
IN THE UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF NORTH DAKOTA

North Central Rental & Leasing, )
LLC, by and through its tax matters partner, )
M. Daniel Butler, )

)
Plaintiffs, )

)
v. ) Case No. 3:10-cv-00066

)
United States of America, )

)
Defendant. )

)

FINDINGS OF FACT, CONCLUSIONS OF LAW, AND ORDER FOR JUDGMENT

This matter was tried to the magistrate judge on consent of both parties.  Trial was held

from April 2 through April 4, 2013, and the parties filed post-trial briefs after preparation of a

transcript.  This memorandum opinion contains the court’s findings of fact and conclusions of

law.

 Nature of Dispute

In its 2004 through 2007 federal income tax returns Plaintiff North Central Rental and

Leasing, LLC (hereafter “North Central”) claimed non-recognition treatment of gains from 398

like-kind exchanges pursuant to Section 1031(f) of the Internal Revenue Code.  26 U.S.C. §

1031(f) (hereafter “§ 1031(f)”).  Defendant United States of America through the Internal

Revenue Service (hereafter “IRS”) issued Final Partnership Administrative Adjustments to North

Central for taxable years 2004 through 2007, in which it determined the transactions North

Central claimed were eligible for non-recognition treatment ran afoul of the related-party

exchange restrictions provided by § 1031(f).  
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North Central filed this lawsuit alleging the like-kind exchange transactions it conducted

with its related party, Butler Machinery Company (hereafter “Butler”), qualify for non-

recognition treatment under § 1031(f).  North Central asserts it did not structure its like-kind

exchanges with its related party, Butler, to circumvent the related party prohibitions of § 1031(f). 

North Central seeks a finding of entitlement to non-recognition treatment and a refund of taxes

paid on the gain from the transactions.

Applicable Law

This is a case of first impression in the Eighth Circuit.  Consequently, the court will set

out the statutory framework at issue before proceeding to analyze North Central’s transactions

under § 1031.  Ordinarily when a taxpayer exchanges one property for another, the exchange is

treated as a “sale of the relinquished property followed by the purchase of  replacement

property” for tax purposes.  Ocmulgee Fields, Inc. v. C.I.R., 613 F.3d 1360, 1364 (11th Cir.

2010).  A taxpayer must immediately recognize any gains or losses from such an exchange.  Id. 

However, if a taxpayer engages in a like-kind exchange any gains or losses will not be

immediately recognized for tax purposes.  See § 1031(a)(1).

A like-kind exchange consists of the relinquishment of property used in trade, business,

or for investment in exchange for property solely of a like kind to be used for business or

investment purposes.  Id.  A taxpayer who engages in a like-kind exchange defers tax

recognition of any gain from the exchange.  Id.  Congress recognized that a taxpayer who

conducted § 1031 like-kind exchanges did not cash out of its investment property, but continued

its investment in a different property, and therefore its “economic interest remained virtually

unchanged.”  Ocmulgee, 613 F.3d at 1364 (quoting Swaim v. United States, 651 F.2d 1066,
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1069 (5th Cir. 1981)).  Congress intended to provide the taxpayer with an immediate deferment

of taxation on qualified like-kind exchanges, but it also provided several other provisions within

§ 1031 “to ensure that whatever gain [went] unrecognized as a result of Section 1031 did not

[go] untaxed in perpetuity.”  Id. at 1365 (internal citations omitted).  Specifically, once the

taxpayer “cashes out” of the investment,  the taxpayer will then incur the tax consequences for

any gain or loss on the property.  Id.   

Prior to 1989 sophisticated taxpayers could take advantage of a loophole in § 1031’s

provisions by  “act[ing] in concert to exploit the non-recognition treatment and carry over basis

provisions to minimize their tax liability but still cash in on their investments.”1  Id.  This type of

1The court in Ocmulgee used a hypothetical to explain how related taxpayers could
“exploit the system:”

A hypothetical illustrates how two taxpayers acting in concert could exploit the
system. Suppose Alpha Co. owns Blackacre, an investment property which has a
basis of $10,000 but is worth $20,000. Alpha Co. is owned by Baker, who also
owns another business, Charlie Co., which owns its own investment property,
Whiteacre. Like Blackacre, Whiteacre is worth $20,000, but Whiteacre has a
higher basis of $18,000. Alpha Co. wants to cash in on its investment in
Blackacre. Prior to 1989, Alpha Co. had two options that yielded very different
tax consequences. Alpha Co. could have sold Blackacre outright. This approach
would have required Alpha Co. to recognize $10,000 in taxable gain immediately.
Alternatively, Alpha Co. could have exchanged Blackacre for Charlie Co.’s
Whiteacre, and Charlie Co. could have then sold Blackacre to a third party. No
immediate tax consequences would have resulted from Alpha Co. and Charlie
Co.’s exchange because the gains or losses from that exchange would have
received nonrecognition treatment. But, as a result of the carry-over basis
provision intended to preserve future tax consequences, Alpha Co. would own
Whiteacre with a basis of $10,000 and Charlie Co. would own Blackacre with a
basis of $18,000. Consequently, when Charlie Co. then sold Blackacre, it would
recognize an immediate gain of only $2,000 (as opposed to the $10,000 Alpha
Co. would have recognized from an outright sale of Blackacre). Therefore, Alpha
Co. and Charlie Co. could have acted in concert to cash in on the Blackacre
investment property while minimizing their tax liability as a unit by exchanging a
low-basis property (Blackacre) for a high-basis property (Whiteacre) in
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transaction circumvented congressional intent in the original authorization of non-recognition

