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RECENT฀4AX฀#OURT฀CASE฀�4ERUYA฀"ROTHERS฀V�฀#OMMIS


SIONER	฀REINFORCES฀THE฀CONCEPT฀THAT฀WHENEVER฀POS


SIBLE�฀TAXPAYERS฀SHOULD฀AVOID฀EXCHANGING฀PROPERTIES฀

WITH฀A฀RELATED฀PARTY�฀EVEN฀IF฀A฀QUALIlED฀INTERMEDIARY฀IS฀INVOLVED�฀

4HE฀POSSIBLE฀DANGERS฀OF฀SUCH฀AN฀EXCHANGE฀

CAN฀OUTWEIGH฀THE฀POTENTIAL฀TAX฀BENElTS�

3ECTION฀����฀AND฀฀
THE฀2ELATED฀0ARTY฀฀
%XCHANGE฀2ULES

3ECTION฀ �����A	��	฀ OF฀ THE฀ #ODE฀

PROVIDES�฀GENERALLY�฀THAT฀NO฀GAIN฀OR฀LOSS฀IS฀

RECOGNIZED฀IF฀PROPERTY฀HELD฀FOR฀INVESTMENT฀

OR฀ FOR฀ USE฀ IN฀ A฀ BUSINESS฀ IS฀ EXCHANGED฀ FOR฀

PROPERTY฀OF฀A฀LIKE฀KIND฀HELD฀FOR฀INVESTMENT฀

OR฀FOR฀USE฀IN฀A฀BUSINESS�

3ECTION฀�����F	฀PROVIDES฀ THAT฀ IF฀ A฀

TAXPAYER฀EXCHANGES฀PROPERTY฀WITH฀A฀RELATED฀

PERSON�฀ AND฀ BEFORE฀ �฀ YEARS฀ HAVE฀ ELAPSED�฀

EITHER฀ THE฀ RELATED฀ PERSON฀ OR฀ THE฀ TAXPAYER฀

DISPOSES฀ OF฀ THE฀ PROPERTY฀ RECEIVED฀ IN฀ THE฀

EXCHANGE�฀ THEN฀ ANY฀ GAIN฀ OR฀ LOSS฀ THAT฀ WAS฀

DEFERRED฀BECAUSE฀OF฀3ECTION฀����฀WILL฀BE฀RECOGNIZED�

3ECTION฀ �����F	��	฀ PROVIDES฀ THAT฀ THE฀ LIKE
KIND฀ EX


CHANGE฀RULES฀DON�T฀APPLY฀ TO฀AN฀EXCHANGE฀WHICH฀IS฀PART฀OF฀A฀

TRANSACTION฀�OR฀SERIES฀OF฀TRANSACTIONS	฀STRUCTURED฀TO฀AVOID฀THE฀

PURPOSES฀OF฀3ECTION฀�����F	�฀4HE฀#ODE฀DOES฀NOT฀DESCRIBE฀SUCH฀

AN฀ AVOIDANCE฀ TRANSACTION�฀ (OWEVER�฀ THE฀ LEGISLATIVE฀ HISTORY฀

PROVIDES฀FURTHER฀GUIDANCE�฀&IRST�฀BECAUSE฀PROPERTY฀ACQUIRED฀IN฀

A฀LIKE
KIND฀EXCHANGE฀GENERALLY฀TAKES฀THE฀BASIS฀OF฀THE฀PROPERTY฀

GIVEN฀ UP฀ �hBASIS฀ SHIFTINGv	�฀ #ONGRESS฀ WAS฀ CONCERNED฀ ABOUT฀

RELATED฀PARTIES฀ENGAGING฀IN฀LIKE
KIND฀EXCHANGES฀OF฀HIGH฀BASIS฀

PROPERTY฀FOR฀LOW฀BASIS฀PROPERTY฀IN฀ANTICIPATION฀OF฀THE฀SALE฀OF฀THE฀

