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RUVE, 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

Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code as anended and in effect for the years
at issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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be entered is not reviewable by any other court, and this opinion
shall not be treated as precedent for any other case.

Respondent determ ned deficiencies of $25,574 and $16,556 in
petitioners’ Federal incone taxes for 2006 and 2007,
respectively. The only issue for decision is whether petitioners
are entitled to nortgage interest deductions of $73,066 and
$67, 489 for the taxable years 2006 and 2007, respectively,
related to real estate in Fort Myers Beach, Florida.

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.

At the tinme the petition was filed, petitioners resided in
Kent ucky.

In late 2005 petitioners began searching for property al ong
the Florida coastline upon which they could build a vacation
house. I n January 2006 petitioners entered into a contract for
t he purchase of beachfront property in Fort Myers Beach, Florida,
for $1,575,000 (property). At the tinme that petitioners entered
into the contract there was an existing house on the property.
Petitioners purchased the property in order to build a new house
on the | ot and not because they intended to make use of the

exi sting house. The purchase contract provided that the existing
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house woul d be torn down and conpletely renoved fromthe property
before the cl osing date.

Petitioners borrowed $1, 260,000 fromFifth Third Mrtgage
Co. to facilitate their purchase of the property. The |oan was
secured by a nortgage on the property. On March 6, 2006, the
parties closed on the purchase of the property. At the tine of
closing, the denolition work had been conpleted and the property
consi sted of a vacant |ot.

In order to build a new house on the property, petitioners
were required to obtain a construction permt fromthe Florida
Department of Environnmental Protection (departnent). The
departnment requires the conpletion of a lengthy permtting
process whenever sonmeone seeks to build on beachfront property.
The process requires that applicants exhibit that the proposed
bui l di ng neets hurricane and fl ood standards, anong ot her
requi renents. As part of this |engthy process, petitioners were
required to submt nunerous itens to the departnent, including
detail ed survey work and core drilling sanples. During 2006
after the existing house had been denvlished, petitioners had the
requi red survey work done and core sanples taken. Additionally,
during 2006 petitioners began working with a team of buil di ng
prof essionals that included architects, engineers, and designers.
That work continued during the tinme petitioners were readying

their permt application.
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As part of the process of building a new house on the
property, petitioners contacted Danon Warfel, president of Danon
Custom Structures, Inc. (DCS), about perform ng the construction
work. By early January 2007 petitioners had entered into a
prelimnary adm ni strati on and coordi nati on agreenent w th DCS.
The purpose of the agreenment was to coordi nate the work that was
bei ng done by the project’s architects, engineers, designers, and
any other nenbers of petitioners’ “permtting teani. In
furtherance of their duties, the architect and engi neer nenbers
of the permtting team prepared detailed construction and site
pl ans for petitioners’ and DCS wuse during 2006 and 2007. As
part of their agreenent, DCS agreed to aid petitioners in
acquiring approval fromthe departnent to build a single-famly
resi dence on the property. After the agreenent was signed, DCS
instructed nmenbers of petitioners’ permtting teamto continue
with their preparatory activities so that the application for a
buil ding permt could be assenbled and submtted to the
departnment for approval. The permtting teanmis activities
continued at least until the tine at which the application becane
conpl et e.

On June 25, 2007, petitioners filed the application for a
permt for construction (application) with the departnent.
Before the application was filed, petitioners conpleted the

| engt hy process of satisfying the various docunentary
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requi renents that the departnent mandated shoul d acconpany an
initial permt application. Petitioners were required to submt
nunmerous itens to the departnment along wwth their initial
application, including, but not limted to: (1) Evidence of
ownership and a | egal description of the property; (2) witten
evi dence from an appropriate governnental agency indicating that
t he proposed construction woul d not contravene setback
requi renents or zoni ng codes; (3) engineering design conputations
for any waste discharge; (4) two copies of a signed and seal ed
survey of the property; (5) two copies of detailed final
construction plans signed by a |icensed engi neer or architect;

(6) two copies of a dinensioned detailed site and gradi ng pl an;
and (7) two copies of detailed planting plans. The work
necessary to satisfy the permt application s docunentary

requi renents began in 2006, before the signing of the DCS
prelimnary adm ni stration and coordi nati on agreenent, and
conti nued throughout 2007.