treatment, so Congress in 1989 enacted provisions to limit non-recognition treatment of

exchanges between related parties who cash out of their investment within a short time

thereafter.  Id.  at 1366.  Section 1031(f) provides special rules for exchanges between related

persons. 

The provisions applicable to this case are Sections 1031(f)(1), 1031(f)(2), and 1031(f)(4). 

Section 1031(f)(1) provides that an exchange will not qualify for non-recognition treatment of

gain or loss when a taxpayer exchanges like-kind property with a related person, and when either

party then disposes of the exchanged property within two years. § 1031(f)(1).  

An additional limitation was added for exchanges involving related parties in §

1031(f)(4), which disqualifies non-recognition treatment for “any exchange which is part of a

transaction (or series of transactions) structured to avoid the purposes of [§ 1031(f)].”  

“Congress enacted § 1031(f)(4) to prevent related parties from structuring transactions in a

manner that avoided the technical provisions of § 1031(f)(1) but achieved the same result §

1031(f)(1) was designed to prevent[.]” Ocmulgee, 613 F.3d at 1367.  A like-kind exchange may

be disqualified from receiving non-recognition treatment even where a taxpayer has used a

qualified intermediary to administer the exchange between the taxpayer and a related party, and

thus the exchange technically meets the requirements of § 1031(f), if the qualified intermediary’s

“involvement in the[] transactions . . . served no purpose besides rendering simple–but tax

anticipation of selling the low-basis property (Blackacre). 

Ocmulgee, 613 F.3d at 1365.
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disadvantageous–transactions more complex in order to avoid § 1031(f)’s restrictions.”   Teruya

Bros., Ltd. v. C.I.R., 580 F.3d 1038, 1046 (11th Cir. 2009).  

Section 1031(f)(2) provides exceptions to the related-party restrictions, allowing 

exchanges that would technically violate Section 1031(f)(1) to qualify for non-recognition

treatment in certain circumstances.  Teruya, 580 F.3d at 1046. The broadest of these exceptions,

and the only one with application in this case, allows exchanges that would otherwise run afoul

of § 1031(f)(1) to receive non-recognition treatment if the taxpayer can show “to the satisfaction

of the Secretary that neither the exchange nor [the later] disposition has as one of its principal

purposes the avoidance of Federal income tax.”  § 1031(f)(2)(C);  Teruya, 580 F.3d at 1046. 

In this case it is important to reiterate that North Central claims its exchanges pursuant to

its Like-Kind Exchange (hereafter “LKE”) Program qualify for non-recognition treatment under

§ 1031.  The court must analyze this case within the context of  “the objective economic realities

of [each] transaction rather than . . . the particular form the parties employed.”  Id. at 1043

(quoting Boulware v. U.S., 552 U.S. 421, 429 (2008)).  The “substance over form principle . . .

operates to prevent the true nature of a transaction from being disguised by mere formalisms,

which exist solely to alter tax liabilities, and promotes effective administration of tax policies of

Congress.”  True v. U.S., 190 F.3d 1165, 1174 (10th Cir. 1999) (quotation marks and citations

omitted).  Applying the substance over form principle requires the court to “look beyond the

taxpayers’ characterization of isolated, individual transactional steps, and also review the

substance of each series of transactions in its entirety.”  Id.  The taxpayer in this case, North

Central, must establish that it brought itself “squarely within the explicit provisions of the

exception” to qualify for non-recognition treatment under § 1031.  Coleman v. C.I.R., 180 F.2d
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758, 760 (8th Cir. 1950).  In other words, “[e]xceptions to the general rule requiring the

recognition of all gains and losses on property dispositions are to be strictly construed and do not

extend either beyond the words or the underlying assumptions and purposes of the exception.” 

Teruya, 580 F.3d at 1043 (quoting 26 C.F.R. § 1.1002-1(b)). 

Summary of Holding

The court has considered the arguments propounded by both parties in their summary

judgment briefs (Docs. #75, 80, 84), at trial, and in post-trial briefs (Docs. #106, 107, 108).  The

court holds that North Central’s transfers and acquisitions of property through its LKE program

do not qualify for non-recognition treatment under § 1031.  The court finds the decisions of the

Ninth and Eleventh Circuits in Teruya Bros., Ltd. v. C.I.R., 580 F.3d 1038 (9th Cir. 2009), and

Ocmulgee Fields, Inc. v. C.I.R., 613 F.3d 1360 (11th Cir. 2010), persuasive.  North Central’s

property transfer and acquisition transactions with its related party, Butler, via a qualified

intermediary, while in greater number, nevertheless closely resemble the transactions found in

Teruya Bros. and Ocmulgee Fields in basic form and substantive effect because the transactions

included the basis shifting and cashing out that Congress intended to prohibit in § 1031(f). 