LOW฀BASIS฀PROPERTY฀IN฀ORDER฀TO฀REDUCE฀OR฀AVOID฀THE฀RECOGNITION฀

OF฀GAIN฀ON฀THE฀SUBSEQUENT฀SALE��฀3ECOND�฀#ONGRESS฀INDICATED฀

THAT฀A฀TAXPAYER฀SHOULD฀BE฀DEPRIVED฀OF฀NONRECOGNITION฀TREATMENT฀

WHERE฀A฀RELATED฀PARTY฀EXCHANGE฀IS฀FOLLOWED฀SHORTLY฀THEREAFTER฀

BY฀A฀DISPOSITION฀OF฀THE฀PROPERTY�฀THEREBY฀ALLOWING฀THE฀RELATED฀

PARTIES฀TO฀hCASH฀OUTv฀OF฀THE฀INVESTMENT��

3ECTION฀ �����F	��	฀ CONTAINS฀ THREE฀ EXCEPTIONS฀ TO฀

THE฀RELATED
PARTY฀EXCHANGE฀RULES�฀4HEY฀WILL฀NOT฀APPLY฀�!	฀TO฀

DISPOSITIONS฀OCCURRING฀AFTER฀THE฀DEATH฀OF฀THE฀TAXPAYER฀OR฀THE฀

DEATH฀OF฀THE฀RELATED฀PERSON�฀�"	฀TO฀DISPOSITIONS฀RELATING฀TO฀AN฀

INVOLUNTARY฀CONVERSION฀WITHIN฀THE฀MEANING฀OF฀3ECTION฀�����฀OR฀

�#	฀WHERE฀THE฀TAXPAYER฀ESTABLISHES฀THAT฀NEITHER฀THE฀EXCHANGE฀

NOR฀ THE฀DISPOSITION฀HAD฀AS฀ONE฀OF฀ ITS฀PRINCIPAL฀PURPOSES฀ THE฀

AVOIDANCE฀OF฀INCOME฀TAX�

#ONGRESS฀ INTENDED฀ THE฀ NON
TAX฀

AVOIDANCE฀ EXCEPTION฀ TO฀ APPLY฀ TO฀ ��	฀AN฀

EXCHANGE฀ OF฀ UNDIVIDED฀ INTERESTS฀ IN฀ DIFFER


ENT฀PROPERTIES฀THAT฀RESULTS฀IN฀EACH฀TAXPAYER฀

HOLDING฀EITHER฀THE฀ENTIRE฀INTEREST฀IN฀A฀SINGLE฀

PROPERTY฀ OR฀ A฀ LARGER฀ UNDIVIDED฀ INTEREST฀ IN฀

ANY฀OF฀SUCH฀PROPERTIES�฀��	฀DISPOSITIONS฀OF฀

PROPERTY฀ IN฀ NONRECOGNITION฀ TRANSACTIONS�฀

AND฀��	฀TRANSACTIONS฀THAT฀DO฀NOT฀INVOLVE฀THE฀

SHIFTING฀OF฀BASIS฀BETWEEN฀PROPERTIES��

4AXPAYERS฀ FREQUENTLY฀ STRUCTURE฀

EXCHANGES฀THAT฀ INTERPOSE฀A฀QUALIlED฀INTER


MEDIARY฀IN฀THE฀MIDDLE฀OF฀THE฀TRANSACTION฀TO฀

ACQUIRE฀PROPERTY฀FROM฀THE฀TAXPAYER�฀TRANSFER฀

THE฀PROPERTY฀TO฀THE฀ULTIMATE฀BUYER�฀ACQUIRE฀

LIKE
KIND฀REPLACEMENT฀PROPERTY�฀AND฀TRANSFER฀

IT฀TO฀THE฀TAXPAYER��฀3UCH฀AN฀INTERMEDIARY฀IS฀

