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For purposes of deferring gain on the sale of their
former residence under sec. 1034, I.R C., Ps sought to
i ncl ude expenditures made in the construction of an
unfini shed dwelling structure. The structure was | ocated on
the same | ot as the new residence purchased by Ps, and Ps
i ntended eventually to use both buildings for their
residential purposes. At the close of the 2-year statutory
period for reinvestnent and defernment of gain, Ps had not
yet noved into the new structure and were instead using it
| argely as a workshop area. On the facts, Held: Ps have not
pl aced the structure into residential use as required by
sec. 1034, I.R C., and are thus not entitled to include its
costs in order to defer recognition of gain on the sale of
their former residence. R s determnation of a deficiency
I S sustai ned.
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Curtis W Berner, for petitioners.

Usha Ravi, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

NI MS, Judge: Respondent determ ned a Federal incone tax
deficiency for petitioners’ 1991 taxable year in the anmount of
$54,341. The sole issue for decision is whether, for purposes of
section 1034, petitioners may include expenses incurred in
constructing a structure intended for eventual residential use as
part of the cost of their new principal residence, thereby
enabling themto defer recognition of gain on the sale of their
former residence.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect for the year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

M. and Ms. Parker (petitioners) sold their residence in Los
Angel es, California, on Decenber 24, 1991, for an adjusted sales
price of $363,353. They realized a gain of $182,239 on the sale,
but they deferred recognition of this gain pursuant to section
1034. Then, on May 19, 1992, they purchased a hone in Turl ock,

California, for $169, 500. Petitioners noved into the 1, 400-



- 3 -
square-foot hone on the Turlock property the foll ow ng nonth and
continued to occupy that dwelling as their residence up to and
through the time of trial

Shortly after noving in, because the existing 1,400 square
feet were insufficient to acconmmpdate the needs of their famly,
petitioners began preparations for building additional |iving
space. Initially, petitioners contenplated constructing an
attached addition. A power |ine easenent, however, rendered such
a plan unworkable. Hence, petitioners decided to build a
detached residential structure of nore than 3,000 square feet on
the Turl ock property, to be | ocated behind the existing hone.

M. Parker (petitioner) had read about the tax benefits avail able
under section 1034, and he inquired of his tax accountant whet her
the cost of the detached unit would qualify as part of the
purchase price of the new residence. The tax accountant
indicated that it woul d.

Prior to beginning construction, petitioners applied for and
obtained a building permt fromthe Gty of Turlock for what the
permt designated a “new “SFD’' (single famly dwelling).
Petitioners |ikew se secured a conditional use permt and
vari ance to have the existing 1, 400-square-foot hone redesignated
and allowed to remain in place as a “second dwelling unit on a
single famly zoned lot”, in accordance with Turl ock Mini ci pal

Code section 9-2-506. These adm nistrative steps were
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necessitated by petitioners’ plans for the new structure to
include, on two floors, a living room kitchen, great room

bedr oons, bathroons, |laundry room art studio, and garage, such
that two fully functional dwelling structures would be | ocated on
the single |ot.

After the building permt was approved in March of 1993,
petitioner was able to begin construction. 1In order to reduce
cost, he did nost of the work hinself, when his enploynent in and
income fromthe film production industry would all ow

From April 21, 1992, to Decenber 22, 1993, petitioners nade
capital expenditures of $210,545.96 relating to the Turl ock
property, in connection with either the existing residence or the
new structure. Wen these costs are conbined with the purchase
price, the anobunt spent totals $380,045.96. Nonethel ess, as of
Decenber 24, 1993, petitioners had never slept in the new
structure. There was no central heating to the house at that
time. The rough electrical, plunbing, and heating/ventilation
systens were not approved until Septenber of 1997. The kitchen
and garage were being used as a workshop at the end of 1993.

Only one bath had a sink and toilet installed. As of early 1999,
construction work continued in the living room Kkitchen, great
room bedroons, bathroons, |aundry room and art studio of the

new structure. Petitioners’ furniture and househol d goods
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remained in the original hone. At the tinme of trial, petitioner
had been working on the project for nore than 6 years, and the
date of conpletion remai ned uncertain.