Furthermore, North Central’s proposition that the property transactions through its LKE program

qualify for non-recognition treatment because its like-kind exchange transactions were not

structured to avoid the purposes of §1031(f) is unconvincing.

FINDINGS OF FACT

A.  Formation of North Central

Butler Machinery formed its subsidiary, North Central Rental and Leasing, LLC, in

September 2002 to conduct euipment rental and leasing. Prior to North Central’s formation,
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Butler housed and operated its own rental and leasing fleet.  At trial Dan Butler, who is the

dealer-principal of Butler and a board member of both Butler and North Central, along with

Twylah Blotsky, Butler’s operations manager for eastern North Dakota as well as a board

member of both Butler and North Central and the sister of Dan Butler, and Bob Jensen, who

serves as chief financial officer and board member of both Butler and North Central, collectively

testified that Butler formed North Central for multiple reasons: (1) to decrease Butler’s liability

risk in equipment rental transactions with contractors and other customers; (2) to create a

separate entity of the family business which would allow Twylah Blotsky’s family to take

complete ownership of that arm upon a “split-off”; (3) in consideration of financial lender and

tax accountability issues; (4) to satisfy Caterpillar’s promotion of its dealer Rental Store concept;

and (5) to take advantage of tax deferments on gains utilizing I.R.C. § 1031(f)’s like-kind

exchange provisions.  Butler Machinery owns a 99 percent interest in North Central, and Dan

Butler owns a one percent interest.

B.  Formation of North Central’s Like-Kind Exchange Program 

In the late 1990’s Bob Jensen (hereafter “Jensen”) and Twylah Blotsky (hereafter

“Blotsky”) learned about like-kind exchanges through Butler Machinery’s financial manager

meetings with Caterpillar.  Caterpillar presented information to its dealers about forming a LKE 

program using PricewaterhouseCoopers as a qualified intermediary and its accounting software

to conduct like-kind exchanges.  Caterpillar encouraged its dealers to use separate entities as part

of their LKE program to facilitate the replacement of rental assets.  Caterpillar also notified

Butler that its 180-day dealer payment terms, known as the “DRIS” program, would be available

for equipment transactions conducted in furtherance of a like-kind exchange.  The dealer
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financing terms Caterpillar extended to its dealers during the relevant time period  allowed the

dealers up to six months to pay Caterpillar from the date of purchase of the equipment or upon

the sale of the equipment to a customer.  Caterpillar encouraged its dealers to structure their

transactions between a dealer and a dealer’s subsidiary, advising them in a summary of the LKE

program, “Dealers will be able to take full advantage of our DRIS payment terms and minimize

the time funds are held by the qualified intermediary.” (Stipulation, Exhibit 1, Doc. # 73-1).

At first, Butler held off on developing a LKE program due to business considerations and

a desire to investigate the implementation and operational feasability of instituting such a 

program.  Jensen was in charge of conducting a “due diligence” investigation, and as part of the

investigation he discussed such a program with Butler’s tax advisor at Brady Martz, Chris

Weippert.  A primary consideration was whether Butler or Caterpillar would serve as the direct 

source for a subsidiary’s like-kind exchange replacement property and as a result receive the sale

proceeds from the relinquished equipment.  (Abrahm Test., Tr. 168:18-170:3).  Rental

subsidiaries received discrete dealer codes, so a subsidiary could order replacement property

directly from Caterpillar.  A disadvantage of a rental subsidiary ordering directly from

Caterpillar would have been loss of the benefits of the DRIS financing grace period.  If a

qualified intermediary were used in LKE transactions between a rental subsidiary and

Caterpillar, the intermediary would receive the funds from sale of the relinquished property and

pay those funds over to Caterpillar to apply to the subsidiary’s purchase of the replacement

property, effectively preventing the subsidiary from taking advantage of the DRIS payment grace

period. (Abrahm Test., Tr. 169:18-170:3).  For this reason Butler and other dealers explored with

Caterpillar having the parent dealer order the replacement equipment from Caterpillar and then
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transfer it to the subsidiary in a LKE. The dealers wanted assurance that if a parent dealer

purchased equipment from Caterpillar and then transferred that equipment as replacement

equipment to its rental subsidiary through the qualified intermediary, the transfer would not

trigger payment due to Caterpillar and loss of the DRIS grace period.   (Jensen Test., Tr. 113:16-

114:9; Weippert Test., Tr. 9:23-10:18).  Caterpillar assured its dealers the DRIS payment terms

would remain available on the equipment and would not be triggered by such a LKE transfer to a

subsidiary. (Jensen Test., Tr. 113:25-114:5).  Eventually, Butler decided to move ahead with

formation of North Central and use it as part of a LKE program in which Butler would serve as

the direct source of the replacement equipment. 