On July 25, 2007, petitioners signed a formtitled “Danon
Custom Structures, Inc. Omer/Contractor Building Contract”. The
buil ding contract reflected the particulars involved with the
construction of the planned residence, as had been determ ned by
the previous efforts of petitioners and their architects,
engi neers, interior designers, and | andscape design specialists.

The contract also provided that its enforceability was contingent



- 6 -
on petitioners’ ability to procure construction financing for the
project, on ternms that petitioners found acceptable. The final
price for the work to be perforned by DCS under the contract was
$1, 961, 548. 64.

Petitioners were notified that the departnent consi dered
their application to be conplete as of Septenber 27, 2007. After
petitioners submtted their permt application, the departnent
contacted them on several occasions in the follow ng nonths to
clarify various issues with their application. The departnent’s
requests for clarification led to the permtting process taking
longer than initially expected. One of the key issues the
departnent inquired about dealt with nmaking sure that the
lighting on the house woul d neet the departnent’s turtle nesting
requi renents. The departnent wanted to determ ne that the
lighting scheme for the project would not interfere wth sea
turtle nesting and hatchling turtles. Petitioners conplied with
the departnent’s continued requests for clarification and wai ved
several of the departnent’s own mandatory deci sion deadlines, on
the basis of their understandi ng that the application would be
denied if they failed to cooperate and allow the departnent the
additional tinme. The departnment ultimately granted petitioners a
construction permt on February 11, 2008, al nost 2 years fromthe

date petitioners purchased the property.
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In order for petitioners to proceed with their plans to
build a residence on the property, it was necessary for themto
secure an additional bank |loan to cover the construction costs.
However, the residential real estate market in Florida had
changed significantly between the tine that petitioners purchased
the property and the date on which the construction permt was
granted. Due to the realities of a constrained credit narket,
petitioners were unable to secure financing that would all ow them
to proceed with the conpletion of their plan to build a residence
on the property.

On June 11, 2009, petitioners sold the property for
$750,000. As a result petitioners suffered an $825, 000 | oss on
the property within 3-1/2 years fromits purchase.

Petitioners filed joint Federal incone tax returns for the
t axabl e years 2006 and 2007. On their returns, petitioners
deducted $87,016 and $82,201 in hone nortgage interest for the
t axabl e years 2006 and 2007, respectively. Respondent determ ned
that the interest expense deductions clained for the property
were not qualified residence interest, and, as a result,
det erm ned defi ciencies of $25,574 and $16,556 in petitioners’
Federal inconme taxes for 2006 and 2007, respectively.

Di scussi on

Section 163(a) allows a deduction for all interest paid or

accrued within the taxable year on indebtedness. Joseph v.
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Comm ssioner, T.C Meno. 2005-169. Section 163(h)(1), however,

provides that, in the case of a taxpayer other than a
corporation, no deduction is allowed for personal interest.
However, qualified residence interest is excluded fromthe
definition of personal interest and thus is deductible under
section 163(a). See sec. 163(h)(2)(D). Qualified residence
interest is any interest that is paid or accrued during the

t axabl e year on acquisition indebtedness or hone equity

i ndebt edness. See sec. 163(h)(3)(A). Acquisition indebtedness
is any indebtedness secured by the qualified residence of the
taxpayer and incurred in acquiring, constructing, or
substantially inproving the qualified residence. See sec.
163(h)(3)(B). Section 163(h)(4)(A) (i) defines a qualified
residence as “the principal residence (wthin the nmeaning of
section 121) of the taxpayer” and “1 other residence of the

t axpayer which is selected by the taxpayer for purposes of this
subsection for the taxable year and which is used by the taxpayer
as a residence (within the neaning of section 280A(d)(1)).” For
a dwelling unit to qualify as a residence pursuant to section
280A(d) (1) the taxpayer nust use it for the greater of 14 days or
10 percent of the nunmber of days during the taxable year for
which the unit is rented at a fair rental price. Sec.
280A(d)(1). However, if the taxpayer does not rent the dwelling

unit at any tine during a taxable year, the unit may be treated
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as a residence for the taxable year, notw thstandi ng section
280A(d)(1). Sec. 163(h)(4) (A (iii).

