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Although the related party did not receive a direct tax benefit from the tax-
payer’s like-kind exchange, the Eighth Circuit found that it received a major
financial benefit from holding on to pre-tax proceeds for a short period,
which was enough to trigger Section 1031(f)

Recently, in North Central Rental & Leas-
ing, LLC, 779 F.3d 738, 115 AFTR2d
2015-993, affy 112 AFTR2d 2013-7045
(DCN.D,, 2013), the Eighth Circuit af-
firmed a district court decision disal-
lowing like-kind exchange treatment
for a rental and leasing business. The
decision is important because it high-
lights steps that a taxpayer should
avoid if the taxpayer wants to engage
in repeated like-kind exchanges.

FACTS

Butler Machinery Company (Butler)
sold agricultural, mining, and con-
struction equipment for manufactur-
ers, primarily Caterpillar. Prior to 2002,
Butler conducted a rental and leasing
business in conjunction with its retail
sales. In that year, Butler formed a
subsidiary, North Central Rental &
Leasing (North Central) to take over
that business.
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Although separate entities, Butler
and North Central were controlled by
the same family, both in terms of
ownership and control. Butler shared
office space with North Central, per-
formed equipment-ordering functions
and paid the wages of North Central's
employees. Caterpillar treated the two
businesses as separate, but in many
other ways they functioned as a single
business.

As part of its business of buying
and renting equipment, North Central
also engaged in like-kind exchanges
through its so-called LKE Program. In
the LKE Program, North Central sold
its used equipment to third parties
(Purchasers) and instructed the third
parties to pay the sales proceeds to an
unrelated qualified intermediary, Ac-
cruit LLC (Accruit). Accruit would for-
ward the sale proceeds to Butler,
which at about the same time would
purchase new Caterpillar equipment



for a partnership interest. The Service
held that, assuming that the long-term
leasehold interest is binding and
legally enforceable and that the con-
tributing partner performs no services
for the partnership in exchange for its
partnership interest, the contribution
of the long-term interest to the part-
nership will be a contribution of
"property” in exchange for a partner-
ship interest under Section 721.

THE PROPERTY
REQUIREMENT-EXCEPTIONS
While the term “property,” as used in
Section 721 is broad, it is not without
its limitations. For example, the courts
have held that the term does not in-
clude certain intangible property cre-
ated by personal services and does not
include property with no value. While
neither exception should apply to the
Golfer's name and likeness rights, a
short description is provided below.

First, the term “"property” generally
includes intangible property created
by personal services, unless such
property was created by the transferor
specifically for the transferee in accor-
dance with the transferee’s specific in-
structions. For example, in Gilson,
TCM 1984-447, an independent con-
tractor who contracted with manu-
facturers to produce patentable in-
dustrial designs was found to be a
seller of patentable property, not serv-
ices, because he was not an employee
of the manufacturers. Alternatively, in
Rev. Rul. 64-56, 1964 CB 133, the
Service held that when an asset has
been developed specifically for a
transferee, the stock received in ex-
change for such asset may be treated
as payment for services rendered.
Similarly, if patentable (or copy-
rightable) intangible property was cre-
ated by the transferor under a “con-
tract of employment; the transferor is
generally treated as receiving com-
pensation for services®

The courts have also held that the
term property does not include prop-
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erty that has no value. In Santa Monica
Pictures, LLC, TCM 2005-104, the court
held that a contribution of worthless
debt was not a contribution of “prop-
erty” for purposes of Section 721. Sim-~
ilarly, in Meyer, 121 E Supp. 898, 46
AFTR 192 (Ct. Cl, 1954), the court held
that Section 351 did not apply to a
transfer of stock in a wholly owned
insolvent corporation. In at least one
case, however, the courts have held
that the transfer of worthless property
could qualify as "property” for pur-
poses of Section 351. Specifically, in
Abbrecht, TCM 1987-199, the court held
that Section 351 applied to debt ex-
changed for stock, although the value
of the debt was not shown to have a
fair market value greater than zero.