C.  Operation of North Central and Its Like-Kind Exchange Program

Upon the formation of North Central, Joel Nikle, Butler’s rental fleet manager, became

North Central’s rental fleet manager.2  As the rental and leasing subsidiary of Butler, North

Central does not operate out of a separate brick and mortar store.  Butler and North Central share

building space.  In addition, the accounting and equipment-ordering functions for both North

Central and Butler are managed and performed by Butler’s personnel.  In addition, Butler

initially pays North Central’s employees’ wages.  North Central reimburses Butler for the shared

services on an allocated basis since, despite their shared services, North Central operates as a

separate financial unit, which includes maintaining its own financial statements. 

Caterpillar also recognized North Central and Butler as separate entities for equipment

ordering purposes.  Although Butler’s “inventory control” group placed the equipment orders for

both North Central and Butler, Caterpillar assigned separate dealer codes to North Central and

2 Nikle is a cousin of Dan Butler and Twyla Blotsky.
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Butler.  Jensen testified at trial that “[Butler and North Central] had two separate codes that if we

wanted to, we could use to order machines under.”  (Jensen Test., Tr. 109:18-20).  Nevertheless,

upon initiating its LKE Program, Butler informed Caterpillar that it would order North Central’s

like-kind replacement equipment using Butler’s dealer code.  Trisha Deitz (hereafter “Deitz”),

Butler’s controller, testified at trial that Butler and North Central utilized the same internal

system to track equipment forecasts; however, Butler’s and North Central’s equipment needs

were assigned separate identifiers in the system. (Deitz Test., Tr. 140:17-19).   Deitz testified

that Joel Nikle forecasted North Central’s equipment needs for its rental fleet, and a Butler

employee likewise forecasted Butler’s equipment needs for its sales operation.  The  same Butler

employee then processed the equipment orders to Caterpillar for both Butler and North Central

based on those the equipment forecasts, but the two entities’ orders were tracked separately for

accounting purposes.  North Central was then charged for the ordering employee’s time based on

the entities’ expense allocation.  (Deitz Test., Tr. 151:1-152:16).  Deitz’s testimony regarding

this process was elicited by the court’s inquiry as to why Butler claimed it was easier for

accounting purposes for Butler to order like-kind exchange replacement equipment for North

Central, rather than North Central ordering it directly from Caterpillar.  Id.

Butler transferred equipment to North Central via the qualified intermediary at net dealer

price; in other words, Butler charged North Central the same price Butler paid to Caterpillar for

the equipment.  Because Butler ordered the LKE replacement equipment for North Central using

its own dealer code, the equipment remained a liability on Butler’s account books even after a

LKE transaction was completed.  Notably, in the LKE transactions at issue, Butler took

advantage of Caterpillar’s DRIS financing terms.  Although Butler remained responsible for
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payment to Caterpillar on the replacement equipment it purchased from Caterpillar for North

Central, Butler had six months to pay off the balance.  Butler could use funds paid to it as part of

the LKE transactions to either pay off the debt owed to Caterpillar for the replacement

equipment or for other purposes in its ordinary course of business.  (Blotsky Test., Tr. 87:15-

88:4).  Butler did not earmark or allocate the funds it received from LKE transactions to pay off

the amount owed to Caterpillar for its purchase of like-kind exchange replacement equipment for

North Central.  

D.  Representative Transactions

North Central conducted transactions pursuant to its LKE program that it believes qualify

as like-kind exchanges entitled to receive non-recognition treatment under § 1031.  The 

exchanges included four parties:  (1) North Central (the taxpayer); (2) Butler (a “related party”) 

as supplier of the replacement equipment; (3) an unrelated purchaser of the relinquished

equipment; and (4) Accruit (a qualified intermediary).3  The parties did not present evidence on

all 398 LKE transactions; rather, they stipulated to two representative transactions and focused

primarily on one of them. (Stipulation, Doc. # 73).  As taken from the stipulated facts, trial

transcript, and admitted exhibits, the exchange transaction of Truck 1 (North Central’s

relinquished property) for Truck 2, Skid Steer 1 and 2 (North Central’s replacement equipment)

will serve as the representative transaction for the court’s subsequent analysis.  

North Central had rented out Truck 1 for some period of time and decided to sell it to a

3Instead of using PricewaterhouseCoopers and its LKE program, as marketed by
Caterpillar, Butler decided to engage Accruit, a competitor of PricewaterhouseCoopers in the
like-kind exchange market, as a qualified intermediary and to employ its software program to
conduct the like-kind exchanges between Butler and North Central.
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third party.  Its basis in Truck 1 was $129,373. North Central conveyed its relinquished

equipment, Truck 1, to Accruit.  Then Accruit sold Truck 1 to the unrelated third-party customer

for $756,500.  Meanwhile, Butler purchased Truck 2, and Skid Steer 1 and 2, the replacement

equipment, from Caterpillar.  Next, Accruit used the cash from the sale of Truck 1 to purchase

Truck 2, and Skid Steer 1 and 2 ($761,065.60 purchase price) from Butler.  Accruit transferred

Truck 2, and Skid Steer 1 and 2 to North Central. Upon transferring the replacement property to

North Central, Accruit paid $756,065.60 to Butler as payment for the replacement property. 