It is undisputed that petitioners never conpleted the
construction of a residence on the property. W have previously
found that interest paid by a taxpayer in relation to a vacant
| ot which she and her husband owned and on which they canped
yearly was not qualified residence interest within the nmeaning of
section 163(h)(3) because the interest was not paid on a

princi pal or second residence. See @Grrison v. Conm ssioner,

T.C. Meno. 1994-200, affd. w thout published opinion 67 F.3d 299
(6th Cr. 1995). However, the fact that there was no residence
or dwelling unit on petitioners’ property during the taxable
years 2006 and 2007 does not end our inquiry. Pursuant to
section 1.163-10T(p)(5)(i), Tenporary Income Tax Regs., 52 Fed.
Reg. 48419 (Dec. 22, 1987), a taxpayer nay treat a residence that
is “under construction” as a qualified residence for a period of
up to 24 nonths if the residence becones a qualified residence as

of the tinme that the residence is ready for occupancy.? The

2Sec. 1.163-10T(p)(5), Tenporary Incone Tax Regs., 52 Fed.
Reg. 48419 (Dec. 22, 1987), provides:

(5) Residence under construction.--(i) In
general --A taxpayer may treat a residence under
construction as a qualified residence for a period of
up to 24 nonths, but only if the residence becones a
qualified residence, without regard to this paragraph
(p)(5 (i), as of the tinme that the residence is ready
for occupancy.
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exanple in section 1.163-10T(p)(5)(ii), Tenporary I|Incone Tax
Regs., supra, clarifies that a taxpayer may treat a residence
under construction as his or her second residence for up to 24
nmont hs “conmmenci ng on or after the date that construction is
begun”.?3

We have found that petitioners purchased the property with
the intention of constructing a qualified residence and that
their actions regarding the property during the years 2006 and

2007 were in furtherance of that goal

3Sec. 1.163-10T(p)(5)(ii), Tenporary Income Tax Regs.,
supra, provides:

(1i1) Exanple.--X owns a residential |lot suitable
for the construction of a vacation honme. On April 20,
1987, X obtains a nortgage secured by the | ot and any
property to be constructed on the lot. On August 9,
1987, X begins construction of a residence on the |ot.
The residence is ready for occupancy on Novenber 9,
1989. The residence is used as a residence within the
meani ng of paragraph (p)(3)(iii) of this section during
1989 and X elects to treat the residence as his second
resi dence for the period Novenber 9, 1989, through
Decenber 31, 1989. Since the residence under
construction is a qualified residence as of the first
day that the residence is ready for occupancy (Novenber
9, 1987) [sic], X may treat the residence as his second
resi dence under paragraph (p)(5)(i) of this section for
up to 24 nonths of the period during which the
resi dence i s under construction, commencing on or after
the date that construction is begun (August 9, 1987).
If X treats the residence under construction as X's
second residence begi nning on August 9, 1987, the
resi dence under construction would cease to qualify as
a qualified residence under paragraph (p)(5)(i) on
August 8, 1989. The residence’'s status as a qualified
residence for future periods would be determ ned
w thout regard to paragraph (p)(5)(i) of this section.
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The i ssues we nust decide are: (1) Wiether the residence
was “under construction” during the taxable years at issue, and,
if so, (2) whether the fact that events occurred after the
taxabl e years in issue that prevented the conpletion of
construction of a qualified residence should disqualify the
i nterest deduction for prior years.

Under Construction

The term “under construction” is not defined in section 163
or by section 1.163-10T(p)(5)(i), Tenporary Incone Tax Regs.,
supra, or any other related section of the regulations. As such,
we nust decide its proper interpretation.

Petitioners contend that the term “under construction” is
broad enough to include their work done in applying for permts,
doi ng preparatory neasurenents, surveying, draw ng plans, and
causi ng the existing house to be denolished and the site cl eared.
Petitioners encourage us to hold that the work on the property
was part of the construction process and that this process began
in 2006.