NOT฀TREATED฀AS฀EITHER฀THE฀TAXPAYER�S฀AGENT฀OR฀

A฀RELATED฀PERSON��

4HE฀RELATED฀PARTY฀EXCHANGE฀RULES฀APPLY฀ONLY฀TO฀DIRECT฀

EXCHANGES฀BETWEEN฀RELATED฀PARTIES��฀7HAT฀HAPPENS฀WHEN฀THE฀

EXCHANGE฀TRANSACTION฀INVOLVES฀A฀RELATED฀PARTY฀AND฀AN฀INTERMEDI


ARY฀WHO฀IS฀NOT฀TREATED฀AS฀A฀RELATED฀PARTY�

2ELATED฀0ARTY฀%XCHANGES฀฀
)NVOLVING฀)NTERMEDIARIES

)N฀AN฀)23฀ LETTER฀ RULING��฀A฀ TAXPAYER฀AND฀HIS฀MOTHER฀

OWNED฀ONE
THIRD฀AND฀TWO
THIRDS฀INTERESTS�฀RESPECTIVELY�฀IN฀UN


IMPROVED฀LAND฀WHICH฀THEY฀HELD฀FOR฀INVESTMENT฀PURPOSES�฀4HE฀

TAXPAYER�฀HIS฀MOTHER฀AND฀AN฀UNRELATED฀THIRD฀PARTY฀ENTERED฀INTO฀

AN฀EXCHANGE�฀4HE฀STEPS฀IN฀THE฀EXCHANGE฀WERE฀��	฀THE฀TAXPAYER฀

TRANSFERRED฀HIS฀ONE
THIRD฀INTEREST฀IN฀THE฀LAND฀TO฀AN฀INTERMEDIARY�฀

WHO฀SOLD฀IT฀TO฀THE฀THIRD฀PARTY�฀��	฀THE฀MOTHER฀SOLD฀HER฀TWO
THIRDS฀

INTEREST฀IN฀THE฀LAND฀TO฀THE฀THIRD฀PARTY�฀AND฀��	฀THE฀MOTHER฀TRANS


FERRED฀A฀RESIDENCE฀TO฀THE฀INTERMEDIARY�฀WHO฀THEN฀TRANSFERRED฀IT฀TO฀

THE฀TAXPAYER฀�SEE฀&IGURE฀�฀ON฀THE฀NEXT฀PAGE	�฀4HE฀)23฀VIEWED฀

THE฀ TRANSACTION฀ AS฀ THE฀ TAXPAYER�S฀ EXCHANGE฀ OF฀ HIS฀ ONE
THIRD฀

INTEREST฀IN฀THE฀LAND฀FOR฀HIS฀MOTHER�S฀RESIDENCE�฀FOLLOWED฀BY฀THE฀

MOTHER�S฀SALE฀OF฀THE฀ONE
THIRD฀INTEREST฀IN฀THE฀LAND฀TO฀THE฀THIRD฀

4AXPAYERS฀FREQUENTLY฀

STRUCTURE฀EXCHANGES฀

THAT฀INTERPOSE฀A฀QUALIlED฀

INTERMEDIARY฀IN฀THE฀MIDDLE฀

OF฀THE฀TRANSACTION฀TO฀ACQUIRE฀

PROPERTY฀FROM฀THE฀TAXPAYER�฀

TRANSFER฀THE฀PROPERTY฀TO฀THE฀

ULTIMATE฀BUYER�฀ACQUIRE฀LIKE


KIND฀REPLACEMENT฀PROPERTY�฀

AND฀TRANSFER฀IT฀TO฀THE฀TAXPAYER�
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PARTY�฀3INCE฀THE฀MOTHER฀HAD฀DISPOSED฀OF฀THE฀ONE
THIRD฀INTEREST฀IN฀

