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Summary

PROPERTY ACQUIRED SOLELY FOR EXCHANGE, WITH CASH BACK TO TAXPAYERS, NOT FATAL TO GAIN DEFERRAL.

In 1957, James and Clarissa Alderson agreed to sell 31 acres of

agricultural property to Alloy Die Casting Company for $172,871, and Alloy

deposited $17,000 in escrow with Orange County Title Company. Later, the

Aldersons discovered 115 acres of farmland, costing approximately $190,000,

which they desired to exchange for the 31- acre parcel. The agreement with

Alloy was modified to provide that Alloy would acquire the 115 acres and

exchange it for the 31 acres.

     The Aldersons instructed Salinas Title Guarantee Company to

acquire title to the 115 acres, using $19,000 deposited into escrow by the

Aldersons. Salinas was authorized to deed the 115 acres to Alloy, on the

condition that Salinas could immediately record a deed from Alloy to the

Aldersons. In August 1957, the 115 acres were conveyed first to Salinas and

then, one day later, to Alloy. Several days later, Alloy deeded the 115

acres to the Aldersons, who conveyed the 31 acres to Alloy. All four deeds

were recorded.

     On September 3, Alloy paid $172,871 to Salinas to complete the

purchase of the 115 acres. That amount, together with the $19,000 deposit,

slightly exceeded the purchase price, and the excess was returned to the

Aldersons. Alloy's original $17,000 deposit was returned to Alloy. The

Aldersons claimed that the transaction qualified as an exchange of property

under section 1031, but the IRS determined, and the Tax Court agreed, that

the transfer of the property was a sale producing taxable capital gains.

     The Ninth Circuit ruled that the transaction qualified as a tax-

free exchange. What actually occurred, wrote Circuit Judge Crary, was an

exchange of deeds between the Aldersons and Alloy which effected an

exchange of the two properties. Although the Aldersons took steps to make

the 115 acre property available to Alloy, they intended an exchange of

properties and the property was acquired by Alloy solely to effectuate such

an exchange. The appellate court rejected the Tax Court's conclusion that

the transaction was in reality a purchase of the second parcel by the

Aldersons and that the transfer of the first property was a sale, finding

that there was never an obligation for Alloy to pay cash for the 35 acre

parcel and the Aldersons were not obligated to receive cash for it.

