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In 1988, Ps, Georgia residents, purchased a second home (vacation home 1), also in Georgia, which the family used on weekends from mid-April to Labor Day for recreational purposes. After Ps changed their principal residence in 1995 or 1996, the lengthened commute to vacation home 1 made its continued use impractical, and, in 1999, they agreed to purchase another vacation home (vacation home 2) closer to their principal residence. In 2000, Ps disposed of vacation home 1 and acquired vacation home 2 pursuant to a series of transactions intended to qualify as a taxfree, like-kind exchange of those properties under sec. 1031, I.R.C. Prompted by the need for liquidity incident to their then-pending divorce, Ps were holding vacation home 2 for sale at the time of trial. Ps and their children used both vacation homes exclusively for recreational purposes, and Ps never rented or offered to rent either vacation home to third parties. One of Ps’ motives in acquiring and holding each vacation home was the prospect of appreciation resulting in profit on the eventual sale of each property. 

[ omitted facts regarding acquisition of 2-percent membership interest in a medical LLC ]
1. Held: Neither vacation home 1 nor vacation home 2 was held for investment. Therefore, Ps are not entitled to treat the disposal of the former and acquisition of the latter in 2000 as a tax-free likekind exchange under sec. 1031, I.R.C.

2. Held, further, PW owned a 12-percent membership interest in the LLC during the years in issue, 1999 and 2000.

3. Held, further, Ps did not elect out of the installment method of accounting in connection with Those issues are (1) issues settled or conceded pursuant to the parties’ stipulation of settled issues executed on May 19,2004, and (2) issues that petitioners failed to pursue on brief,which we treat as having been abandoned. See Nicklaus v. Commissioner, 117 T.C. 117, 120 n.4 (2001). The issues that petitioners failed to pursue are (1) whether petitioners are required to include in income for 1999 $1,701 of interest and (2) whether petitioner Barry E. Moore is entitled to relief from tax liability for either 1999 or 2000 as an innocent spouse. PW’s 2000 sale of her 12-percent LLC membership interest. 

MEMORANDUM FINDINGS OF FACT AND OPINION

HALPERN, Judge: By notice of deficiency dated April 10,2003 (the notice), respondent determined deficiencies in petitioners’ Federal income tax as follows:

Year Deficiency

1999 $96,925

2000 78,578

By the petition, petitioners assign error to respondent’s deficiency determination. The parties have resolved certain issues.1 The remaining issues for decision are whether (1) petitioners’ purported exchange of vacation properties qualifies as a tax-free “like-kind” exchange of properties under section 10312 (the section 1031 issue), (2) petitioner Deborah E. Moore (Ms. Moore) increased her membership interest in The Surgery Center of Georgia, LLC (the LLC) before the years in issue (1999 and 2000), as alleged by respondent, or in July 2000, as alleged by petitioners (the membership interest acquisition issue), and (3) petitioners are entitled to report Ms. Moore’s gain on the sale of her membership interest in the LLC under the installment method, in accordance with section 453 (the installment method reporting issue).
FINDINGS OF FACT

Some facts have been stipulated and are so found. The stipulation of facts, with attached exhibits, is incorporated herein by this reference. 

At the time the petition was filed, petitioner Barry E. Moore (Mr. Moore) resided in Elberton, Georgia, and Ms. Moore resided in Marietta, Georgia. 

The Section 1031 Issue Background

On April 15, 1988, petitioners purchased two contiguous parcels of lakefront real property, along with a mobile home located on one of those parcels, on Clark Hill Lake in Lincoln County, Georgia (the Clark Hill property). On December 3, 1999, petitioners entered into a purchase and sale agreement wherein they agreed to purchase improved lakefront property in Forsyth County, Georgia (the Lake Lanier property). Thereafter, during 2000, petitioners were involved in a series of transactions whereby they purported to (1) assign a 25-percent interest in the purchase and sale agreement to an escrow agent, (2) join with the escrow agent in purchasing the Lake Lanier property (75 percent acquired by petitioners, 25 percent by the escrow agent), and (3) Petitioners do not claim that either property satisfied the alternative definition of qualified like-kind property: “property held for productive use in a trade or business”. Sec. 1031(a)(1). after buyers for the Clark Hill property had been found, through an intermediary, exchange the Clark Hill property for the escrow agent’s 25-percent interest in the Lake Lanier property in a transaction intended to qualify as a deferred like-kind exchange satisfying the requirements of section 1031(a)(3) and section 1.1031(k)-1, Income Tax Regs. Respondent denies the authenticity of much of petitioners’ supporting documentation and alleges that (1) the escrow agent was, in substance, acting as petitioners’agent in acquiring a 25-percent interest in the Lake Lanier property so that petitioners already owned that property before the purported like-kind exchange; i.e., there was no “exchange” of like-kind properties, and (2) petitioners otherwise failed to satisfy the requirements of section 1031(a)(3) and the regulations thereunder for a deferred like-kind exchange.