North Central then paid the price difference of $4565.60 to Butler through adjustment of an

intercompany note between Butler and North Central. The substantive effect of this series of

transactions left North Central holding its replacement property (Truck 2, Skid Steer 1 and 2), a

third-party customer owning the relinquished property (Truck 1), and Butler having the $756,500

cash proceeds from the sale of Truck 1 as payment for Truck 2, and Skid Steer 1 and 2, plus the

additional $4565.60.  Butler, using Caterpillar’s DRIS financing terms, had until six months

from the date of the invoice to pay Caterpillar for Truck 2, and Skid Steer 1 and 2.

CONCLUSIONS OF LAW

In its post-trial brief North Central contends “the transactions at issue between North

Central and Accruit are not related party exchanges and, therefore, are not barred by the plain

language of Section 1031(f)(1).”  Plaintiff’s Opening Post-Trial Memorandum, Doc. #106, at p.

22.  The court rejects this assertion, since it ignores the side of the exchanges that involved

Butler serving as the source of the replacement property.  North Central wishes to focus only on

the North Central-Accruit dealings, but the court cannot ignore Butler’s role in each of the LKE

transactions.  See Ocmulgee, 613 F.3d 1360; Teruya, 580 F.3d 1038.
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The court also rejects North Central’s argument that its exchanges utilizing its qualified

intermediary, Accruit, to dispose of relinquished property and then acquire replacement property

from its related party, Butler, were not structured to avoid the purposes of § 1031(f).  In the

representative transaction North Central and Butler collectively cashed in their investment in

low-basis property, Truck 1.  Although North Central continued to hold investment property

after the exchange, Butler held only cash for up to six months until the due date of the Caterpillar

invoice for the replacement property.  The government contends this gap in time between

Butler’s receipt of the $756,500 in cash from Accruit (along with an  additional $4565.60 from

North Central) and Butler’s payment of $761,065.60 to Caterpillar, resulted in a cashing-out of

their investment in like-kind equipment by North Central and Butler.  North Central contends

that Butler was eventually required to pay Caterpillar and remained property neutral, so a

cashing-out of its investment in like-kind equipment did not occur.  After a thorough review of

the evidence, the court finds that Butler’s receipt of cash in exchange for equipment, together

with its unfettered access to the cash proceeds for a period of several months, is a violation of §

1031(f)’s like-kind exchange provisions, and renders the gain on the LKE transactions

recognizable by North Central. 

 Butler used the cash it received from Accruit for use in the normal course of business,

such as paying down bank lines of credit, paying the light bill, or making payroll.  (Blotsky

Test., Tr.  87:15-88:4; Blotsky Depo. Doc. #76, 54:3-15).  Essentially, the economic

consequences of the exchanges between North Central and Butler provided Butler with cash for

a period of time up to six months, during which it was free to use the cash for any purpose it

deemed necessary.  “The very essence of an exchange is the transfer of property between

13

Case 3:10-cv-00066-KKK   Document 109   Filed 09/03/13   Page 13 of 23



owners, while the mark of a sale is the receipt of cash for the property.”  Swaim v. U.S., 651

F.2d 1066, 1070 (1981) (quotation marks and citations omitted).4  Additionally, it is significant

whether “the cash was earmarked” for payment to Caterpillar, since “[r]eceipt of money which is

unfettered or unrestrained signifies a sale of the property.”  Id.  The substantive result of North

Central’s series of transactions leads the court to its conclusion that North Central structured its

transactions to avoid the restrictions of § 1031(f).

As the court noted in Teruya, the “changing economic positions” of North Central and

Butler can definitively demonstrate how the related parties used like-kind exchanges to cash out

of their low-basis property.  Teruya, 580 F.3d at 1045-46.  Prior to the like-kind exchanges North

Central owned Truck 1, and Butler owned Skid Steer 1, Skid Steer 2 and Truck 2.  Following the

exchanges, North Central owned Skid Steer 1 and 2 and Truck 2.  Butler no longer held any

property, but held cash from the sale of Truck 1, and a third-party customer owned Truck 1.

After the exchange and until Butler paid Caterpillar, the substantive effect of the exchanges

resulted in Butler’s investment in equipment decreasing by more than $756,500, but an increase

in its cash position by the same amount.  “Congress accorded nonrecognition treatment to like-

4 The Fifth Circuit in Swaim found that a sale of property, rather than an exchange within
the meaning of Section 1031’s like-kind provisions, occurred because the taxpayer received cash
for property instead of property in return.  Swaim, 651 F.2d at 1070.  In Swaim, the taxpayer
entered a transaction for real property, but was only required to purchase the property after the
other party fulfilled a number of required improvements to the land.  Id. at 1071.  The court
noted the cash received by the taxpayer was theirs to use without restriction and in fact the
improvements to the property were not completed until “more than three months” after the
taxpayer received “consideration in full.”  Id. at 1069.  The court “placed particular emphasis on
whether the cash was earmarked for the subsequent purchase.”  Id. at 1070.  Much like the
circumstances in Swaim, North Central and Butler’s transactions left Butler holding cash or
“consideration in full” without further obligation to repay Caterpillar until the invoice became
due months later.  Additionally, the cash was not earmarked to pay off the debt owed to
Caterpillar on equipment purchased for North Central by Butler.
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kind exchanges in the first instance because after a like-kind exchange both parties still had a

continuing investment after the exchange, albeit in a different property . . . .”  Ocmulgee, 613

F.3d  at 1369.  Here, Butler did not have a continuing investment in like-kind property.  