OPI NI ON

We nust deci de whether petitioners’ expenditures in
constructing a separate structure for future residential use are
properly included as part of the cost of their new principal
resi dence for purposes of section 1034. |If so, petitioners are
entitled to defer recognition of gain on the sale of their forner
residence. |If not, petitioners are liable for the deficiency
determ ned by respondent.

Petitioners contend that the separate structure should be
viewed as an addition, albeit detached, to their existing
residence. Further, petitioners assert that a nere addition or
capital inprovenent to an established new resi dence need not be
pl aced into actual residential use in order for costs incurred in
its construction to be added to the total purchase price for
pur poses of section 1034.

Conversely, respondent contends that failure by petitioners
to use the separate structure as a principal residence wthin the

statutory tine period defeats their attenpt to have costs
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incurred in its construction included as part of their purchase
price for the section 1034 calculation. W agree with respondent
that residential use is an essential prerequisite to cost
i ncl usi on.

Statutory Provisions

Under sections 1001 and 61, taxpayers generally nust
recogni ze in the year of sale all gain or loss realized upon the
sal e or exchange of property. Section 1034, however, provides an
exception which allows taxpayers to defer recognition of gain
when sal e proceeds are reinvested in a new principal residence.
The section reads, in pertinent part, as follows:

SEC. 1034. ROLLOVER OF GAIN ON SALE OF PRI NCI PAL
RESI DENCE

(a) Nonrecognition of Gain.-—If property (in this
section called “old residence”) used by the taxpayer as
his principal residence is sold by himand, within a
period beginning 2 years before the date of such sale
and ending 2 years after such date, property (in this
section called “new residence”) is purchased and used
by the taxpayer as his principal residence, gain (if
any) from such sale shall be recognized only to the
extent that the taxpayer’s adjusted sales price * * *
of the old residence exceeds the taxpayer’s cost of
pur chasi ng the new resi dence.

* * * * * * *
(c) Rules for Application of Section.--For
pur poses of this section:
* * * * * * *
(2) A residence any part of which was
constructed or reconstructed by the taxpayer shal

be treated as purchased by the taxpayer. 1In
determ ning the taxpayer’s cost of purchasing a
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resi dence, there shall be included only so nuch of

his cost as is attributable to the acquisition,

construction, reconstruction, and inprovenents

made which are properly chargeable to capita

account, during the period specified in

subsection(a).
(Section 1034 was repeal ed by section 312(b) of the Taxpayer
Relief Act of 1997, Pub. L. 105-34, 111 Stat. 839, generally
effective for sales and exchanges of principal residences after
May 6, 1997. The section 1034 rollover provision was replaced by
an expanded and revi sed section 121.)

CGeneral Interpretation

As a threshold matter, section 1034 specifies that gain nust
be reinvested in property “purchased and used by the taxpayer as
his principal residence” in order for nonrecognition treatnent to
be available. 1In ascertaining what is neant by “used” as a
“principal residence”, this Court has stated in an oft-quoted
pronouncenent: “The el enents of residence are the fact of abode
and the intention of remaining, and the concept of residence is
made up of a conbination of acts and intention. Neither bodily
presence al one nor intention alone wll suffice to create a

residence.” Stolk v. Conm ssioner, 40 T.C 345, 353 (1963),

affd. 326 F.2d 760 (2d Cir. 1964); see also Perry v.
Conm ssioner, 91 F.3d 82, 85 (9th Gr. 1996), affg. T.C Meno.

1994- 247.
Wth respect to the abode el enent, courts have consistently

focused upon actual, physical use and occupancy as a prerequisite
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to the benefit of deferring gain recognition. Explicit and
unanbi guous judi ci al | anguage such as the followi ng has |eft
little roomfor question: “for property to be ‘used by the
taxpayer as his principal residence’ within the neaning of
section 1034(a), that taxpayer nust physically occupy and live in

the house.” Perry v. Conmm ssioner, supra at 85 (quoting Young V.

Comm ssioner, T.C Meno. 1985-127).