THE฀LAND฀�THE฀PROPERTY฀SHE฀RECEIVED฀IN฀THE฀EXCHANGE	�฀THE฀RELATED฀

PARTY฀RULES฀APPLIED฀AND฀THE฀EXCHANGE฀WAS฀TAXABLE�

!N฀)23฀REVENUE฀RULING฀INVOLVED฀AN฀EXCHANGE฀THAT฀HAD฀

A฀SIMILAR฀STRUCTURE��฀)N฀THIS฀RULING�฀A฀TAXPAYER฀AND฀A฀RELATED฀PARTY฀

OWNED฀0ROPERTIES฀��฀AND฀���฀RESPECTIVELY�฀BOTH฀WHICH฀HAD฀THE฀

SAME฀FAIR฀MARKET฀VALUE�฀4HE฀TAXPAYER�฀THE฀RELATED฀PARTY�฀AND฀AN฀

UNRELATED฀THIRD฀PARTY฀ENTERED฀INTO฀AN฀EXCHANGE�฀4HE฀STEPS฀IN฀THE฀

EXCHANGE฀WERE฀��	฀THE฀TAXPAYER฀TRANSFERRED฀0ROPERTY฀��฀TO฀THE฀

INTERMEDIARY�฀��	฀THE฀INTERMEDIARY฀SOLD฀0ROPERTY฀��฀TO฀THE฀THIRD฀

PARTY฀FOR฀CASH�฀��	฀THE฀RELATED฀PARTY฀TRANSFERRED฀0ROPERTY฀��฀TO฀

THE฀INTERMEDIARY฀IN฀EXCHANGE฀FOR฀THE฀CASH�฀AND฀��	฀THE฀INTERME


DIARY฀TRANSFERRED฀0ROPERTY฀��฀TO฀THE฀TAXPAYER฀�SEE฀&IGURE฀�	�฀

4HE฀)23฀CONCLUDED฀THAT฀THE฀TRANSACTION฀WAS฀STRUCTURED฀TO฀AVOID฀

THE฀APPLICATION฀OF฀THE฀RELATED
PARTY฀RULES�฀%CONOMICALLY�฀THE฀

)23฀VIEWED฀THE฀TRANSACTION฀AS฀IF฀THE฀TAXPAYER฀HAD฀EXCHANGED฀

HIS฀0ROPERTY฀��฀FOR฀THE฀RELATED฀PARTY�S฀0ROPERTY฀���฀FOLLOWED฀BY฀

THE฀RELATED฀PARTY�S฀SALE฀OF฀0ROPERTY฀��฀TO฀THE฀THIRD฀PARTY�฀3INCE฀

THE฀ RELATED฀PARTY฀HAD฀DISPOSED฀OF฀0ROPERTY฀��฀ �THE฀PROPERTY฀

RECEIVED฀IN฀THE฀EXCHANGE	�฀THE฀RELATED฀PARTY฀RULES฀APPLIED฀AND฀

THE฀EXCHANGE฀WAS฀TAXABLE�

4ERUYA฀"ROTHERS
2ECENTLY�฀THE฀4AX฀#OURT฀RULED฀ON฀TWO฀SEPARATE฀REAL฀ESTATE฀

EXCHANGE฀TRANSACTIONS฀THAT฀WERE฀BASICALLY฀THE฀SAME฀IN฀STRUCTURE฀

AS฀ THE฀EXCHANGE฀TRANSACTIONS฀DESCRIBED฀ABOVE��฀"OTH฀EXCHANGE฀

TRANSACTIONS฀INVOLVED฀THE฀TAXPAYER฀�4ERUYA฀"ROS�	฀AND฀4IMES฀3UPER฀

-ARKET�฀,TD�฀�4IMES	�฀A฀CORPORATION฀WHOSE฀STOCK฀WAS฀OWNED฀�����฀

BY฀4ERUYA฀"ROS�฀)T฀WAS฀UNDISPUTED฀THAT฀4IMES฀WAS฀RELATED฀TO฀4ERUYA฀

"ROS���฀%ACH฀EXCHANGE฀TRANSACTION฀ALSO฀INVOLVED฀AN฀UNRELATED฀THIRD฀

PARTY�฀4HE฀COURT฀REFERRED฀TO฀THE฀TWO฀EXCHANGE฀TRANSACTIONS฀AS฀THE฀