The Golfer's name and likeness
rights should not meet the exceptions
to the term "property” espoused by
the courts and the Service. First, the
Golfer's name and likeness rights were
not created by the transferor specifi-
cally for the transferee. Thus, under
Gilson, the partnership interest should
not be treated as exchanged for serv-
ices. Second, the Golfer's name and
likeness rights have substantial value
and thus should not be omitted from
the definition of property under Santa
Monica Pictures and Meyer.

THEPROPERTY
REQUIREMENT-CONCLUSION
Based on the authorities discussed
above, the Golfer's name and like-
ness rights should qualify as “prop-
erty” for purposes of Section 721. As
a starting point, the term "property”
has a "broad reach;? and generally
encompasses "whatever may be
transferred’? Under the reasoning set
forth in Goosen and Neon Lights, the ex-
clusive, worldwide right to use the
Golfer's name and likeness rights (not
taking into account the limited dura-
tion of such rights) should be treated
as property for purposes of Section 721.
As noted above, the Service and
courts have each determined that

property with a “length of time carve-
out” may constitute "property” for
purposes of Sections 351 and 721. For
example, in ILB. Zachry Co., 2 the court
held that a carved out oil payment
was “property” for purposes of Sec-
tion 351, even though the right lapsed
after the holder of the right received
$650,000 in payments. Essentially, the
interest was limited to the time it
would take the one-eighth oil interest
to produce the $650,000, notwith-
standing the fact that the oil interest
would continue to produce income
after the $650,000 was paid to the
partnership. Similarly, in Ltr. Rul.
82250649, the Service held that the
contribution of the right to use land
owned by the contributing partner
was property for purposes of Section
721, even though the lease was for a
period that was less than the useful
life of the land 2

In the hypothetical transaction, the
Golfer transferred the exclusive,
worldwide right to use her name and
likeness for a period of five years. Sim-
ilar to the carved out oil payment in
H.B. Zachry Co. and the land lease in Lir.
Rul. 8225069, the property right was
granted for less than the entire useful
life of such property. Under the same
reasoning as H.B. Zachry Co. and Ltr. Rul.
82225069, the Golfer's name and like-
ness right should qualify as "property”
for purposes of Section 721.

Accordingly, the Golfer's name and
likeness rights (as described in the hy-
pothetical) should qualify as “prop-
erty” for purposes of Section 721. ®
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19 See generally Downs , 49 TC 533 (1968); Blum, 11 TC
101(1948); Gifson, TCM 1984-447.

20 Rev. Rul. 64-56,1964 CB 133,

21 Sea £/ DU Pont de Nemours & Co., supra note 5.

22 geesypranote 7,

23 While the Service could argue that the lease term was
solong that, in essence, the transfer was for the entire
useful life of the property, Ltr. Rul. 8225069 does not
necessarily stand for the proposition that transferring
the right to use property for a period that is less than
the useful life of such property fails to meet the Prop-
erty Requirement. The ruling speaks only to the lim-
ited nature of guidance provided by the Service in
this area.
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and transfer that equipment to North
Central via Accruit. Butler charged
North Central the same amount that

The taxpayer appealed this result to
the Eighth Circuit.

sold and the gain inherent in Black-
acre had been shifted to Whiteacre.
As a result of this series of transac-

Butler had paid for the equipment
that was sold to North Central.

In other words, at first blush there
were like-kind exchanges in the LKE
Program, in that North Central sold
used property (the relinquished prop-
erty) to unrelated purchasers through
Accruit, which conveyed like-kind
property to North Central in ex-
change. Butler's role in these transac-
tions was to acquire the replacement
property from Caterpillar, which was
then sold by Butler to North Central.

Why did Butler structure the LKE
Program in this manner? Because
North Central was related to Butler,
Caterpillar allowed Butler to take ad-
vantage of its deferred payment pro-
gram (the DRIS program) with respect
to payments that Butler owed to
Caterpillar. Under the DRIS program,
the timing of payments was effectively
deferred for up to six months, mean-
ing that, for up to six months, Butler
did not have to pay Caterpillar for
equipment that Butler purchased.
Thus, the LKE Program allowed Butler
to receive cash from Accruit as a result
of the sale of the relinquished prop-
erty in the exchange (North Central's
used equipment sold to third parties),
but Butler was not required to make
payments to Caterpillar with respect
to the purchase of the replacement
property sold to North Central for up
to six months. As a result of the LKE
Program, Butler effectively received a
six-month, interest-free loan of cash
with respect to the exchange proceeds
from each exchange.