Concerning the intent elenent, section 1.1034-1(c)(3) (i),
| ncone Tax Regs., interpreting section 1034 provides:
Whet her or not property is used by the taxpayer as his
resi dence, and whether or not property is used by the
t axpayer as his principal residence (in the case of a
t axpayer using nore than one property as a residence),
depends upon all the facts and circunstances in each
case, including the good faith of the taxpayer.
Courts have likewi se reiterated that intent is to be taken into
account, but they have nonet hel ess steadfastly adhered to the
principle that intent alone, divorced fromactual use, wll not

satisfy section 1034. See United States v. Sheahan, 323 F.2d

383, 385-387 (5th Cr. 1963); Bayley v. Comm ssioner, 35 T.C.

288, 295-297 (1960). As stated by the court in United States v.

Sheahan, 323 F.2d at 385:

It is true that the good faith of the taxpayer is a
circunstance to be weighed, and it may be the decisive
factor in a close case in determ ni ng whet her one of
two houses is the principal residence, or whether the
house is a residence, but there nust be supporting
facts to show that the taxpayer used the new property
as his principal residence.
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Thus, in general, courts have nade clear that |ack of actua
occupancy wll thwart the attenpts of even the nost well -
intentioned taxpayer to utilize the defernment rules of section
1034.

Application to Constructi on and | nprovenents

More specifically, this focus on actual use does not shift
when exam nation turns to what courts and | egi sl atures have had
to say concerning construction and inprovenents. As indicated
above, section 1034 explicitly provides that capital expenditures
for construction, reconstruction, and inprovenents may be
included in the statutory cost of purchase. However, to relieve
petitioners fromthe requirenent that the separate structure be
put to sone residential use wthin the prescribed tinme period
woul d be not only inconsistent with the history of the section,
but also ill ogical.

As early as 1961, in interpreting the predecessor of section
1034 (section 112(n) of the 1939 Code), the U S. Court of Appeals
for the Ninth Crcuit concluded that “Congress intended to permt
the taxpayer to obtain the benefit, taxwi se, only of so nuch of

the cost of construction of, or inprovenents to [enphasis added],

a new house as the taxpayer had constructed and used within the

ei ghteen nonth period herein applicable.” Kern v. Ganquist, 291

F.2d 29, 33 (9th Cr. 1961). Since the 1939 Code provision, |ike

section 1034(c)(2), used the | anguage “construction * * * and
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i nprovenents made”, the court further declared that “W cannot in
good conscience rewite the statute as though it included the
words ‘contractual liabilities incurred during the 18 nonths
period.”” 1d.

In contrast, petitioners here contend that the conpleteness
of the inprovenents is immaterial; rather, the only question is
the amount paid in connection with capital inprovenents during
the reinvestnent period. Section 1034 case |aw, however, fails
to support this view There are no reported cases permtting
i nclusion of costs incurred for the construction of a separate
structure not yet placed in residential use. Although in

Mtchell v. Conmm ssioner, T.C Meno. 1997-493, cited by

petitioners, the Court uses the term nol ogy “comrenced and/ or
conpleted” in its discussion of whether the cost of renovations
could be included in a section 1034 cal cul ation, the case is
di sti ngui shabl e because the Court decided that the inprovenents
were not even comrenced or paid for within the reinvestnment
peri od.

The case | aw has deni ed nonrecognition treatnent where
expenditures were made for residential structures not yet

occupied. For instance, in Elamv. Comm ssioner, 58 T.C 238

(1972), affd. per curiam477 F.2d 1333 (6th Cr. 1973), the
t axpayers sold their former residence and purchased property on

whi ch they intended to build their new main residence and a guest
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house. Wthin the reinvestnent period, they constructed and
moved into the guest house. See id. They also expended funds in
bui l ding the main house, but this structure was still under
construction and not yet occupied at the expiration of the
statutory period. See 1id. As aresult, this Court refused to
all ow costs of the main house to be taken into account for
pur poses of section 1034, stating that the main house “possessed
no residential utility” and “was sinply not put into use as a
resi dence before the prescribed tine limt.” 1d. at 241.

Al t hough petitioners attenpt to distinguish Elamyv.