h/CEAN฀6ISTAv฀AND฀h2OYAL฀4OWERSv฀TRANSACTIONS�

4HE฀STEPS฀IN฀THE฀/CEAN฀6ISTA฀EXCHANGE฀WERE฀��	฀4ER


UYA฀"ROS�฀TRANSFERRED฀THE฀/CEAN฀6ISTA฀�RELINQUISHED	฀PROPERTY฀

TO฀AN฀INTERMEDIARY�฀��	฀THE฀INTERMEDIARY฀SOLD฀THE฀/CEAN฀6ISTA฀

PROPERTY฀TO฀THE฀THIRD฀PARTY฀FOR฀CASH�฀��	฀4ERUYA฀"ROS�฀PAID฀AD


DITIONAL฀CASH฀TO฀THE฀INTERMEDIARY฀TO฀ACQUIRE฀THE฀REPLACEMENT฀

PROPERTY�฀��	฀THE฀INTERMEDIARY฀PURCHASED฀THE฀+UPUOHI฀))฀�RE


PLACEMENT	฀PROPERTY฀FROM฀4IMES฀�THE฀RELATED฀PARTY	฀WITH฀CASH฀

FROM฀THE฀SALE฀OF฀THE฀/CEAN฀6ISTA฀PROPERTY฀AND฀CASH฀RECEIVED฀

FROM฀4ERUYA฀"ROS��฀AND฀��	฀THE฀ INTERMEDIARY฀ TRANSFERRED฀ THE฀

+UPUOHI฀))฀PROPERTY฀TO฀4ERUYA฀"ROS�฀�SEE฀&IGURE฀�	�

3IMILARLY�฀ THE฀ STEPS฀ IN฀ THE฀2OYAL฀4OWERS฀EXCHANGE฀

WERE฀ ��	฀4ERUYA฀ "ROS�฀ TRANSFERRED฀ THE฀ 2OYAL฀4OWERS฀ �RELIN


QUISHED	฀PROPERTY฀TO฀AN฀INTERMEDIARY�฀��	฀THE฀INTERMEDIARY฀SOLD฀

THE฀2OYAL฀4OWERS฀PROPERTY฀TO฀THE฀THIRD฀PARTY฀FOR฀CASH�฀��	฀4ER


UYA฀"ROS�฀PAID฀ADDITIONAL฀CASH฀TO฀THE฀INTERMEDIARY฀TO฀ACQUIRE฀

THE฀ REPLACEMENT฀ PROPERTIES�฀ ��	฀THE฀ INTERMEDIARY฀ PURCHASED฀

THE฀+UPUOHI฀)฀AND฀+AAHUMANU฀�REPLACEMENT	฀PROPERTIES฀FROM฀

4IMES฀�THE฀RELATED฀PARTY	฀WITH฀CASH฀FROM฀THE฀SALE฀OF฀THE฀2OYAL฀

4OWERS฀PROPERTY฀AND฀CASH฀ RECEIVED฀ FROM฀4ERUYA฀"ROS��฀ AND฀

��	฀THE฀INTERMEDIARY฀TRANSFERRED฀THE฀+UPUOHI฀)฀AND฀+AAHUMANU฀

PROPERTIES฀TO฀4ERUYA฀"ROS�฀�SEE฀&IGURE฀�	�

"ECAUSE฀ AN฀ INTERMEDIARY฀ WAS฀ INVOLVED�฀ THE฀ )23฀

DID฀NOT฀ARGUE฀ THAT฀ THE฀RELATED฀PARTY฀EXCHANGE฀RULES฀APPLIED�฀

ACKNOWLEDGING฀ THAT฀ SUCH฀ RULES฀ APPLY฀ ONLY฀ IN฀ THE฀ CASE฀ OF฀ A฀

DIRECT฀EXCHANGE฀BETWEEN฀RELATED฀PERSONS���฀.ONETHELESS�฀THE฀

4AX฀#OURT฀CONCLUDED฀THAT฀EACH฀TRANSACTION฀WAS฀ECONOMICALLY฀
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(OWEVER�฀EVEN฀IF฀A฀MORE฀COMPLETE฀ANALYSIS฀OF฀4ERUYA฀