In order for petitioners to prevail on the section 1031 issue, the evidence must show that (1) the Clark Hill and Lake Lanier properties were of like kind (a matter not in dispute), (2) petitioners held both properties for investment, and (3) they disposed of the former and acquired the latter in a manner that satisfied the requirements of section 1031(a)(3) and the regulations thereunder for a deferred like-kind exchange. As a result, we need not rule on respondent’s objections to various documents petitioners offered. Because we find that petitioners held neither property for investment, we make no findings of fact relating to the sufficiency of petitioners’ attempt to satisfy the other requirements for a deferred like-kind exchange. 
Petitioners’ Purchase and Use of the Properties The Clark Hill Property

Petitioners’ decision to purchase the Clark Hill property was motivated, in part, by their familiarity with the area, both having grown up in the vicinity of Clark Hill Lake. In addition, both their families owned property on or near Clark Hill, and Mr. Moore’s father advised them that property on Clark Hill Lake had appreciated and would continue to appreciate. Petitioners’ decision to invest in real estate rather than in intangibles, such as stocks or bonds, was influenced by a prior bad experience with a financial adviser who had stolen their money. When in 1988 they purchased the Clark Hill property, petitioners’ primary residence was in Norcross, Georgia, an approximately 3-hour drive from the Clark Hill property. In 1995 or 1996, petitioners changed their primary residence to Marietta, Georgia. The drive from the Marietta residence to the Clark Hill property normally took between 5 and 6 hours.  
Beginning in late March of each year during which they owned the Clark Hill property, Mr. Moore would spend a couple of weekends there getting it ready for the summer months. Then, beginning in mid to late April, petitioners’ family would visit the property two and, sometimes, three weekends a month until Labor Day, when Mr. Moore closed the property for the winter. Between Labor Day and the following March, Mr. Moore would occasionally visit the property to rake leaves and perform other caretaker functions. 
The mobile home located on the property was a double-wide mobile home. During their tenure, petitioners built a deck around it, built a screened-in porch on top of a portion of the  deck, and installed a satellite television receiver, a new television, and a VHS recorder. They also replaced the roof and repainted the home two or three times. They installed a new washer and dryer and replaced some of the furniture (bedroom seats and beds) that had come with the home. They kept a pontoon boat on Clark Hill Lake and improved the dock they had in the lake to conform to the U.S. Army Corps of Engineers electrical requirements. During their summer stays at the Clark Hill property, petitioners and their children used the property for various recreational purposes, including relaxing on the dock, boating, and fishing.

Until they decided to acquire the Lake Lanier property in late 1999, petitioners had never advertised the Clark Hill property for sale although they had been offered money for it. Also, petitioners never rented or attempted to rent the property to others. On their 1996-99 Federal income tax returns, petitioners listed deductions for “home mortgage interest”. They did not list on those returns any deduction for investment interest, nor did they deduct any maintenance or other expenses associated with the Clark Hill property.

The Lake Lanier Property

Reasons for Purchase After petitioners changed their principal residence from Norcross to Marietta, Georgia, the length of the drive to the Clark Hill property coupled with their children’s increased weekend activities (in particular, their son’s participation in weekend sports) made it inconvenient for the family to spend weekends at the property. As a result, they used that property less frequently and, during the 2 years before their disposition of it, they may have visited the property a total of three times. During that period, it became a chore for Mr. Moore just to maintain the property, with the result that it became rundown and had to be either renovated or disposed of.
Beginning in late 1997 or early 1998, the foregoing problems associated with the Clark Hill property caused petitioners to investigate properties on Lake Lanier, which is much closer to what was at the time petitioners’ Marietta, Georgia, residence. Petitioners felt that a house on Lake Lanier would be of more use to them than the Clark Hill property. Petitioners also believed that property on Lake Lanier would appreciate more rapidly than the Clark Hill property because it was closer to the metropolitan Atlanta area. Petitioners acquired the Lake Lanier property in January 2000.