North Central emphasizes that Butler passed along to North Central the same price it paid

to Caterpillar for the replacement equipment, thus ending up “cash neutral” after the LKE.  

Butler’s claimed “cash neutral” status, though, was realized only after it paid its invoice to

Caterpillar.  Plus, the court cannot ignore the period of time during which Butler used large sums

of cash for unlimited purposes as a result of the LKE transactions.  “While it is true that the

incidence of taxation is to be determined by viewing the entire transaction as a whole, that rule

does not permit [the court] to close [its] eyes to the realities of the transaction and merely look at

the beginning and end of a transaction without observing the steps taken to reach that end.” 

Carlton v. U.S., 385 F.2d 238, 241 (11th Cir. 1967).

In Coleman v. C.I.R., involving an earlier Code provision on non-recognition of gain in a

like-kind exchange of property, a taxpayer entered into a written agreement to exchange farms

with an unrelated party.  180 F.2d 758, 759 (8th Cir. 1950).  In the transaction, the taxpayer

assumed a $35,000 mortgage on the replacement property and received $14,000 in cash.  The

taxpayer claimed the transaction qualified for non-recognition of any gain as to the $14,000. 

Although the taxpayer in Coleman argued the $14,000 was intended as payment toward the

$35,000 farm mortgage, the Eighth Circuit determined that the taxpayer was “at liberty to use

[the cash] as he pleased . . . [and] was not required to apply this payment upon the mortgage

indebtedness but he at once realized a portion of his total gain resulting from the exchange of

properties.” Id. at 760.   The court found the $14,000 was gain that required recognition,
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reasoning: 

[The taxpayer] was not a mere conduit whereby $14,000 was conveyed to the holder
of the $35,000 mortgage in reduction thereof.  He was under no obligation to apply
the $14,000 to the mortgage indebtedness, and in fact could not presently do so
because of the terms of the mortgage.  The mortgage indebtedness was not due but
was a long term obligation that might never be paid.

Id.  The court recognized the exchange of farms included an exchange of property “held for

productive use or for investment, but the exchange did not consist solely of such property,” since

cash was involved in the transaction.  Id. 

Here the circumstances are quite similar.  Like the taxpayer in Coleman, Butler owed to

Caterpillar and held as a liability on its accounts the purchase price of the replacement

equipment it ordered for North Central as part of the like-kind exchange transaction.  Butler

received payment for the replacement equipment from the qualified intermediary and was under

no obligation to apply that money to the reduction of debt it owed to Caterpillar because it had

until six months after its purchase of the equipment from Caterpillar to pay down the debt.  In the

meantime, Butler could use the cash as it pleased and in fact did so, using the money for various

purposes in the ordinary course of business, as mentioned above.       

Additionally, the structure of the exchanges between North Central and Butler allowed

the parties to cash out of their investment by manipulating the basis-shifting provided under  §

1031.  For the purposes of a § 1031 basis-shifting analysis, North Central and Butler “should be

treated as an economic unit” because “examining the taxpayer [North Central] and  related

party’s [Butler’s] economic position in aggregate is often the only way to tell if § 1031(f)

applies.”  Teruya, 580 F.3d at 1045.  Take the stipulated transaction, or exchange of Truck 1, as

an example.  (Doc. #73, at 9-11).  North Central and Butler cashed in on their low-basis property
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(Truck 1), but paid taxes as if they had disposed of their high-basis equipment (Truck 2, Skid

Steer 1 and 2).  The relinquished (Truck 1) and replacement (Truck 2, Skid Steer 1 and 2)

equipment sold for similar amounts, but they had a markedly different tax basis.  

To lower their tax burden, North Central and Butler structured their exchange to cash in

on their low-basis equipment (Truck 1), but pay taxes only on Butler’s “sale” of the high-basis

equipment (Truck 2, Skid Steer 1 and 2).  Butler’s higher basis in the replacement equipment

(Truck 2, Skid Steer 1 and 2) was equivalent to the price at which it “sold” the equipment to

North Central, $761,065.60, and North Central’s relinquished equipment (Truck 1) had a basis of

only $129,373.  Therefore, Butler realized no gain from its disposition of the higher basis

equipment, while North Central deferred recognition of its gain of $627,127 ($756,500 sale price

of Truck 1 - $129,373 basis) because it claimed non-recognition treatment under § 1031.  As an

economic unit, North Central and Butler “achieved far more advantageous tax consequences by

employing this unique structure than [they] would have had [North Central] simply sold its

equipment to [a] third-party [buyer] itself.”  Teruya, 580 F.3d at 1047.  “Taxpayers cannot

escape § 1031(f) simply by hiding the benefits of improper like-kind exchanges with a related

party.”  Id. at 1045.