"ROS�฀AND฀4IMES�฀TAX฀LIABILITIES฀HAD฀BEEN฀MADE฀AND฀IF฀IT฀WERE฀

FOUND฀THAT฀THERE฀WAS฀NO฀TAX฀AVOIDANCE฀MOTIVE฀ASSOCIATED฀WITH฀

4IMES�฀./,�฀ THIS฀MIGHT฀ NOT฀ CHANGE฀ THE฀ RESULT฀ IN฀ THIS฀ CASE�฀

4HE฀LEGISLATIVE฀HISTORY฀INDICATES฀THAT฀IF฀THE฀EXCHANGE฀RESULTS฀IN฀

THE฀SHIFTING฀OF฀BASIS฀BETWEEN฀PROPERTIES฀TO฀REDUCE฀OR฀AVOID฀THE฀

RECOGNITION฀OF฀GAIN�฀THE฀NON
TAX฀AVOIDANCE฀EXCEPTION฀OF฀3ECTION฀

�����F	��	�#	฀WON�T฀APPLY�฀!CCORDINGLY�฀IT฀IS฀NECESSARY฀TO฀LOOK฀

AT฀THE฀TWO฀EXCHANGE฀TRANSACTIONS฀IN฀4ERUYA฀"ROS�฀TO฀SEE฀IF฀THERE฀

WAS฀ANY฀hBASIS฀SHIFTINGv฀BETWEEN฀4ERUYA฀"ROS�฀AND฀4IMES�

7ITH฀RESPECT฀TO฀THE฀/CEAN฀6ISTA฀EXCHANGE�฀)฀THINK฀THAT฀

IT฀COULD฀BE฀ARGUED฀THAT฀THERE฀WAS฀LITTLE฀OR฀NO฀SHIFT฀IN฀BASIS฀THAT฀

REDUCED฀OR฀AVOIDED฀THE฀RECOGNITION฀OF฀GAIN฀ON฀THE฀SUBSEQUENT฀

SALE�฀!S฀SHOWN฀IN฀THE฀FOLLOWING฀TABLE�฀4ERUYA฀"ROS�฀GAVE฀UP฀

PROPERTY฀WITH฀A฀FAIR฀MARKET฀VALUE฀OF฀����������฀AND฀A฀BASIS฀OF฀

��������฀GAVE฀UP฀����������฀CASH�฀AND฀RECEIVED฀PROPERTY฀WITH฀

A฀FAIR฀MARKET฀VALUE฀OF฀����������฀AND฀A฀BASIS฀OF฀�����������

0ROPERTY฀GIVEN฀UP�฀

/CEAN฀6ISTA

���������� �������

#ASH฀GIVEN฀UP ��������� ���������

4OTAL ���������� ����������

0ROPERTY฀RECEIVED�฀

+UPUOHI฀))