The IRS challenged the tax treat-
ment of 398 sales by North Central
during the period 2004 to 2007. The
IRS contended that these transactions
were not entitled to non-recognition
pursuant to Section 1031(f), which
addresses related-party exchanges.
The taxpayer paid the tax and filed a
claim for refund, followed by a suit
in the district court in North Dakota.
The district court held in favor of the
government because Butler (a related
party) had the unfettered use of the
cash that resulted from the exchange.

ACCOUNTING

APPLICABLE LAW

As is well known, a taxpayer can defer
recognizing gain under Section 1031
when property held for productive
use in a trade or business or for in-
vestment (the relinquished property)
is exchanged solely for property of a
like kind that is to be held either for
productive use in a trade or business
or for investment. The legislative his-
tory of Section 1031 makes it clear
that the statute was intended to avoid
taxation when taxpayers do not “cash
in" on their investments in property
used in a trade or business or held for
investment.!

Reg. 1.1031(k)-1(g)(4) allows a tax-
payer to use a qualified intermediary
to facilitate a like-kind exchange. The
qualified intermediary is not treated
as an agent of the taxpayer. Instead,
in the case of a transfer of relin-
quished property involving a quali-
fied intermediary, the taxpayer's trans-
fer of relinquished property to the
qualified intermediary and the subse-
quent receipt of like-kind property
from the qualified intermediary are
treated as an exchange.

In 1989, Congress closed a poten-
tial loophole in Section 1031 by en-
acting Section 1031(f), which ad-
dressed related-party like-kind
exchanges2 Prior to the enactment of
Section 1031(f), assume that a tax-
payer and a related party owned like-
kind property (say, real estate named
Blackacre and Whiteacre), in which
Blackacre had a low basis and
Whiteacre had a high basis. Assume
that the related parties wanted to dis-
pose of Blackacre but not pay any tax.
The related parties could (1) exchange
Blackacre for Whiteacre, in which case
Blackacre would take as its basis in
Blackacre its high basis in Whiteacre,
and then (2) sell Blackacre in a trans-
action in which less gain (or even a
loss) was recognized. Moreover, the
related parties (viewed collectively)
would end up owning Whiteacre and
hold cash without any gain recogni-
tion-the low basis property had been
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tions, the related entities could sell a
property without gain recognition
and end up with cash!

Section 1031(f)(1) generally pro-
hibits nonrecognition treatment for
exchanges in which a taxpayer ex-
changes property with a related per-
son and either party then disposes of
the exchanged property within two
years. Moreover, in an attempt to
thwart the future use of more com-
plex transactions that technically
avoid the provisions of Section
1031(f) but run afoul of the purposes
of the law, Congress enacted Section
1031(f)(4), which prohibits nonrecog-
nition treatment for any exchange
that is part of a transaction (or series
of transactions) structured to avoid
the purposes of Section 1031(f).

OPINION

The question in this case was whether
Section 1031(f) prohibits nonrecogni-
tion of gain. It was clear that North
Central would not have recognized
any gain if it had engaged in direct
exchanges with Caterpillar, ie, North
Central could have sold its used e-
quipment to third parties and used the
sales proceeds to complete like-kind
exchanges (through Accruit) with
Caterpillar. The issue was whether like-
kind exchange treatment was effec-
tively voided because of the insertion
of Butler into the transactions.