Respondent contends that we should interpret “under
construction” much nore narrowmy by requiring petitioners to have
begun the “physical building process” before being entitled to
claima hone nortgage interest deduction. Respondent clains that
petitioners’ prelimnary site work as part of the permtting

process does not constitute construction for the purposes of
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section 1.163-10T(p)(5)(i), Tenporary Incone Tax Regs., supra,
because construction requires the act of building or putting
parts together. See Black’'s Law Dictionary 355 (9th ed. 2009).
In order to determ ne the proper neaning attributable to the
term “under construction” it is useful to consult the neanings

ordinarily given to those words. See Asgrow Seed Co. V.

Wnterboer, 513 U. S. 179, 187 (1995). *“Construction” is defined

as “the act or process of constructing”. Wbster’s New Wrld

Col l ege Dictionary 313 (4th ed. 2009) (enphasis added); The
Anmerican Heritage Dictionary 315 (2d Coll ege ed. 1985).
Furthernore, the applicable definition of “under” defines the
word as “in the process of”. (In fact, one of the exanples given
followng the definition is “under construction”.) Wbster’s
Third New International Dictionary 2487 (1986); see al so The
Anmerican Heritage Dictionary (2d Coll ege ed. 1985). The
definitions commonly attributed to both “under” and
“construction” acknow edge that the ternms can be read as being
broad enough to enconpass the entire process of construction and
not sinply the physical assenbly of building nmaterials.
Therefore, the question becones whether petitioners’ activities
during 2006 and 2007 anmounted to the comrencenent of the process
of construction rather than nerely preparatory activities.

The record indicates that in early 2006 petitioners

purchased the property and caused the denolition of the existing



- 13 -
house. Although the house was | eveled and the | ot was cleared
before petitioners received legal title to the property in March
2006, the work woul d not have occurred had petitioners not
bargained for it in the purchase and sal e agreenent. For al
practical purposes, petitioners were responsible for the
denolition work, and it canme about as a direct result of their
purchasing the property. The fact that petitioners did not hold
legal title to the property at the time that the work occurred
does not negate its relevance to our inquiry, especially given
the real property laws of the State of Florida.* At the tinme the
actual denolition and cl eanup work took place with respect to the
property, petitioners were possessors of equitable title. As
such, petitioners were the beneficial owners of the property when
the denolition of the existing house took place. Therefore, we
find that by causing an entire house to be denvlished and by
clearing the lot so that it would be suitable for a new
residence, petitioners undertook significant steps in the process

of constructing their vacation house, as early as January 2006.

“The doctrine of equitable conversion has becone thoroughly
i ngrai ned and enbedded in Florida real estate law. Fla. Dept. of

Revenue v. Mesner, 345 So. 2d 384, 386 (Fla. Dist. . App.
1977). The doctrine of equitable conversion becones operative
upon entry of an agreenent to convey title to realty. [1d. The
vendee i medi ately becones the beneficial owner, and the vendor
retains only naked legal title as security for paynment of the
purchase price. 1d.
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Such steps have been recogni zed as the begi nni ng of
construction.?®

In addition to the denolition work on the existing house,
petitioners al so conpl eted extensive planning and preparatory
work as part of the construction permtting process. In 2006
petitioners had survey work and core drilling done on the

property to satisfy permtting requirenents. Petitioners also

When di scussing the enactnent of sec. 189, dealing with the
deductibility of construction period interest, the congressional
committee stated:

The conferees understand that the construction
peri od commences with the date on which the
construction of a building or other inprovenent begins
and ends on the date that the building or inprovenent
is ready to be placed in service or is ready to be held
for sale. * * * (Cenerally the construction period
wll be considered to have commenced when | and
preparations and inprovenents, such as clearing,
gradi ng, excavation, and filling, are undertaken.
However, the construction period will not be considered
to have commenced sol ely because clearing or grading
work is undertaken, or drainage ditches are dug, if
such work is undertaken primarily for the maintenance
or preservation of raw | and and existing structures and
is not an integral part of a plan for the construction
of new or substantially renovated buil di ngs and
i nprovenents. 1n the case of the denolition of
existing structures where the construction period has
not otherw se commenced, the construction period is
considered to comence when denplition begins if the
denolition is undertaken to prepare the site for
construction. The construction period will not be
consi dered to commence sol ely because of the denvolition
of existing structures if the denolition is not
undertaken as part of a plan for the construction of
new or substantially renovated buil dings or
i nprovenents. [H Conf. Rept. 97-760, at 1264 (1982),
1982-2 C. B. 600, 608; enphasis added. ]
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entered into a contract wth DCS during 2007 so that it could
coordi nate and adm nister their ongoing permtting efforts. As a
part of that agreenent, DCS agreed to arrange the work that was
bei ng done by the architects, engineers, designers, and ot her
menbers of petitioners’ permtting team This work had to be
conpl eted by petitioners before they could file a conplete
application with the departnment. The application required
petitioners to provide evidence of ownership, governnental
reassurances, engineering conputations, surveys of the property,
and detailed construction, site, and planting plans. The work
petitioners were required to conplete before filing the
application was extensive and required the | abor of nultiple
bui | di ng and desi gn professionals. This work took pl ace