���������� ����������

4HE฀FAIR฀MARKET฀VALUE฀AND฀BASIS฀OF฀THE฀PROPERTY฀GIVEN฀

UP฀WAS฀ROUGHLY฀EQUIVALENT฀TO฀THE฀FAIR฀MARKET฀VALUE฀AND฀BASIS฀

EQUIVALENT฀TO฀A฀DIRECT฀EXCHANGE฀OF฀PROPERTY฀BETWEEN฀4ERUYA฀

"ROS�฀AND฀4IMES฀�THE฀RELATED฀PARTY	฀FOLLOWED฀BY฀4IMES�฀SALE฀

OF฀THE฀RELINQUISHED฀PROPERTY฀TO฀THE฀UNRELATED฀THIRD฀PARTY�฀2UL


ING฀THAT฀THE฀TRANSACTIONS฀WERE฀STRUCTURED฀TO฀AVOID฀THE฀RELATED฀

PARTY฀EXCHANGE฀RULES฀OF฀3ECTION฀�����F	�฀THE฀#OURT฀HELD฀THAT฀THE฀

ECONOMIC฀SUBSTANCE฀OF฀THE฀TRANSACTIONS฀WAS฀THAT฀4ERUYA฀"ROS��฀

INVESTMENTS฀IN฀THE฀/CEAN฀6ISTA฀AND฀2OYAL฀4OWERS฀PROPERTIES฀

WERE฀hCASHED฀OUTv฀LEAVING฀4IMES฀WITH฀THE฀SALES฀PROCEEDS�

4ERUYA฀"ROS�฀ARGUED฀ THAT฀ THE฀ RELATED฀PARTY฀EXCHANGE฀

RULES฀DID฀NOT฀APPLY฀BECAUSE฀NEITHER฀THE฀EXCHANGE฀NOR฀THE฀DISPO


SITION฀OF฀THE฀EXCHANGED฀PROPERTIES฀HAD฀THE฀PRINCIPAL฀PURPOSE฀OF฀

AVOIDING฀TAX���฀4HE฀#OURT฀RULED฀THAT฀4ERUYA฀"ROS�฀DID฀INDEED฀HAVE฀

A฀TAX฀AVOIDANCE฀MOTIVE�฀4ERUYA฀"ROS�฀REPORTED฀TAXABLE฀INCOME฀OF฀

����������฀WHILE฀4IMES฀REPORTED฀A฀NET฀OPERATING฀LOSS฀�./,	฀OF฀

����������฀AND฀THEREFORE฀COULD฀ABSORB฀A฀LARGE฀GAIN฀WITHOUT฀INCUR


RING฀AS฀MUCH฀OF฀A฀TAX฀LIABILITY฀THAN฀IF฀4ERUYA฀"ROS�฀HAD฀TO฀REPORT฀

THE฀GAIN�฀4HE฀#OURT฀CONCLUDED฀THAT฀4ERUYA฀"ROS�฀HAD฀STRUCTURED฀

THE฀EXCHANGE฀IN฀ORDER฀TO฀SHIFT฀THE฀GAIN฀TO฀ITS฀RELATED฀PARTY�฀4IMES�฀

THEREBY฀SAVING฀A฀SIGNIlCANT฀AMOUNT฀OF฀TAX�฀WHILE฀AT฀THE฀SAME฀TIME฀

SHIFTING฀HIGHER
BASIS฀PROPERTY฀FROM฀4IMES฀TO฀4ERUYA฀"ROS�

7HETHER฀4ERUYA฀"ROS�฀HAD฀A฀ TAX฀AVOIDANCE฀MOTIVE฀

BY฀VIRTUE฀OF฀COMPARING฀ITS฀TAXABLE฀INCOME฀TO฀4IMES�฀./,฀IS฀

DEBATABLE�฀4HE฀FACT฀THAT฀4IMES฀HAD฀AN฀./,฀THAT฀WOULD฀ABSORB฀

A฀LARGE฀GAIN฀IN฀THE฀CURRENT฀YEAR฀IS฀TOO฀NARROW฀AN฀ANALYSIS�฀-OST฀

LIKELY�฀4IMES฀CARRIED฀THE฀./,฀TO฀OTHER฀TAX฀YEARS฀WHERE฀IT฀WAS฀

USED฀ TO฀ REDUCE฀ TAX฀ LIABILITY�฀!฀MORE฀ COMPLETE฀ ANALYSIS฀ THAT฀

INCLUDES฀ THE฀ EFFECT฀ OF฀ THE฀ ./,฀ ON฀4IMES�฀ TAX฀ LIABILITIES฀ IN฀

THE฀OTHER฀YEARS฀SHOULD฀HAVE฀BEEN฀CONDUCTED฀BEFORE฀REACHING฀

THE฀CONCLUSION฀THAT฀TAX฀AVOIDANCE฀WAS฀A฀PRINCIPAL฀PURPOSE฀OF฀

STRUCTURING฀THE฀EXCHANGES���
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OF฀THE฀PROPERTY฀RECEIVED�฀4IMES฀GAVE฀UP฀PROPERTY฀WITH฀A฀FAIR฀

MARKET฀VALUE฀OF฀����������฀AND฀A฀BASIS฀OF฀�����������฀AND฀

REPORTED฀A฀����������฀GAIN฀ON฀THE฀DISPOSITION�฀4ERUYA฀"ROS�฀

DID฀NOT฀hCASH฀OUTv฀ITS฀INVESTMENT฀IN฀THE฀PROPERTY฀GIVEN฀UP�฀BUT฀

RATHER�฀IT฀CONTINUED฀ITS฀INVESTMENT฀IN฀LIKE
KIND฀PROPERTY�฀AND฀

4IMES฀REPORTED฀A฀GAIN฀ON฀THE฀SALE฀OF฀ITS฀OWN฀PROPERTY�

(OWEVER�฀WITH฀RESPECT฀TO฀THE฀2OYAL฀4OWERS฀EXCHANGE�฀

THERE฀WAS฀A฀LARGE฀SHIFT฀ IN฀BASIS฀FROM฀4IMES฀TO฀4ERUYA฀"ROS�฀

!S฀SHOWN฀IN฀THE฀FOLLOWING฀TABLE�฀4ERUYA฀"ROS�฀GAVE฀UP฀PROP


ERTY฀WITH฀A฀FAIR฀MARKET฀VALUE฀OF฀�����������฀AND฀A฀BASIS฀OF฀

���������฀GAVE฀UP฀��������฀CASH�฀AND฀RECEIVED฀PROPERTY฀WITH฀A฀

FAIR฀MARKET฀VALUE฀OF฀�����������฀AND฀BASIS฀OF฀������������

0ROPERTY฀GIVEN฀UP�฀

2OYAL฀4OWERS

����������� ��������

#ASH฀GIVEN฀UP ������� �������

4OTAL ����������� ����������

0ROPERTY฀RECEIVED�฀

+UPUOHI฀)

