purchased and paid-for put).
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v. Comm ssioner, 52 T.C. 394, 409-410 (1969); 124 Front Street,

Inc. v. Conmm ssioner, 65 T.C. 6 (1975); Biggs v. Conm ssioner, 69

T.C. 905 (1978), affd. 632 F.2d 1171 (5th G r. 1980); Fredericks

V. Conm ssioner, T.C. Meno. 1994-27.

We preface our review of these cases by acknow edgi ng that
they all reflect, to sone degree, the liberal interpretation in
favor of taxpayers that this Court and other courts have applied
i n cases under section 1031(a)(1). W also observe that none of
t hese cases concerned a reverse exchange and that all of themare
hi ghly fact specific and therefore distinguishable fromthe case
at hand. Petitioners have read these cases selectively,
enphasi zing in each of them what the taxpayer got away with. 1In
so doing, petitioners have | ost sight of the cumul ative adverse
effect on their position of all the facts in the case at hand,
whi ch have | ed to our conclusion that W.C never acquired
beneficial ownership of the Lawence Drive property. It would
therefore be a sterile exercise to engage in a detailed
recitation of the facts of these cases and a point-by-point
refutation of their applicability to the case at hand. A couple

of highlights fromJ.H Baird Publg. Co. v. Conm ssioner, supra,

will suffice.
Petitioners try to make sonething of the fact that the Court

in J.H Baird Publg. Co. v. Commi ssioner, 39 T.C. at 618,

di sti ngui shed Bl oom ngton Coca-Coca Bottling Co. v. Conmm SSioner,
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189 F.2d 14 (7th CGr. 1951), on the ground that “It was clear
that the contractor did not own the other property which, it was
clainmed, was transferred to the taxpayer in the exchange.” As
al ready indicated, we have found dispositive in the case at hand
that WLC never acquired beneficial ownership of the Law ence
Drive property.® W.C nerely served as an acconmpdation party,
provi ding the parking place for legal title to the Lawence Drive
property, while petitioner remained the beneficial owner before
and after and throughout the 3-nonth focal period of the subject
transacti ons.

When petitioner conveyed to W.Ctitle to the Lawence Drive
property, W.C becane contractually bound to reconvey it, and
petitioner was bound to take it back, prior to yearend (not much
nore than 3 nonths). Indeed, under Wsconsin |law, both parties
were entitled to specific performance of the other party’s

obligation. See Anderson v. Onsager, 455 N.W2d 885 (Ws. 1990);

Heins v. Thonpson & Flieth L. Co., 163 NW 173 (Ws. 1917).

It’s difficult to i magine conm tnments nore binding than the
reci procal obligations of petitioner and W.C in the case at hand.

The conveyance and reconveyance of title to the Lawence Drive

8 W al so observe that J.H Baird Publg. Co. v.
Comm ssioner, 39 T.C. 608, 618 (1962), on which petitioners rely,
applied the concept of beneficial ownership in the taxpayer’s
favor. Petitioners have failed to persuade us that the concept
of beneficial ownership is an illegitimate inportation into the
tax law of qualified |ike-kind exchanges.
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property nust be disregarded as having no tax significance
because, at the end of the day, petitioner ended up where he
started, with title to and beneficial ownership of the Lawence
Drive property.?®

Comput ati onal Questions

Petitioners point out that respondent’s deficiency notice,
whi ch made an upward adj ustment of $82,569 in long-termgain
realized and recogni zed by petitioners on the disposition of the
McDonal d Street property, which we have found to be the actual
sale, failed to back out the short-termgain of $5,373 that
petitioners reported on the transfer of title to the uninproved
Lawrence Drive property. Petitioners’ point is well taken. It
shoul d be addressed in the Rule 155 conputati on.

Simlarly, other matters not conpletely resolved, such as
the cal cul ation of additional costs paid by petitioner in
connection wth the sale of the McDonald Street property, as well
as his adjusted basis in that property, should be addressed in
the Rule 155 conputation of the gain on the sale.

Penalty Questi on

The subject transactions were structured by petitioner’s

accountant and attorneys after petitioner presented themwth the

° In so doing, the subject transactions satisfy the
requi renents for application of what the Court of Appeals for the
Seventh Circuit has characterized as the nost restrictive and
rigorous version of the step-transaction doctrine: the binding
commtnment test. MDonald' s Restaurants, Inc. v. Conmm Ssioner,
688 F.2d 520, 525 (7th Gr. 1982), revg. 76 T.C. 872 (1981).
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acconplished fact of his purchase of the Lawence Drive property.
Petitioners’ 1993 incone tax return, prepared by petitioner’s
accountant, reported a taxable short-termgain of $5,373 on the
sale of “investnent |and” and reported a |ike-kind exchange of
“land and building” for “land and buil ding” on Form 8824. The

di scl osures were bare bones but adequate to trigger the audit
that led to the deficiency notice and the case at hand.