Conm ssi oner, supra, on the grounds that the guest house and nmain

house in that case were separate residences, rather than two
structures intended as a single residence, this difference
beconmes irrelevant in [ight of the precedent that both new

resi dences and nere additions or inprovenents nmust be placed into
residential use before section 1034 will apply. Mreover, the
Court in Elam even addresses this nultiple buildings issue.
Wil e indicating that outbuil dings and servient structures m ght
in some scenarios logically and functionally be classified as
part of a residence, the Court nakes clear that an unfinished
structure intended for future dwelling perfornms no such | ogical
residential role. See id.

Poague v. United States, 66 AFTR 2d 90-5825, 90-2 USTC par.

50,539 (E.D. Va. 1990), affd. w thout published opinion 947 F. 2d
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942 (4th Cr. 1991), cited by petitioners, offers an exanple of a
situation where nultiple structures were performng their | ogical
and intended function in support of a residence and, hence,
simlarly enphasizes the inportance of normal residential use.
Still further illustrating the type of use necessary to
qualify a structure for section 1034 purposes, the court in

United States v. Sheahan, 323 F.2d at 387-388, decl ared even

pl anti ng shrubbery, putting up a mail box, noving in boxes of

bel ongi ngs, and occasionally eating lunch at a newly constructed
house to be only “token ‘use’” insufficient to satisfy the
statutory requirenment that construction be used as a residence.

Li kewi se, in Bayley v. Conm ssioner, 35 T.C. at 295-296, the

Court refused to permt section 1034 to be used, despite the
t axpayers’ having noved in sone furniture, where “the rather
extensive state of inconpletion of the new residence-—-no water or
sewer age connections, no appliances in the kitchen, and lights
and flooring only in mniml quantities—effectively prevented
petitioners fromliving in the new residence.” The Court in
Bayl ey particularly enphasized the taxpayers’ failure to sleep in
the new residence as indicative of the fact that they had not
begun to use and occupy it within the neaning of the statute.
See id. at 296.

Here, petitioners’ new structure stood in a parallel state

of inconpletion at the end of 1993 when the statutory period
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expired. Petitioners had never slept in the building at that
time. There was no central heating. The kitchen was bei ng used
as a workshop to aid in the ongoing construction. The garage had
simlarly been pressed into service as a workshop and used to
house construction tools. Three of the structure’s nmjor systens
were not even inspected by the Gty of Turlock and approved in
rough formuntil Septenber of 1997.

Thus, nearly 4 years after the expiration of the statutory
period, the residence could boast only rough electrical,
pl unbi ng, and heating/ventilation systens. Mbreover, the
condition of a home with such rough systens is significantly
removed fromwhat could be ternmed livable. A rough electrica
system nust include wiring, but not switches and fixtures. A
rough plunbing systemsimlarly denotes pipes and drain lines for
fixtures such as toilets and bathtubs, but not the fixtures
t hensel ves. A rough heating system has vents for a water heater
or furnace, but, again, need not have the actual heater or
furnace. Here, the only evidence offered by petitioners that
their systenms were in anything other than such rough format the
close of the relevant period is testinony that a toilet and sink
had been installed in one bathroom Furthernore, photographs
taken in 1999 reveal that construction work remained in progress
in the intended living room Kkitchen, great room bedroons,

bat hroons, laundry room and art studio of the new structure. In
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contrast, pictures taken at the sane tine in the ol der honme show
that petitioners’ furniture and househol d goods were still
| ocated in the original building. Consequently, we nust concl ude
that the new structure was sinply not ready for residential
occupancy and was not occupi ed before the expiration of the
statutory period.

Hence, the attenpts of petitioners to conply with the

statute, like those of the taxpayers in Elam Sheahan, and

Bayl ey, cannot be said to rise above the | evel of token use. The
general inconpleteness; the |ack of major furniture, appliances,
and anenities; and the failure to sleep in the structure cannot
be overcone by petitioners’ mniml or workshop use of the
structure. Thus, since petitioners sinply have not placed the
new structure into use as part of their residence, a denial of
nonrecognition treatnent is required.

We therefore hold that petitioners are not entitled to defer
recogni tion under section 1034 of gain on the sale of their
princi pal residence. Respondent’s determ nation of a deficiency
Wi th respect to petitioners’ 1991 taxable year is sustained.

To reflect the foregoing,

Deci sion will be entered

for respondent.