���������� �����������

0ROPERTY฀RECEIVED�฀

+AAHUMANU

��������� ���������

4OTAL ����������� �����������

4IMES฀GAVE฀UP฀PROPERTY฀WITH฀A฀FAIR฀MARKET฀VALUE฀OF฀

�����������฀AND฀A฀BASIS฀OF฀������������฀AND฀REPORTED฀A฀NET฀LOSS฀

ON฀THE฀DISPOSITION�฀!LTHOUGH฀4ERUYA฀"ROS�฀CONTINUED฀ITS฀INVEST


MENT฀IN฀LIKE
KIND฀PROPERTY�฀IT฀RECEIVED฀A฀MUCH฀HIGHER฀BASIS฀IN฀

THE฀PROPERTY฀ACQUIRED฀������������	฀THAN฀THE฀PROPERTY฀GIVEN฀

UP฀�����������	�฀"ECAUSE฀OF฀THE฀LARGE฀SHIFT฀IN฀BASIS�฀THE฀#OURT฀

WAS฀PROBABLY฀CORRECT฀IN฀HOLDING฀THAT฀A฀TAX฀AVOIDANCE฀MOTIVE฀

EXISTED฀AND฀THEREFORE�฀THE฀TRANSACTION฀WAS฀STRUCTURED฀TO฀AVOID฀

THE฀RELATED฀PARTY฀EXCHANGE฀RULES�฀!CCORDING฀TO฀THE฀LEGISLATIVE฀

HISTORY�฀THIS฀TYPE฀OF฀hBASIS฀SHIFTINGv฀WITHOUT฀THE฀RECOGNITION฀OF฀

GAIN฀IS฀EXACTLY฀THE฀TYPE฀OF฀SITUATION฀THAT฀#ONGRESS฀WANTED฀TO฀

ELIMINATE฀BY฀ENACTING฀THE฀RELATED฀PARTY฀EXCHANGE฀RULES�

#ONCLUSION
4HE฀MISTAKE฀THAT฀4ERUYA฀"ROS�฀MADE฀WAS฀TO฀ENTER฀INTO฀TWO฀

EXCHANGES฀THAT฀WERE฀EXACTLY฀THE฀SAME฀IN฀STRUCTURE฀AS฀AN฀)23฀LETTER฀

RULING฀AND฀REVENUE฀RULING฀WHERE฀THE฀)23฀HAD฀ANNOUNCED฀THAT฀SUCH฀A฀

STRUCTURE฀WOULD฀RUN฀AFOUL฀OF฀THE฀RELATED฀PARTY฀EXCHANGE฀RULES�฀"ETTER฀

TAX฀ADVICE฀AND฀PLANNING฀BEFORE฀ENGAGING฀IN฀THE฀EXCHANGE฀TRANSAC


TIONS฀COULD฀HAVE฀AVOIDED฀THIS฀PROBLEM�฀4HIS฀CASE�฀WHICH฀RESULTED฀

IN฀OVER฀���฀MILLION฀IN฀TAXABLE฀GAIN�฀REINFORCES฀THE฀CONCEPT฀ THAT฀

WHENEVER฀POSSIBLE�฀TAXPAYERS฀SHOULD฀AVOID฀ENTERING฀INTO฀EXCHANGES฀

WITH฀RELATED฀PARTIES�฀EVEN฀IF฀AN฀INTERMEDIARY฀IS฀INVOLVED�฀

$AVID฀-�฀&OGEL�฀%!�฀#0!�฀IS฀A฀NON
ATTORNEY฀TAX฀ADVISOR฀FOR฀THE฀3ACRAMENTO฀

LAW฀lRM฀OF฀-C$ONOUGH฀(OLLAND฀�฀!LLEN฀0#฀AND฀A฀REGULAR฀CONTRIBUTOR฀TO฀THE฀

#ALIFORNIA฀%NROLLED฀!GENT�฀(E฀ASSISTS฀IN฀RESOLVING฀CLIENTS�฀TAX฀DISPUTES฀AND฀

PROVIDING฀TAX฀RESEARCH฀SUPPORT฀FOR฀TRANSACTIONAL฀PLANNING�฀MOSTLY฀IN฀THE฀ES


TATE฀PLANNING฀AREA�฀$AVID฀SPENT฀MORE฀THAN฀��฀YEARS฀WORKING฀FOR฀THE฀)23��฀

YEARS฀AS฀A฀4AX฀!UDITOR฀AND฀2EVENUE฀!GENT�฀AND฀��฀YEARS฀AS฀AN฀!PPEALS฀

/FlCER�฀$AVID฀IS฀AN฀%NROLLED฀!GENT�฀A฀#0!�฀AND฀IS฀ALSO฀ADMITTED฀TO฀PRACTICE฀

BEFORE฀THE฀5NITED฀3TATES฀4AX฀#OURT�฀HAVING฀PASSED฀THE฀#OURT�S฀EXAMINATION฀

FOR฀NON
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