t hroughout 2006 and 2007. Petitioners undertook significant work
in preparing to obtain a construction permt, and that work was a
necessary conponent of the overall process of construction. W
hol d that the property was “under construction” as a residence
during 2006 and 2007.

Subsequent Events That Prevented Conpletion of a Qualified
Resi dence

Respondent contends that because petitioners sold the
property in 2009 before conpletion of a residence that was ready
for occupancy, petitioners failed to satisfy the requirenent that
the property must becone a qualified residence as of the tine the

residence is ready for occupancy. See sec. 1.163-10T(p)(5) (i),
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Tenporary I ncone Tax Regs., supra. W find this contention
unper suasive. Section 1.163-10T(p)(5)(i) and (ii), Tenporary
I ncome Tax Regs., supra, allows qualified residence interest to
be deducted for the 24-nonth period foll ow ng the commencenent of
construction. In the event the residence under construction has
not been conpleted and is not ready for occupancy by the end of
the 24-nonth period, the residence under construction ceases to
qual i fy under paragraph (p)(5)(i) after that 24-nonth period
ends.® |If petitioners intended to claimthe deduction for
qual ified residence interest during the construction period, they
had to claimit on their returns for the years i medi ately
foll ow ng the commencenent of construction in January 2006. It
is a well-known principle that each taxable year stands al one and

is evaluated separately. United States v. Lewis, 340 U. S. 590

(1951); Rose v. Conmmi ssioner, 55 T.C. 28, 32 (1970). In

eval uating each year on its own, it would be inpossible for

8Al t hough the exanple in sec. 1.163-10T(p)(5)(ii), Tenporary
I ncone Tax Regs., supra, provides that a residence under
construction ceases to qualify under par. (p)(5)(i) for periods
beyond the end of the 24-nonth period, it also provides that the
ongoi ng construction of a qualified residence beyond that period
does not affect a taxpayer’s right to claimthe deduction for the
entire 24 nonths. The exanpl e describes a situation where
construction began on Aug. 9, 1987, and the residence did not
becone ready for occupancy until Nov. 9, 1989. The regul ation
acknow edges that the fact that the residence was not ready for
occupancy until nore than 24 nonths had passed fromthe date that
construction began had no bearing on the taxpayer’'s ability to
claimthe deduction for the first 24 nonths of the construction
peri od.
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petitioners or the Internal Revenue Service to have known that
t he proposed residence woul d never beconme ready for occupancy.’
The appropri ateness of the deductions petitioners clainmd shoul d
be evaluated on the basis of the facts and circunstances as they
exi sted in 2006 and 2007. Events beyond petitioners’ control
occurred in subsequent years and prevented petitioners from
conpl eting a residence.

We hold that petitioners’ planned residence was under
construction during 2006 and 2007 for the purpose of section
1.163-10T(p)(5) (i), Tenporary Incone Tax Regs., supra.

Therefore, petitioners are entitled to the cl ai ned nortgage
i nterest deductions for the taxable years 2006 and 2007.

To reflect the foregoing,

Deci sion will be entered

for petitioners.

I ndeed, the regul ation does not recognize that the
resi dence under construction became a qualified residence within
a specified period and does not address the situation where the
resi dence under construction never beconmes ready for occupancy.
The regul ation requires only that the residence “becones a
qualified residence * * * as of the tinme that the residence is
ready for occupancy.” Sec. 1.163-10T(p)(5)(i), Tenporary I|Income
Tax Regs., supra.