There were two prior decisions
viewed as relevant in determining the
tax consequences of this transaction.
Teruya Brothers Ltd. & Subs., 124 TC 45
(2005), aff'd 580 F3d 1038, 104 AFTR2d
2009-6274 (CA-9, 2009), was the first
case to consider the interaction of
these rules. In that case, the taxpayer
negotiated the sale of relatively low-
basis real property to an unrelated
person. In anticipation of the sale, the
taxpayer arranged to purchase rela-
tively high-basis replacement prop~

1 See Starker, 602 . 2d 1341, 44 AFTR2d 795525 (CA'S,
1979).

2 PL.101-239,12/19/89.



erty from a related person. To carry
out the transaction, the taxpayer
arranged for a qualified intermediary
to acquire the property from the tax-
payer and sell it to an unrelated per-
son, and to use the proceeds to ac-
quire the replacement property from
the related person and transfer that
replacement property to the taxpayer.

The Tax Court in Teruya Brothers
concluded that the transaction was
economically equivalent to a direct
exchange of properties between the
taxpayer and the related person, fol-

were Charles and his sons, Dwight
and Jeff. OFI owned, among other
properties, the Wesleyan Station
Shopping Center and part of the
Rivergate Shopping Center in Macon.

In addition to owning OFI, Charles
and his sons, as well as other related
entities, were among the largest own-
ers of commercial real property in
Macon and surrounding areas. One
of these assets, called “Barnes & Noble
Corner had been owned by OFI until
it was sold in 1996 to Treaty Fields, a
Georgia LLC owned by Dwight and

two commercial brokers, assist OFL in
finding replacement property. On
10/9/03, OFI engaged Security Bank
to act as a qualified intermediary. On
that date, OFI assigned its rights to sell
Wesleyan Station to Security Bank.
The next day, pursuant to the
McEachern agreement, Security Bank,
acting as a qualified intermediary for
OF1, sold Wesleyan Station.

Prior to the deadline for the closing
of the McEachern agreement on
10/10/03, OFI had considered and re-
jected (for various reasons) at least six

lowed by the related person’s sale of
the property it received to an unre-
lated third party (which would cause
the transaction to be within the scope
of Section 1031(f)(1)). According to the
court, the presence of the qualified in-
termediary did not change this result.
The court then considered whether
avoidance of federal income tax was
one of the principal purposes of the
deemed exchange, because the non-
tax-avoidance exception in Section
1031(f)(2) has to be considered in de-
termining the application of Section
1031(f)(4). The court concluded that
the transaction was taxable because
its economic substance was that the
investments in the relinquished prop-
erties were cashed out, with the pro-
ceeds ending up in the hands of the
related party, with tax savings result-
ing from the transaction.

The second relevant decision was
Ocmulgee Fields, Inc,, 132 TC 105 (2009),
affd 613 E3d 1360, 106 AFTR2d 2010-
5820 (CA-11, 2010). Ocmulgee Fields,
Inc. (OFD) was a fiscal-year Georgia
corporation organized in 1973 by
Charles Jones to develop, own, and
manage real estate in the Macon area.
During OFI's 2004 tax year (ending
5/31/04), its principal shareholders

Charles. Barnes & Noble Corner was
undeveloped real property located
near Rivergate.

OFI was not looking to sell Wes-
leyan Station. Nevertheless, on
7/17/03, after Dwight met Scott Wil-
son, OFI entered into an agreement
(the "McEachern agreement”) for the
sale of Wesleyan Station to Wilson
and trusts established under the will
of Wilson's father-in-law, John
McEachern. The McEachern agree-
ment provided that the purchase
price for Wesleyan Station would be
$7.25 million, the closing would take
place on or before 10/10/03, and that
OFT intended to structure the trans-
action as a like-kind exchange and
could assign its interest to a qualified
intermediary.

Raymond Pippin was a CPA and a
member of the largest accounting firm
in Macon. Even before OFI entered
into the McEachern agreement,
Dwight had asked Pippin if he was
aware of any income-producing
commercial real property in the Ma-
con area that could be acquired as re-
placement property. Pippin indicated
that he was not; Dwight then re-
quested that both Pippin and Wilson,
as well as OFI's real estate lawyer and