Respondent determ ned that petitioners were |iable for an
accuracy-rel ated penalty under section 6662(a) and (b)(1) or (2).
Section 6662(a) inposes a 20-percent accuracy-related penalty on
the portion of an underpaynent that is due to one or nore causes
enunerated in section 6662(b). Respondent relies on subsections
(b)(1) (negligence or intentional disregard of rules or
regul ations) or (b)(2) (substantial understatenent of incone
t ax) .

Petitioners argue they are not liable for the penalty.
Petitioners point out that a certified public accountant outlined
the subject transactions as they were carried out and prepared
their return and that the deal was structured and the papers
drawn by petitioners’ attorneys. Petitioners contend that they
reasonably relied on professional advice in the preparation of
their return and that they are entitled to relief under the
exceptions that apply to a substantial understatenent.

Negl i gence includes a failure to attenpt reasonably to

conply with the Code. See sec. 6662(c). Disregard includes a
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carel ess, reckless, or intentional disregard. See id.
Negligence is the failure to exercise due care or the failure to
act as a reasonable and prudent person. See Neely v.

Conmm ssioner, 85 T.C. 934, 947 (1985).

No penalty is inposed for negligence or intentional
disregard of rules or regulations or a substantial understatenent
of income if the taxpayer shows that the underpaynent is due to
reasonabl e cause and the taxpayer’s good faith. See sec.

6664(c); secs. 1.6662-3(a), |.6664-4(a), |Incone tax Regs.

Reasonabl e cause requires that the taxpayer have exercised
ordi nary business care and prudence as to the disputed item See

United States v. Boyle, 469 U S. 241 (1985); see also Estate of

Young v. Conmm ssioner, 110 T.C. 297, 317 (1998). The good faith,

reasonabl e reliance on the advice of an independent, conpetent
professional as to the tax treatnent of an itemmay neet this

requirenent. See United States v. Boyle, supra; sec. 1.6664-

4(b), Inconme Tax Regs.; see also R chardson v. Commi ssioner, 125
F.3d 551 (7th Cir. 1997), affg. T.C. Meno. 1995-554; Ewing V.
Commi ssioner, 91 T.C 396, 423 (1988), affd. w thout published

opi nion 940 F.2d 1534 (9th Cr. 1991).

Whet her a taxpayer relies on advice and whet her such
reliance is reasonabl e depend on the facts and circunstances of
the case and the |aw that applies to those facts and
circunstances. See sec. 1.6664-4(c)(i), Inconme Tax Regs. A

prof essi onal may render advice that may be relied upon reasonably
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when he or she arrives at that advice independently, taking into
account, anong other things, the taxpayer’s purposes for entering
into the underlying transaction. See sec. 1.6664-4(c)(i), Incone

Tax Regs.; see also Leonhart v. Conm ssioner, 414 F.2d 749 (4th

Cr. 1969), affg. T.C. Meno. 1968-98. Reliance is unreasonable
when the taxpayer knew, or should have known, that the adviser

| acked the requisite expertise to opine on the tax treatnment of
the disputed item See sec. 1.6664-4(c), Incone Tax Regs.

In sum for a taxpayer to rely reasonably upon advice so as
possibly to negate a section 6662(a) accuracy-related penalty
determ ned by the Comm ssioner, the taxpayer nust prove that the
t axpayer neets each requirement of the foll ow ng three-prong
test: (1) The adviser was a conpetent professional who had
sufficient expertise to justify reliance, (2) the taxpayer
provi ded necessary and accurate information to the adviser, and
(3) the taxpayer actually relied in good faith on the adviser’s

judgnent. See Ellwest Stereo Theatres, Inc. v. Conm ssioner,

T.C. Meno. 1995-610; see also Rule 142(a).

We conclude on the record before us that petitioners
actually relied in good faith on disinterested professional
advi sers who structured the transactions and prepared their
return. Petitioners were justified in their reliance,

notw t hstandi ng that we have upheld respondent’s determ nation
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that the subject transactions did not qualify as a |ike-kind
exchange of the Lawence Drive property. Accordingly, we hold
for petitioners on the penalty issue.

To give effect to the foregoing,

Deci sion will be entered

under Rul e 155.