Moreover, North Central and Butler did not have to structure their exchanges as they did

to achieve the property dispositions they sought.  In fact, to demonstrate the exchanges

conducted between North Central and Butler were structured to avoid the purposes of § 1031(f),

the court can recast the stipulated transaction of Truck 1 and Truck 2, and Skid Steer 1 and 2 as a

direct exchange between North Central and Butler.  North Central could have transferred Truck

1 directly to Butler.  Butler then could have transferred Truck 2, and Skid Steer 1 and 2 to North
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Central in exchange, and then sold Truck 1 to a third-party purchaser.  The involvement of

Accruit, as a qualified intermediary, was unnecessary to conduct the exchanges.  “[The court]

can look to the unneeded complexity in the series of transactions to help [it] in inferring [North

Central’s] intent.”  Ocmulgee, 613 F.3d at 1369.  However, North Central could not have

received the tax benefits under § 1031 if it conducted the exchanges as a direct exchange

between related parties because Truck 1 (the exchanged/relinquished property) would have been

sold within two years of the exchange.  By involving Accruit in the transaction, North Central

and Butler technically met the requirement that the parties exchange equipment with a qualified

intermediary, and not exchange equipment with a related party.  However, Accruit served “no

purpose besides rendering simple–but tax disadvantageous–transactions more complex in order

to avoid  § 1031(f)’s restrictions.”  Teruya, 580 F.3d at 1046. 

In contending it had no intent to circumvent the purposes of § 1031(f), North Central 

points to several alleged legitimate business reasons for conducting its property transactions as

like-kind exchanges.  For the most part, the proffered reasons relate to why Butler created North

Central as a subsidiary, but not to why the LKE transactions were structured as they were.  For

instance, the business reasons cited during the summary judgment phase of the case included a

claim that North Central could “more easily promote its brand outside of Butler territory,” and

the formation of North Central limited Butler’s liability “for the rental assets and business.” 

Memorandum in Opposition to U.S. Motion for Summary Judgment, Doc. # 80, at p. 24.  At

trial, North Central continued to add to its list of reasons for its formation and the structure of its

like-kind exchange program.  Specifically, previously unmentioned reasons included Butler’s

need to create a separate entity to accommodate a family “split-off” of business investments and
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to appease Caterpillar’s desire for its dealers to institute its CAT Rental Store concept. These

reasons have no relevance in the court’s analysis of the LKE structure employed by North

Central.

North Central urges that the intent all along in Butler’s formation of North Central was to

successfully conduct like-kind exchanges, because the increased cash flow from the tax savings

realized from the like-kind exchanges allowed it to grow its rental fleet. Justifying the LKE

structure by the increase in cash flow only supports the government’s argument that Butler’s

unfettered use of cash received from its purported like-kind exchanges with North Central is in

direct contravention of the purposes of § 1031.    

None of the above reasons offered by North Central explain Butler’s involvement in the

LKE transactions as the source of the replacement property. The only reason offered by North

Central for Butler’s involvement is that “[f]or ease and continuity, the decision was made to have

one entity do the ordering.”  Memorandum in Opposition to U.S. Motion for Summary

Judgment, Doc. # 80, at p. 24.  This reason provides little justification for Butler’s involvement.

Butler employees performed the accounting and equipment ordering functions for both entities,

and they would allocate costs to North Central accordingly.  North Central had its own

Caterpillar dealer code, so no appreciable time or complexity was avoided by using Butler’s

dealer code to place the orders for the replacement rental equipment. 

Like-kind exchanges can be made for legitimate purposes or for tax avoidance purposes. 

Assuming the reason offered by North Central for Butler’s involvement is legitimate, “the mere

existence of legitimate business purposes does not preclude a finding that [North Central’s]

principal purpose for the exchange was tax avoidance.” Ocmulgee, 613 F.3d at 1373. “[The
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court] can look to the actual consequences of [North Central’s] transactions to ascertain its

intent.”  Id. at 1369; Teruya, 580 F.3d at 1045-46.   The following consequences undermine

North Central’s claim that it did not intend to circumvent § 1031(f):  (1) North Central and

Butler cashed in on their low-basis property, but paid taxes as if they had cashed in on their high-

basis property; (2) Butler received cash for a period of time that was unfettered or unrestrained,

and therefore the exchanges were not for like-kind property, but rather resulted in a cashing-out

of its investment instead of continuing an investment in property; and (3) North Central and

Butler significantly reduced their immediate taxes by engaging in the exchange.  