RICHARD M. LIPTON s a partner in the Chicago office of the law firm of Baker & McKenzie LLP, and
is a past chair of the ABA Tax Section. He is a regular contributor to THE JOURNAL as well as co-editor
of the Shop Talk column. Copyright © 2015, Richard M. Lipton.
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possible replacement properties pre-
sented by various real estate brokers.
As October 10 neared, Dwight began
to consider having OFI reacquire the
Barnes & Noble Corner as replace-
ment property for Wesleyan Station.
On October 15, OFI and Treaty Fields
entered into a contract for the pur-
chase of the Barnes & Noble Corner.
OFI subsequently assigned its rights
under that contract to Security Bank,
as qualified intermediary. On 11/4/03,
Treaty Fields sold the Barnes & Noble
Corner to Security Bank for
$6,740,900, and because Treaty Ficlds
had a basis in the property of
$2,554,901, the gain recognized by
Treaty Fields was $4,185,999. Security
Bank then conveyed the Barnes &
Noble Corner to OFI as replacement
property for Wesleyan Station.

On its tax returns for the year
ended 5/31/04, OFI reported that its
adjusted basis in Wesleyan Station
was $716,164, and since the sale price
of Wesleyan Station was $6,838,900,
OFTI's gain was $6,122,736. OFI also re-
ported that its basis in the replace-
ment property (Barnes & Noble Cor-
ner) was the same $716,164. Pippin
prepared OFI's tax return and treated
this transaction as a valid Section
1031 exchange. The IRS determined
that the transaction did not satisfy the
requirements of Section 1031 on the
grounds that Section 1031(f) applied.

ACCOUNTING



The Service also asserted an accuracy-
related penalty.

would be recognized by OFI on its
exchange of Wesleyan Station for the
Barnes & Noble Corner if the ex-

the property, the related parties have,
in effect, ‘cashed out’ of the invest-
ment, and the original exchange

The Service argued that this case

was similar to Teruya Brothers, in which
the Tax Court found that a sale of
property did not qualify for non-
recognition under Section 1031(a)
when the replacement property was
acquired from a related party, not-
withstanding that the sale was tech-
nically made through an unrelated
qualified intermediary. The court ap-
plied Section 1031(f)(D) to that trans-
action by disregarding the qualified
intermediary and treating the trans-
action as an exchange between related
parties that was structured to avoid
the purposes of Section 103 1(f)(D).
The Tax Court in Ocmulgee Fields
viewed Teruya Brothers as requiring, first,
a determination whether the transac-
tion was covered by the anti-abuse
rule in Section 1031(f)(4) and second,
if that provision applied, whether one
of the exceptions set forth in Section
1031(f)(2) could alter the result. More
succinctly, the court stated that gain

change was part of a transaction or
series of transactions structured to
avoid the purposes of Section 1031(f),
taking into account the history of that
provision as well as the Tax Court's
prior decision in Teruya Brothers.
According to the Tax Court, the
purpose of Section 1031(f)(1) was to
prevent transactions in which a tax-
payer who anticipated the sale of
low-basis property exchanged that
property for high-basis property
owned by a related person, with the
related person then selling the prop-
erty received in the exchange at a re-
duced gain (or possibly a loss) as a
result of the rule in Section 1031(d)
that property acquired in a like-kind
exchange generally takes the basis of
the property relinquished. The Ocmul-
gee court quoted the Teruya Brothers
opinion: "Congress concluded that if
a related party exchange is followed
shortly thereafter by a disposition of

should not be accorded nonrecogni-
tion treatment” Furthermore, Section
1031(f)(4) was enacted in response to
Congress's concern that related per-
sons not be able to circumvent the
purposes of Section 1031(f)(l) by in-
terposing an exchange with an unre-
lated third party.

The Tax Court concluded in Ocmul-
gee that the situation was similar to
Teruya Brothers because OFI exchanged
Wesleyan Station with a qualified in-
termediary for replacement property
(the Barnes & Noble Corner) formerly
owned by a related party, Treaty
Fields. To determine whether the ex-~
change was part of a transaction
structured to avoid the purposes of
Section 1031(f), the Tax Court consid-
ered how OFI would have fared had
it instead exchanged Wesleyan Station
with Treaty Fields for the Barnes &
Noble Corner, and Treaty Fields had
sold Wesleyan Station. Because that
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transaction would be squarely de-
scribed in Section 1031(f)(D), the trans-
action would be taxable unless the
taxpayer could establish that the
deemed sale of Wesleyan Station did
not have avoidance of federal income
tax as one of its principal purposes
(within the meaning of Section

1031(H2)(O).