Use of the Property

The Lake Lanier property consisted of a greater than 1.2- acre tract of land, the largest double slip dock allowable on the lake (complete with two lifts), and a house that had five screened-in porches overlooking the lake, a full party deck, a covered veranda, a great room with a stone fireplace, five bedrooms, and 4-1/2 bathrooms. At the time of purchase, the house was partially furnished, and, after purchase, petitioners completed the furnishing themselves. They installed a satellite TV system and a VHS recorder, and, before their second summer at the property, they purchased a motorboat with room for six to eight passengers. 
In its “Credit Offering Report” assessing the risk of various loans to Ms. Moore, including the loan to purchase the Lake Lanier property, that property, which was to serve as security for those loans, is consistently referred to as a “second residence”. 

Petitioners and their children engaged in essentially the same activities at the Lake Lanier property as they had at the  Clark Hill property. They visited the property two weekends per month beginning in mid-March (depending on the weather) and ending around Labor Day. In addition, the family might visit the property once or twice each winter, and Mr. Moore and his son would fish off the dock one Saturday night each month during the fall. During the summer months, petitioners occasionally entertained visitors at the house. Mr. Moore’s maintenance activities at the Lake Lanier property were similar to, but less frequent than, his maintenance activities at the Clark Hill property.
The mortgage lender in connection with petitioners’ purchase of the Lake Lanier property was SouthTrust Bank, N.A. (SouthTrust Bank).6 On their 2000-02 Federal income tax returns, petitioners claimed deductions for home mortgage and investment interest paid to SouthTrust Bank as follows: 
Year Home Mortgage Interest Investment Interest

2000 $36,219 $5,647

2001 42,437 1,994

2002 45,766 --

As in the case of the Clark Hill property, petitioners did not list on their 2000-02 returns any deductions for maintenance or other expenses associated with the Lake Lanier property. 
On a day-to-day operational basis, however, Ms. Moore managed the LLC. Also, as in the case of the Clark Hill property, petitioners never rented or attempted to rent the Lake Lanier property, and they never offered it for sale until forced to do so by the need for liquidity in connection with the division of their assets incident to their divorce. Both the sale and the divorce were still pending at the time of the trial.

The Membership Interest Acquisition Issue [omitted]
OPINION

I. The Section 1031 Issue

As noted supra, the issue before us is whether petitioners held the Clark Hill and Lake Lanier properties “for investment”. That depends on their intent or purpose in holding the properties, determined as of the time of the exchange. E.g.,Bolker v. Commissioner, 81 T.C. 782, 804 (1983), affd. 760 F.2d 1039 (9th Cir. 1985).

