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Teruya Bros. , Ltd. & Subsidiaries v. Commissioner of Internal Revenue, 124
T. C. 45 (2005)

In a landmark ruling, the U. S. Tax Court in Teruya Bros. v. Comm’r held that a
taxpayer could not defer gains from like-kind exchanges involving related parties
under Section 1031(f) of the Internal Revenue Code. The case involved Teruya Bros.
using a qualified intermediary to facilitate exchanges with its  related company,
Times Super Market, which immediately sold the properties. The court found the
transactions were structured to circumvent the tax code’s intent, denying Teruya
Bros.  the  ability  to  defer  gains,  highlighting  the  complexities  of  tax  avoidance
strategies in related-party transactions.

Parties

Teruya  Brothers,  Ltd.  &  Subsidiaries  (Petitioner)  v.  Commissioner  of  Internal
Revenue (Respondent).  Teruya was the taxpayer at trial,  and the Commissioner
represented the government’s interests in the appeal.

Facts

In  1995,  Teruya  Brothers,  Ltd.  ,  a  Hawaii  corporation  engaged  in  real  estate
development, conducted two like-kind exchange transactions involving properties
known as Ocean Vista and Royal Towers. Teruya owned 62. 5% of Times Super
Market, Ltd. (Times), a related corporation. Teruya used T. G. Exchange, Inc. (TGE),
as  a  qualified  intermediary  to  facilitate  these  exchanges.  In  the  Ocean  Vista
transaction, Teruya transferred Ocean Vista to TGE, which sold it to the Association
of Apartment Owners of Ocean Vista for $1,468,500. TGE then used these proceeds,
plus  additional  funds  from  Teruya,  to  purchase  Kupuohi  II  from  Times  for
$2,828,000. In the Royal Towers transaction, Teruya transferred Royal Towers to
TGE, which sold it to Savio Development Co. for $11,932,000. TGE then used these
proceeds, plus additional funds from Teruya, to purchase Kupuohi I and Kaahumanu
from Times for $8. 9 million and $3. 73 million, respectively. Teruya deferred the
gains from these transactions on its federal income tax return for the taxable year
ending March 31, 1996, citing Section 1031(a) of the Internal Revenue Code.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Teruya’s federal
income tax and issued a notice of deficiency. Teruya filed a petition with the U. S.
Tax  Court,  challenging  the  Commissioner’s  determination.  The  case  was  fully
stipulated under Tax Court Rule 122. The Tax Court denied Teruya’s motion to
supplement the record with additional evidence and ultimately ruled in favor of the
Commissioner.

Issue(s)

Whether the like-kind exchanges involving related persons, facilitated by a qualified
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intermediary,  were  structured  to  avoid  the  purposes  of  Section  1031(f)  of  the
Internal Revenue Code, thereby requiring the recognition of gains under Section
1031(f)(4)?

Rule(s) of Law

Section  1031(a)(1)  of  the  Internal  Revenue  Code  generally  allows  for  the
nonrecognition of  gain or loss on the exchange of  like-kind properties held for
productive use in a trade or business or for investment. Section 1031(f)(1) disallows
nonrecognition treatment if a related person disposes of the exchanged property
within  two  years,  unless  certain  exceptions  apply.  Section  1031(f)(4)  disallows
nonrecognition treatment for any exchange that is part of a transaction or series of
transactions structured to avoid the purposes of Section 1031(f).  The legislative
history  of  Section  1031(f)  indicates  that  Congress  intended  to  prevent  related
parties from using like-kind exchanges to cash out of their investments at little or no
tax cost.

Holding

The Tax Court held that the transactions in question were structured to avoid the
purposes of Section 1031(f), and therefore, Teruya was not entitled to defer the
gains realized on the exchanges of Ocean Vista and Royal Towers under Section
1031(a)(1).

Reasoning

The court reasoned that the use of a qualified intermediary in the transactions was
an attempt to circumvent the limitations of Section 1031(f)(1), which would have
applied to direct  exchanges between related persons.  The court  found that  the
transactions were economically equivalent to direct exchanges between Teruya and
Times, followed by immediate sales to unrelated third parties, thus allowing Teruya
to cash out of its investments without recognizing the gains. The court rejected
Teruya’s argument that the non-tax-avoidance exception of Section 1031(f)(2)(C)
applied, finding that Teruya failed to establish that avoidance of federal income tax
was not one of the principal purposes of the transactions. The court also noted that
Times recognized a gain on the Ocean Vista transaction, but it did not incur tax on
that  gain  due  to  offsetting  expenses  and  net  operating  losses,  which  further
supported the conclusion that the transactions were structured to avoid taxes.

Disposition

The Tax Court denied Teruya’s motion to supplement the record and entered a
decision for the Commissioner, requiring Teruya to recognize the gains from the
Ocean Vista and Royal Towers transactions.

Significance/Impact



© 2025 SCOTUSreports.com. All rights reserved. | 3

This  case significantly  impacts  the use of  like-kind exchanges involving related
parties and qualified intermediaries. It clarifies that transactions structured to avoid
the purposes of Section 1031(f) will not be accorded nonrecognition treatment, even
if they technically comply with the general requirements of Section 1031(a). The
decision underscores the importance of the economic substance of transactions over
their  form and highlights  the  need  for  taxpayers  to  carefully  consider  the  tax
implications of related-party exchanges. Subsequent courts have cited Teruya Bros.
v.  Comm’r  in  analyzing  similar  transactions,  and  it  has  influenced  the  IRS’s
administration of Section 1031(f).