With regard to the first factor, as discussed above, North Central and Butler manipulated

the basis-shifting in § 1031 to their advantage because they cashed in on their low-basis property

(Truck 1), but calculated the tax obligation as though they had disposed of their high-basis

equipment (Truck 2, Skid Steer 1 and 2).  As an economic unit, North Central and Butler

attained beneficial tax consequences that § 1031(f) prohibits between related parties.  “[A]

taxpayer is more likely to establish that tax-avoidance was not a principal purpose where the

exchange does not involve this type of basis-shifting.”  Ocmulgee, 613 F.3d at 1371 (citing the

legislative history and noting that Congress designed § 1031(f) with the legislative intent to

prevent this type of tax manipulation).  “[I]f a taxpayer structures its exchange in a manner that

avoids the rules on direct exchange between related parties, .. . a [district] court could draw

inferences against the taxpayer.”  Id.

As to the second factor, as discussed above, collectively North Central and Butler

substantially reduced their investment in equipment by $756,500.  The intent of § 1031 is to

allow a taxpayer and its related party to defer tax consequences if only both continue their
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investment in like-kind property for at least two years.  See § 1031. Instead of receiving

equipment to hold for investment, Butler received cash as payment for the replacement

equipment it exchanged with North Central.  Butler claims a  “property neutral” result, since it

did not own the replacement property before the exchange was planned.  It acquired the

replacement property from Caterpillar for purposes of the exchange and upon delivery

transferred it to Accruit for exchange with North Central.  However, this approach ignores the

fact that Butler did choose to insert itself into the exchange transaction as the direct source of the

replacement equipment, rather than having North Central acquire the equipment from

Caterpillar.  Butler then received cash for the replacement equipment through the LKE

transactions and had unlimited use of the cash for several months before paying Caterpillar.  This

“cashing out” is not one of the purposes of like-kind exchanges contemplated within § 1031.

Considering the third factor, North Central and Butler as an economic unit benefitted

from immediate tax savings through their exchanges because North Central deferred its

$627,127.30 in gain from the sale of Truck 1.  The cumulative effect of these factors lead the

court to conclude that North Central constructed its transactions as it did to avoid the purposes of

§ 1031(f).

Furthermore, North Central  could have conducted exchanges in a much less complicated

manner.  “[A]lthough it is not necessarily a dispositive factor by itself, [the court] can look to the

unneeded complexity in the series of transactions to help [it] in inferring [North Central’s]

intent.”  Ocmulgee, 613 F.3d at 1369.  Importantly, North Central could have directly exchanged

equipment with Butler, its related party, to achieve the non-recognition tax benefits of § 1031(f),

but that transactional structure would have required the parties to hold the exchanged equipment
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for a period of two years.  Alternatively, Butler could have stayed out of the exchange

transactions entirely, so that North Central would have ordered replacement equipment from

Caterpillar using its own dealer code.  But, in that event, North Central would not have been able

to take advantage of DRIS finance grace periods, since the funds received from sale of the

relinquished property would have been held by the qualified intermediary until payment to

Caterpillar for the replacement equipment, thus depriving North Central of use of the money

during the grace period.  As noted in the court’s findings of fact, Butler was particularly

concerned that forming and using North Central in a LKE program would jeopardize its ability

to continue to receive DRIS financing terms from Caterpillar.  Butler’s concern was anticipated

by Caterpillar and prompted Caterpillar to promote and encourage its dealers’ use of subsidiaries

to conduct like-kind exchanges in order to take advantage of its DRIS finance terms.  Because

North Central inserted Butler into the exchange transactions as its source for replacement

equipment, Butler could receive the cash proceeds from the sale of the North Central’s

relinquished equipment, delay its payment to Caterpillar for a period of six months, and use the

funds during the interim in the course of ordinary business.    

While it is true that Butler likely derived legitimate benefits from forming North Central,

the combination of the factors mentioned above significantly erode the persuasiveness of North

Central’s justifications for the complexity of the transactions.  North Central’s “intent to

complete successfully a like-kind exchange–perhaps germane to whether the transactions were

exchanges or sales under § 1031(a)–is irrelevant to whether these transactions were structured to

avoid § 1031(f)’s purposes.”  Teruya, 580 F.3d at 1048. 

Unlike the parties in Teruya and Ocmulgee, North Central fails to argue that it can
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resurrect non-recognition treatment under § 1031(f)(2)(C) and in fact suggests the court need not

conduct an analysis to determine whether North Central could prove to the satisfaction of the

Secretary that tax avoidance was not one of the principal purposes for North Central structuring

its transactions as it did with its related party, Butler.  Even if North Central made the argument,

the court concludes for the reasons outlined above, North Central could not show that tax

avoidance was not one of the principal purposes for structuring its like-kind exchange

transactions as it did with its related party, Butler.

Accordingly, the court finds North Central structured its like-kind exchange transactions

to avoid the purposes of § 1031(f).  Therefore, North Central must recognize the gain it realized

on the sale of equipment involved in the like-kind exchange transactions with its related party,

Butler, as reported on its income tax returns from 2004 through 2007. 

 ORDER FOR JUDGMENT

IT IS ORDERED judgment shall be entered in favor of defendant United States of

America and dismissing North Central’s complaint with prejudice.

Dated this 3rd day of September, 2013.

/s/ Karen K. Klein                 
Karen K. Klein
United States Magistrate Judge
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