Petitioners point to their interest in the appreciation potential of the Clark Hill and Lake Lanier properties, both before and after acquisition, and argue: “If investment intent is one motive for holding * * * property, it is held for investment for purposes of Section 1031.” Petitioners’ argument, if carried to its logical extreme, is that the existence of any investment motive in holding a personal residence, no matter how minor a factor in the overall decision to acquire and hold (or simply to hold) the property before its inclusion in an exchange of properties, will render it “property * * * held for investment” with any gain on the exchange eligible for nonrecognition treatment under section 1031. Petitioners are mistaken. It is a taxpayer’s primary purpose in holding the properties that counts. Montgomery v. Commissioner, T.C. Memo. 1997-279 (“section 1031 requires that both the property  transferred and the property received in a like-kind exchange be held primarily for productive use in a trade or business, or for investment.”), affd. in part and revd. in part on another issue without published opinion 300 F.3d 866 (10th Cir. 1999). Indeed, in Starker v. United States, 602 F.2d 1341, 1350-1351 (9th Cir. 1979), the U.S. Court of Appeals for the Ninth Circuit recognized the longstanding rule that the exclusive use of property by the owner as his residence contradicts any claim by him that the property is held for investment. The court applied the rule specifically to section 1031 exchanges. The court said: It has long been the rule that use of property solely as a personal residence is antithetical to its being held for investment. Losses on the sale or exchange of such property cannot be deducted for this reason, despite the general rule that losses from transactions involving * * * investment properties are deductible. 
A similar rule must obtain in construing the term “held for investment” in section 1031. * * * [Id.; citations omitted.] This and other courts have reached the same conclusion in the context of deciding whether expenses incurred with respect to a personal residence are deductible under section 212(2) as “expenses paid or incurred * * * for the management, conservation, or maintenance of property held for the production of income”. Property held for investment is property held for the production of income within the meaning of section 212. See Newcombe v. Commissioner, 54 T.C. 1298, 1302 (1970) (an expense deduction is justified under section 212(2) only if the property to which it relates “is ‘held for investment,’ i.e., for the production of income”); sec. 1.212-1(b), Income Tax Regs. Thus, both section 1031 and section 212(2) involve the same factual inquiry whether the property in question was held for investment. As a preliminary matter, we accept as a fact that petitioners hoped that both the Clark Hill and Lake Lanier properties would appreciate. However, the mere hope or expectation that property may be sold at a gain cannot establish an investment intent if the taxpayer uses the property as a residence. See Jasionowski v. Commissioner, 66 T.C. 312, 323  (1976) (“if the anticipation of eventually selling the house at a profit were in itself sufficient to establish that the property was held with a profit-making intent, rare indeed would be the homeowner who purchased a home several years ago who could not make the same claim”). Moreover, a taxpayer cannot escape the residential status of property merely by moving out. In Newcombe v. Commissioner, supra, the taxpayers listed their former residence for sale on or about the day they moved out, December 1, 1965. They sold the property at a loss on February 1, 1967. The issue in Newcombe relevant to this case was whether, during 1966, the property was held for the production of income (i.e., for investment) so as to entitle the taxpayers to deductions for maintenance expenses under section 212(2). In denying those

deductions we stated:    The taxpayer must * * * be seeking to realize a profit representing postconversion appreciation in the market value of the property. Clearly, where the profit represents only the appreciation which took place during the period of occupancy as a personal residence, it cannot be said that the property was “held for the production of income.” * * * [Id. At 1302.] 

In a concurring opinion, Judge Forrester observed: The time when the conversion occurred is obviously the key, and any appreciation prior thereto would not have grown while the property was being “held for investment” * * * but while the property was being held as taxpayers’ personal residence. [Newcombe v. Commissioner, 54 T.C. 1298, 1304 (1970) (Forrester, J., concurring).]

We added: “The placing of the property on the market for immediate sale, at or shortly after * * * its abandonment as a residence, will ordinarily be strong evidence that a taxpayer is not holding the property for postconversion appreciation in  value.” Id.10

This Court has frequently applied the reasoning of one or both of Jasionowski and Newcombe in rejecting taxpayer arguments that because a second or vacation home was held for appreciation (i.e., investment) the taxpayer was entitled to a deduction, under section 212(2), for expenses incurred to maintain or improve the property. See, e.g., Ray v. Commissioner, T.C. Memo. 1989-628; Houle v. Commissioner, T.C. Memo. 1985-389; Gettler v. Commissioner, T.C. Memo. 1975-87. In both Ray and Houle we denied the deductions on the ground that the taxpayers treated the houses as a “second home” (Ray) or “second residence” (Houle). In Gettler, we denied the deductions, concluding that “the primary purpose in both acquiring the house and holding on to it was to use it as a vacation home.” The cited cases stand for the proposition that the holding of a primary or secondary (e.g., vacation) residence motivated in part by an expectation that the property will appreciate in value is insufficient to justify the classification of that property as property “held for investment” under section 212(2) and, by analogy, section 1031. Moreover, putting aside petitioners’ expectations that both the Clark Hill and Lake Lanier properties would appreciate in value, there is no convincing evidence that the properties were held for the production of income, and there is convincing evidence that petitioners and their families used the properties as vacation retreats. Petitioners made neither the Clark Hill nor Lake Lanier property available for rent. Nor is there any evidence that petitioners held either property primarily for sale at a profit. They did not offer the Clark Hill property for sale until late 1999 when they decided to acquire the more accessible Lake Lanier property. Thereafter, the Clark Hill property was held for immediate sale, not for investment. See Newcombe v. Commissioner, supra at 1302. They did not offer the Lake Lanier property for sale until required to do so by the need for liquidity incident to their divorce. While it is true that Mr. Moore spent considerable time fixing up and maintaining both properties and petitioners made substantial improvements at the Clark Hill property, those actions are consistent with enjoying the properties as vacation homes. Petitioners did not hold the Clark Hill property out for rent or sale, yet they added a deck and screened-in porch, installed a satellite television receiver, and purchased a television, a VHS recorder, and a new washer and dryer for their use at the property. They replaced furniture and kept a boat on the lake, which they used for boating and fishing. Petitioners added similar electronic equipment to the Lake Lanier house. That house was of some substance, containing five bedrooms and having, among other amenities, five screened-in porches overlooking the lake, a double slip dock, a great room with a stone fireplace, and a full party deck. Surely, that house represented a substantial portion of the purchase price of the Lake Lanier property, yet petitioners made no effort to recover any portion of that investment by renting the house out;  indeed, they did not even offer it for rent. Petitioners would have us believe that they used the house only as a caretaker’s cottage while awaiting the expected appreciation in the value of the property as a whole. While awaiting that event, however, they purchased a 6- to 8-passenger motorboat to pass the time on  the lake. Also inconsistent with their claim that they held the two properties for investment is their failure to claim any tax deductions for maintenance expenses or depreciation connected with the properties. Also, on their tax returns, they treated all of their interest deductions for 1996–99 and most of those deductions for 2000–02 as home mortgage interest rather than as investment interest.