The legislative history of Section
1031(H(2)(C) indicated that the non-
tax-avoidance exception to Section
1031(H) would apply to, among oth-
ers, transactions that do not involve
the shifting of basis between proper-
tles2 In the Ocmulgee transaction, how-
ever, if Treaty Fields had received Wes-
leyan Station from OFI in exchange
for the Barnes & Noble Corner, Treaty
Field's adjusted basis of $2,554,901 in
the Barnes & Noble Corner would
have shifted to Wesleyan Station,
which had a basis of only $716,164 in
the hands of OFI. Because of that
step-up in basis, Treaty Fields would
have realized a gain on the sale of
Wesleyan Station that was approxi-
mately $1.8 million less than what OFI
would have realized without the ex-
change. The court emphasized that
while the legislative history of Section
1031(f)(2) identified transactions not
involving basis shifting as transac-
tions generally lacking tax avoidance
as a principal purpose, a fair inference
is that federal income tax avoidance
generally is a principal purpose of
tfransactions involving basis shifting,

The transaction at issue in North
Central was similar to these transactions
in that it involved a like-kind ex-
change in which the taxpayer (North

3 H Conf Rep't. No. 101386, 101st Cong., Ist Sess. 614
(1989).

Central) acquired replacement prop-
erty from a related party. North Cen-
tral argued that the transaction should
be respected because it was casier and
more efficient for Butler to acquire
property from Caterpillar (instead of
North Central having to deal directly
with Caterpillar), but this argument
was somewhat belied by the fact that
North Central had the ability and nec-
essary transaction codes to engage in
direct purchases from Caterpillar. The
LKE Program allowed Butler to obtain
six-month, interest-free loans because
it received the purchase price for the
new equipment from North Central
but did not owe any payments to
Caterpillar for that period. Butler con-
tended that North Central could have
obtained the same favorable financing
terms from Caterpillar, but the evi-
dence at trial (supplied by Accruit) was
that North Central would have been
required to pay immediately for any
equipment that it purchased directly
from Caterpillar, whereas Butler did
not have to do so. In other words, if
Butler had not been involved in these
transactions, there would not have
been an interest-free loan.

Moreover, the amounts of these
loans were not small. There were 350
exchanges during the period at issue,
and the size of the average exchange
exceeded $600,000. As a result, the
amount of the interest-free loan that
Butler was able to obtain from Cater-
pillar exceeded $210 million. Although
the term of the loan was short (less
than six months) and the principal
effectively “rolled” as the various ex-
changes occurred and the purchase
price needed to be paid on the re-
placement property purchased from
Caterpillar, there was in fact a sub-
stantial benefit to Butler from these
transactions.

According to the Eighth Circuit, the
fact that Butler was not essential to
the exchanges—except to receive an
interest-free loan involving funds that
were not subject to taxation-made
this transaction similar to the failed
exchanges in Teruya Brothers and Ocmul-
gee Fields, In those cases, as in this North
Central, the taxpayer had attempted to
acquire replacement property from a
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related party. The courts held that
there was a tax benefit obtained by
the taxpayer, so that Section 1031(f)(4)
was implicated.

So far, the Eighth Circuit's decision
at least makes sense. However, the
court then turned to the role of the
qualified intermediary, Accruit, in this
transaction. The court stated that Ac-
cruit was also an unnecessary party
to the transaction, because Butler and
North Central could have exchanged
property directly with each other and
without Accruit’s involvement. This
was viewed by the court as an “un-
necessary layer of complexity” that
supported the application of Section
103 1(f). The use of the qualified inter-
mediary was viewed by the court as
part of the structure to avoid appli-
cation of Section 1031(f), citing to sim-
ilar language in Teruya Brothers and Oc-
mulgee Fields.

