Chase v. Commissioner, 92 T. C. 874 (1989)

The substance over form doctrine applies to deny nonrecognition treatment under
Section 1031 when the form of the transaction does not reflect its economic
realities.

Summary

In Chase v. Commissioner, the U. S. Tax Court applied the substance over form
doctrine to determine that the sale of the John Muir Apartments was by the
partnership, John Muir Investors (JMI), rather than by the individual taxpayers,
Delwin and Gail Chase. The Chases attempted to structure the sale to qualify for
nonrecognition under Section 1031, but the court found that the economic realities
did not support their claimed ownership interest. The court also ruled that the
Chases were not entitled to installment sale treatment under Section 453, as the
issue was raised untimely, and only Gail Chase qualified for a short-term capital loss
under Section 731(a) upon liquidation of her partnership interest.

Facts

Delwin Chase formed John Muir Investors (JMI), a California limited partnership, to
purchase and operate the John Muir Apartments. Triton Financial Corp. , in which
Delwin held a substantial interest, was later added as a general partner. In 1980,
JMI accepted an offer to sell the Apartments. To avoid tax, the Chases attempted to
structure the transaction as a like-kind exchange under Section 1031 by having JMI
distribute an undivided interest in the Apartments to them, which they then
exchanged for other properties through a trust. However, the court found that the
Chases did not act as owners of the Apartments; they did not pay operating
expenses or receive rental income, and the sale proceeds were distributed according
to their partnership interests, not as individual owners.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Chases’ 1980
federal income tax. The Chases petitioned the U. S. Tax Court for a redetermination.
The court heard the case and issued its opinion on April 24, 1989.

Issue(s)

1. Whether the Chases satisfied the requirements of Section 1031 for nonrecognition
of gain on the disposition of the John Muir Apartments.

2. Whether the Chases are entitled to a short-term capital loss under Section
731(a)(2) upon the liquidation of their limited partnership interest in JMI.

Holding

1. No, because the substance over form doctrine applies, and the transaction was in
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substance a sale by JMI, not an exchange by the Chases.
2. No for Delwin Chase and Yes for Gail Chase, because Delwin did not liquidate his
entire interest in JMI, whereas Gail liquidated her entire interest.

Court’s Reasoning

The court applied the substance over form doctrine, finding that the Chases’
purported ownership of an interest in the Apartments was a fiction. The court noted
that the Chases did not act as owners: they did not pay operating costs, receive
rental income, or negotiate the sale as individual owners. The sale proceeds were
distributed according to their partnership interests, not as individual owners. The
court concluded that JMI, not the Chases, disposed of the Apartments, and thus, the
requirements of Section 1031 were not met because JMI did not receive like-kind
property in exchange. The court also rejected the Chases’ argument that JMI acted
as their agent in the sale, finding it unsupported by the record. Regarding the
capital loss issue, the court held that Delwin Chase did not liquidate his entire
interest in JMI due to his continuing general partnership interest, while Gail Chase
did liquidate her entire interest and was thus entitled to a short-term capital loss.

Practical Implications

This decision underscores the importance of the substance over form doctrine in tax
planning, particularly in like-kind exchanges under Section 1031. Taxpayers must
ensure that the economic realities of a transaction match its form to qualify for
nonrecognition treatment. Practitioners should advise clients to carefully structure
transactions and document ownership and control to avoid similar challenges. The
ruling also clarifies that for Section 731(a) to apply, a partner must liquidate their
entire interest in the partnership, not just a portion. This case has been cited in
subsequent decisions involving the application of the substance over form doctrine
and the requirements for like-kind exchanges and partnership liquidations.
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