In short, the evidence overwhelmingly demonstrates that petitioners’ primary purpose in acquiring and holding both the Clark Hill and Lake Lanier properties was to enjoy the use of those properties as vacation homes; i.e., as secondary, personal residences. That conclusion is buttressed by Mr. Moore’s testimony that, after petitioners’ regular weekend use of the Clark Hill property ceased during the last 2 years of their ownership, they allowed it to become “run down” so that it “needed to be looked after or * * * [disposed of].” That lack of upkeep is inconsistent with a professed intention to protect their investment in and maximize their profit on the sale of the property but consistent with an attitude that continued upkeep and maintenance were warranted only in connection with petitioners’ regular, personal use of the property.
The caselaw upon which petitioners principally rely is inapposite. In Vandeyacht v. Commissioner, T.C. Memo. 1994-148, we sustained the taxpayers’ deductions for expenses associated with two oceanfront recreational properties. In that case, however, the taxpayers never occupied the properties, a condominium and a house, nor used them for personal purposes; and, although the taxpayers’ children and friends stayed in both properties, they paid fair market rent to the taxpayers. In Hambleton v. Commissioner, T.C. Memo. 1982-234, we denied deductions for expenses relating to farming activities on a 110- acre tract of farmland because we found that the taxpayers lacked the requisite profit motive under section 183. We found, however: “Although * * * [the taxpayers] used approximately one acre surrounding the house for personal use, * * * [the taxpayers’] principal motivation in purchasing the 110 acre farm was to realize a profit through appreciation in the value of the land.” We denied the deductions only because the taxpayers were unable to explain how any of the expenses were “ordinary and necessary to the holding of the property as an investment.” The taxpayers’ circumstances in Hambleton are readily distinguishable from petitioners’ circumstances wherein the properties in  question are not obviously divisible into residential and nonresidential portions and, as far as we can tell, were used entirely and exclusively as weekend vacation retreats.  
Lastly, neither Holmes v. Commissioner, 184 F.3d 536 (6th Cir. 1999), revg., vacating, and remanding T.C. Memo. 1997-401, nor Frazier v. Commissioner, T.C. Memo. 1985-61, addresses the issue of whether a personal residence that the taxpayers use exclusively for recreational purposes can constitute property  held for investment. Rather, the issue in both cases, decided in the taxpayers’ favor, was whether incidental recreational or residential use by the taxpayers or family members of property primarily used by the taxpayers for commercial farming or fishing (or whether the personal enjoyment they derived from those primary usage activities) negated the taxpayers’ profit motive for engaging in those activities.

B. Conclusion
Neither the Clark Hill nor Lake Lanier property constituted property held for investment for purposes of section 1031(a). Therefore, petitioners’ disposition of the former and acquisition of the latter did not qualify as a tax-free “like-kind” exchange of properties under section 1031. 
II. The Membership Interest Acquisition Issue [ omitted ]