The taxpayer contended that Ac-
cruit’s role was necessary to comply
with the safe harbor for like-kind ex-
changes. However, the Eighth Circuit
rejected this argument, stating that it
had not been shown that the district
court committed “clear error” in find-
ing that the intent behind the trans-
action’s structure (including the role
of Accruit) was to avoid Section
1031(f). However, the appellate court
emphasized that its primary concern
was not the role of Accruit in these
transactions but, rather, the fact that
Butler Machinery used these trans-
actions to obtain interest-free loans.
Accordingly, it held that the transac-
tions were not eligible for like-kind
exchange treatment under Section
1031(a) because the transactions
were structured to avoid the appli-
cation of Section 1031(f).

ANALYSIS

The Eighth Circuit's decision in North
Central highlights one of the unspoken
rules of like-kind exchanges—-do not
acquire replacement property from a
related party. In the prior decisions
involving receipt of replacement
property from a related party, Teruya
Brothers and Ocmulgee Fields, there was
a direct tax benefit because the tax-
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payer recognized less gain with re-
spect to the sale of the replacement

So what could North Central have
done if it wanted to obtain the inter-

property than would have been rec-est-free use of the proceeds from the

the benefit of North Central, and
when the notes to Caterpillar were
_then paid, any remaining amounts -

ognized on a direct sale of the relin-
quished property. In this case, the re-
lated party (Butler) did not own the
replacement property beforehand, so
there was no direct tax benefit as in
the prior cases, although it could be
argued that there was a similar benefit
because gain was not recognized by
Butler. However, Butler obtained a
major financial benefit by getting to
keep the pre-tax proceeds from the
sale of the relinquished property for
six months, and then use the money
to pay Caterpillar. Thus, although
there was no substitution of basis as
in Teruya Brothers, there was an after-
tax benefit to Butler which was suffi-
cient to trigger the application of Sec-
tion 1031(f).

It could be argued that the decision
in North Central is beyond the scope of
Section 1031(f)(4). Indeed, there is a
good argument that Section 1031()(4)
was intended to be limited to trans-
actions in which there was a direct
exchange with a related party but Sec-
tion 1031(f)(1) did not apply for some
technical reason. However, the con-
tention that Section 1031(f)(4) should
be applied narrowly was firmly re-
jected in Teruya Brothers, and it is likely
too late for taxpayers to raise that ar-
gument successfully.

ACCOUNTING

sales of relinquished property while
still acquiring replacement property
immediately from Caterpillar? It turns
out there was a planning opportunity
in this situation, which would have
required the more-active involve-
ment of the qualified intermediary,
Accruit. Because Accruit was not re-
lated to North Central, Accruit could
have been used to obtain benefits
that were not available in the actual
transaction because of the presence
of a related party.

Specifically, assume that Caterpillar
would have been willing to sell the
replacement property directly to
North Central and be paid after six
months without interest, in the same
manner that Caterpillar was willing to
provide interest-free financing to But-
ler. In that case, as the relinquished
property was sold, North Central
could have acquired property directly
from Caterpillar in exchange for a
note from Accruit (or, more likely, the
special purpose LLC that Accruit
would have formed to engage in these
exchanges). Accruit would then con-
vey the property to North Central to
complete the exchanges on a tax-free
basis. Accruit would then place the
cash proceeds from the sale of the re-
linquished property in an account for
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held in the account would be paid
over to North Central. As a practical
matter, North Central would be able
to invest the sale proceeds from the
relinquished property for six months
while still engaging immediately in
leasing with respect to the replace-
ment property.

Although this transaction likely
"works, it would not have been as at-
tractive to Butler and/or North Cen-
tral because the funds received in the
exchange would continue to be held
by Accruit. Although there would be
financial benefits from an interest-free
loan, that benefit is much less than
could be obtained by using the ex-
change proceeds as working capital.
However, this benefit turned out to be
"a bridge too far" and caused the po-
tential interest-free loan to become a
taxable transaction, reducing the net
after-tax proceeds available to North
Central as a result of the interest-free
financing that was available from
Caterpillar. Thus, this case illustrates
another maxim of tax planning,
which is not to get too greedy in at-
tempting to obtain tax benefits from
a like-kind exchange. If there had
been no related party in this transac-
tion, there would have been nothing
for the IRS to attack. ®



